
INFORMATION TO USERS

This material was produced from  a m icro film  copy o f the original document. While 
the most advanced technological means to  photograph and reproduce this document 
have been used, the qua lity is heavily dependent upon the qua lity o f the original 
submitted.

The fo llow ing explanation o f techniques is provided to  help you understand 
markings or patterns which may appear on th is reproduction.

1. The sign or " ta rg e t" fo r pages apparently lacking from  the document 
photographed is "Missing Paga(s)". I f  i t  was possible to  obtain the missing 
page(s) o r section, they are spliced in to  the film  along w ith  adjacent pages. 
This may have necessitated cu tting  th ru  an image and duplicating adjacent 
pages to  insure you complete con tinu ity .

2. When an image on the film  is obliterated w ith  a large round black mark, i t  
is an indication tha t the photographer suspected tha t the copy may have 
moved during exposure and thus cause a blurred image. You w ill find  a 
good image o f the page in the adjacent frame.

3. When a map, drawing o r chart, etc., was part o f the material being 
photographed the photographer fo llowed a defin ite  method in 
"section ing" the material. I t  is customary to  begin photoing at the upper 
le ft hand corner o f a large sheet and to  continue photoing from  le ft to  
r igh t in equal sections w ith  a small overlap. I f  necessary, sectioning is 
continued again — beginning below the f irs t row and continuing on until 
complete.

4. The m ajority o f users indicate tha t the textual content is o f greatest value, 
however, a somewhat higher qua lity  reproduction could be made from  
"photographs" i f  essential to  the understanding o f the dissertation. Silver 
prints o f  "photographs" may be ordered a t additional charge by w riting  
the Order Department, giving the catalog number, t it le , author and 
specific pages you wish reproduced.

5. PLEASE NOTE: Some pages may have ind is tinct p rin t. Filmed as 
received.

University Microfilms International
300 North Zeeb Road
Ann Arbor, Michigan 48106 USA
St. John’s Road, Tyler’s Green
High Wycombe. Bucks, England HP10 SNR



77-21,394
O'NEILL, Michael Patrick, 1949- AN ANALYSIS OF ENTREPRENEURSHIP IN ECONOMIC DEVELOPMENT: A SYNTHESIS OF SCHUMPETER,HAGEN, AND MCCLELLAND.

The University of Oklahoma, Ph.D., 1977 Economics, theory

Xerox University Microfilms, Ann Arbor, M ichigan 48i  os



THE UNIVERSITY OF OKLAHOMA 
GRADUATE COLLEGE

AN ANALYSIS OF ENTREPRENEURSHIP IN ECONOMIC DEVELOPMENT; 
A SYNTHESIS OF SCHUMPETER, HAGEN, AND MCCLELLAND

A DISSERTATION 
SUBMITTED TO THE GRADUATE FACULTY 

in partial fulfillment of the requirement for the
degree of 

DOCTOR OF PHILOSOPHY

BY
MICHAEL PATRICK O'NEILL 

Norman, Oklahoma 
1977



AN ANALYSIS OF ENTREPRENEURSHIP IN ECONOMIC DEVELOPMENT: 
A SYNTHESIS OF SCHUMPETER, HAGEN, AND MCCLELLAND

APPROVED BY

 _ v / .

DISSERTATION COMMITTEE



ACKNOWLEDGEMENTS

This study was done in connection with graduate study 
at the University of Oklahoma. The author is deeply indebted 
to the supervisor of research. Dr. Alexander J. Kondonassis, 
Professor of Economics, for showing the patience and support 
which enabled the author to carry on this research. The 
author is deeply indebted to those members of the committee 
who were willing to serve, but due to unforeseen circumstances 
were unable; and to those who were able to serve. Dr. Paul A. 
Brinker, Dr. Robert A. Ford, and Dr. J. Kirker Stephens, for 
their time and guidance.

Thanks goes to many former teachers, both faculty and 
students, who have helped and encouraged in too many ways to 
list. The author is grateful to Dr. William R. Waters for the 
special materials and comments he provided.

A very special thanks to my loving wife, Jane, who, 
though sometimes very painfully, did all of my typing; and to 
my mother and father, for without their support the author 
could not have continued his education.



TABLE OF CONTENTS

Page
LIST OF TABLES..........................................  ^
LIST OF ILLUSTRATIONS..................................
Chapter

I. INTRODUCTION....................................... 1
II. A REVIEW OF THE LITERATURE........................ 8

Entrepreneurship in Economic Development 
The Concept of Human Capital in Economic 

Development 
The Economics of Education in Economic 

Development
III. JOSEPH A. SCHUMPETER’S M O D E L ...................... 46

Background
Schumpeter's Theory of Economic Development 
A Critique of Schumpeter's Model

IV. EVERETT E. HAGEN "S M O D E L .........................  72
Background i
Hagen's Theory of Economic Development 
A Critique of Hagen's Model

V. DAVID C. MCCLELLAND ' S MODEL....................... 96
Background
McClelland's Theory of Economic Development 
A Critique of McClelland's Model

VI. A COMPARISON AND A SYNTHESIS..................... 130
Similarities and Differences 
A Common Model

VII. SUMMARY AND CONCLUSIONS.........................  151
BIBLIOGRAPHY  ......................................  156

iv



LIST OF TABLES

Table Page
1 Contribution of Sources of Growth to Growth

Rate of Total Real National Income.............  38
2 Possible Determinants and Characteristics of

Entrepreneurship ................................ 181



ILLUSTRATIONS

Diagram Page
1 Role of the Walrasian Entrepreneur.............
2 Hagen's Theory by Kilby ........................
3 Comparison of Weber's and Winterbottom's

Studies . . . . . . . . . . . . . . . . . . .
4 McClelland's Sequence ..........................
5 The Circularity of Economic Development . . . .
5 McClelland's Theory by Kunkel . . . . . . . . .
7 McClelland ' s Theory by Kilby . . . ' .............
8 The Sequence of Schumpeter's, Hagen's, and

McClelland's Theories  ............   134
9 Synthesis of the Historical Sequence of the

Models of Schumpeter, Hagen, and McClelland . 1^^

Figure
1 Entrepreneurial Services : Demand and Supply . . 24

■ 2 Investment in Human Capital ....................  31
3 The Ball in a B o w l ...........................  132
4 Representation of the Whole System..........  1^^



CHAPTER I 

INTRODUCTION

Economists have not had very encouraging results in 
theorizing and measuring economic development because of funda
mental specification errors. Most economic theories have not 
been successful in explaining economic development (or growth) 
because they omit social, political, and cultural variables. 
Likewise, the measurement of economic development poses diffi
culties and is further complicated by the so called "residual 
factor." The residual factor may be defined as the unisolated 
source of growth, and it is felt to account for as much as 50 
to 85 percent of the increase in total output.1 Abramovitz 
refers to this residual as "the coefficient of ignorance."2

Perhaps the "coefficient of ignorance" can be reduced 
by introducing variables in the tools of analysis which contain 
social, political, and cultural characteristics. One theoreti
cal tool used to explain development is the aggregate produc
tion function. On purely theoretical grounds, however, the 
use of the aggregate production function introduces a fundamental

It . Balogh and P. P. Streeten, "The Coefficient of 
Ignorance," Bulletin of the Oxford Institute of Economics and 
Statistics 25 (May 1963) : 99-107.

^M. Abromovitz, "Resource and Output Trends in the 
United States Since 1870," American Economic Review Papers and 
Proceedings 46 (May 1956): 5-23.
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specification error by ignoring the entrepreneur. It is true
that traditional economics accepts the entrepreneur as a factor
of production, but as W. J. Baumol states:

. . . the entrepreneur has been read out of the model.
There is no room for enterprise or initiative. . . .
One hears of no clever ruses, ingenious schemes, bril
liant innovations, of no charisma or of any other 
stuff of which outstanding entrepreneurship is made; 
one does not hear of them because there is no way in 
which they can fit into the model.1

Furthermore, Harvey Leibenstein states:
The existence of and need for gap-filling and 

input-completing capacities could explain why standard 
inputs (labor and capital) do not account for all 
outputs and why capital absorption should be a prob
lem. Economic planning experience in many countries 
reveals that there is frequently a considerable diver
gence between plan targets and results. This diver
gence may be partly explained by the fact that entre
preneurship is not a normal input whose contribution 
can be readily determined, predicted, planned for, orcontrolled.2

Leibenstein implies that the aggregate production function 
must be modified or totally discarded for a reason other than 
the Cambridge criticism. Hence the problem is. the respecifi
cation of the aggregate production function, i.e., O =if(K,L, 
Ld,R,E), where O is output, K is capital, L is labor, Ld is 
land, R is resources, and E is entrepreneur.

At this time it is appropriate to suggest a working

^W. J. Baumol, "Entrepreneurship in Economic Theory," 
American Economic Review 58 (May 1968 ): 67.

^H. Leibenstein, "Entrepreneurship and Development," 
American Economic Review 58 (May 1968): 78.
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definition of entrepreneur. The entrepreneur^ is the factor 
of production,2 whether a person or organization,3 that may 
perform one, two, or all three of the following functions:

1. Routine management and coordination of the factors 
of production;4

2. Risk bearer of uncertainty;5 and

iThe literature suggests that Ricard Cantilion was the 
first to make the entrepreneur a technical term. The bearing 
of uncertainty was the essence of the entrepreneurial function.
See T. C. Cochran, "Entrepreneurship," International Encyclopedia 
of Social Sciences 5 (19 68):88 and J. A. Schumpeter, History of 
Economic Analysis (New York: Oxford University Press, 1954),
p. 222. However, it was not the earliest use of the word ; accord
ing to B. F- Hoselitz, "The Early History of Entrepreneurial 
Theory," Explorations in Entrepreneurial History 3 (April 1951): 
194 and 199, Bernard F. de Belidor (circa 1700) used entrepreneur 
to mean government contractors buying labor and materials at 
uncertain prices and selling the resultant at a contracted price. 
An example is the supplying of an army.

Zprom Adam Smith to Alfred Marshall there was no place 
for the entrepreneur, according to Cochran, "Entrepreneurship," 
p. 88 and to Schumpeter, Economic Analysis, pp. 554-556. The 
exception was the distinction made by J. B. Say that "the entre
preneur's function is to combine the factors of production 
into a producing organism." See Schumpeter, Economic Analysis, 
p. 555.

^Harbison argues that "organization is a broader concept 
than entrepreneurship." See F. Harbison, "Entrepreneurial 
Organization as a Factor of Economic Development," Quarterly 
Journal of Economics 70 (August 1956) :378. In an effort to 
limit the scope of this thesis, the author will ignore the en
trepreneur 's function of coordinating the factors of production, 
i.e., routine management,

“̂J. B. Say, as stated earlier, was the first to specify 
this function of the entrepreneur. However, he does not dis
cuss the entrepreneur in relation to innovation and capital 
creation, resulting in the fact that entrepreneurship was not 
a ponderable fact in his general economic theory. See Cochran, 
"Entrepreneurship," p. 88.

®F. Knight extended the concept of the entrepreneur 
beyond that of Cantillon. According to Knight, in Risk, Un
certainty, and Profit, Reprints of Economic Classics (New York:
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3. Innovator of new ideas, new markets, and the like,^

Augustus M. Kelley, 1964), p. 268, "the primary problem or func
tion is deciding what to do and how to do it."

M. Dobb, in "Entrepreneur," Encyclopedia of the Social 
Sciences 5 (1931):559, states that: "Economic theory in its
classical forms has essentially been a theory of equilibrium 
concerned with the pricing of a collection of commodities and 
services, the unknown of the problem being determined by the 
requisite number of known constants in the situation. It is 
clear that in such a problem uncertainty, in the sense of the 
incalculable, has no meaning: the very possibility of a solu
tion of the problem excludes any deviation of the actual from 
the calculable. In a system of economic equilibrium the work 
of the entrepreneur cannot be qualitatively different from that 
of any other agent of production. But insofar as a given set 
of historical circumstances necessitates that the work of manage
ment and coordination should be combined with certain other 
attributes, with the possession of capital and certain business 
connections, and good will, a realistic theory of distribution 
must include a category of entrepreneur profit separate and 
distinct from the categories of wages, interest and rent. The 
entrepreneur function is in fact a composite function, the ele
ments of which are not completely separable; and since the con
ditions of supply and demand for this composite function are 
different from those for its separate elements in isolation, the 
price of the whole is not equal to the sum of the prices of its 
separate parts. For this reason capitalist profit, as the 
historically conditioned income of the capitalist entrepreneur, 
is essentially an institutionally determined category, at least 
of all economic incomes it is a 'natural' category of distribution."

Again according to Dobb in Ibid., "to 'explain' the 
entrepreneur's function and his reward in terms of uncertainty 
is not an explanation in any deterministic use of the term, but 
rather the negation of it. There is no normal profit, since 
ex hypothesi profit is the incalculable deviation of the actual 
from the anticipated. Because the entrepreneur is simply a 
gambler in the economic lottery, one cannot interpret his actions 
in terms of any rational calculus; for in this lottery the size 
and number of the prizes as well as their distribution are un
known . "

Ij. A. Schumpeter specified innovation as a function 
of the entrepreneur in his The Theory of Economic Development 
(London: Oxford University Press, 1934). Leibenstein calls
Schumpeter’s entrepreneur ship "new type" entrepreneurship (N- 
entrepreneurship). Following Leibenstein in "Entrepreneurship," 
p. 73, "by N-entrepreneurship we mean the activities necessary 
to create or carry on an enterprise where not all markets are 
well established or clearly defined and/or in which relevant 
parts of the production function are not completely known."
Hence the entrepreneur must fill in for the market deficiencies.
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which entitle the entrepreneur to a claim of the residual portion 
of the income.

According to Cochran, entrepreneurship is a definable
function, while the entrepreneur is an ideal type and as such
is not continuously applicable to a real person. Moreover,

. . . the theoretical problem of finding a place for 
unmeasurable and socially influenced forces in a 
mathematically oriented theory has not been solved.
. . . the difficulty is that entrepreneurial earning 
would have to be accounted for in a theory of profit, 
but no theoretical cost of entrepreneurship can be 
set. 1

What are the motives for examining the entrepreneur?
The primary motive behind modern theories of the entrepreneur
has been "to rebut the Marxist estimation of the capitalist as
an exploiter, performing merely a historically transitional role . 
and receiving an income created by certain historical institu
tions and not be a natural or inevitable order of relationships."2 
As a result modern theories have postulated certain functions 
which are not merely institutionally and historically relative, 
but they would be required in any conceivable economic order.
Hence the entrepreneur, because of these functions, deserves 
a portion of the distribution of income.

The main concern of this study is to examine the role
that the entrepreneur plays in the development process. Of 
particular interest is the formulation of a theory of entrepre
neurial supply for the development process. To aid in this

Icochran, "Entrepreneurship," p. 90. 
2Dobb, "Entrepreneur," p. 560.
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task, three theories of entrepreneurial supply, taken from the 
works of Joseph A. Schumpeter, Everett E. Hagen, and David C. 
McClelland, will be synthesized. Hence the purpose of this 
study is to examine, explain, and synthesize into a common 
model the theories of Schumpeter, Hagen, and McClelland on 
entrepreneurship in economic development.

The value of this study is that it will point to the 
entrepreneur as a significant variable in the development pro
cess. By changing the abilities, values, and attitudes of man, 
it may be possible to accelerate the process of development. 
Hence the policy prescription would be to make the necessary 
changes, whether institutional or economic, to stimulate the 
emergence of the entrepreneur. One example is the institution 
of training programs to teach parents how to raise their chil
dren. Another excimple is to make the creation of new combina
tions of the factors of production a rewarding experience.

In particular, the contributions of this thesis are:
(1) to provide a workable definition of the entrepreneur; (2) to 
review a variety of positions concerning the role of the entre
preneur in the development process; (3) to formulate a theory 
of entrepreneurial supply from Schumpeter, Hagen, and McClel
land; and (4) to examine a variable that contains not only 
economic but also political, social, and cultural character
istics— the entrepreneur— the kind of variable usually ignored. 
By ignoring such an important variable it may become evident 
why a residual exists in the explanation of growth. This is 
an attempt to overcome this bias or problem.
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The methodology used in this study will be of the 
descriptive and analytical variety. Quantitative methods will 
not be utilized. There will not be an actual testing of hy
potheses. However, it is anticipated that this study will 
provide a framework for future hypotheses testing.

Chapter II will review the literature in terms of (1) a 
selective discussion of the entrepreneur in economic develop
ment since Joseph A. Schumpeter, naturally omitting Schumpeter, 
Hagan, and McClelland since their theories will be discussed 
at length elsewhere; (2) a selective review of the literature 
on human capital as it applies to the development process; and 
(3) a selective review of the literature on the economics of 
education as applied to economic development. One chapter 
each will be dedicated to a detailed description of the entre
preneurship theories of Joseph A. Schumpeter, Everett E. Hagen, 
and David C. McClelland. These will be, respectively. Chap
ter III, Chapter IV, and Chapter V. In Chapter VI the above 
mentioned three theories will be compared and contrasted. More
over, these three theories will be synthesized and distilled 
into a common model. Chapter VII will present a summary and 
the conclusions of the study.



CHAPTER II

A REVIEW OF THE LITERATURE

This chapter represents a summary of background 
information on the concepts of the entrepreneur and human capi
tal and on the economics of education as they pertain to eco
nomic development- It provides a basis and perspective for a 
detailed view of the entrepreneurship models of Joseph A. Schum
peter, Everett E. Hagen, and David C. McClelland.

Entrepreneurship in Economic Development 
N. G. Butlin^ argues that entrepreneurial behavior is 

basically conceived as the interplay of role and sanction. He 
also asserts that change is not generated in the community by 
entrepreneurship, but rather that the entrepreneurs change their 
roles and behavior patterns. Butlin further argues that change 
arises from deviance— that disturbing element injected into an 
assumed equilibrium system of roles and sanctions which serves 
to point up the essentially static character of these concepts. 
Change further is explained and defined in terms of the inter
action of roles and sanctions, referring to the alteration of 
roles and the emergence of new ones. The policy implication

In . G. Butlin, "Entrepreneurial Biography: A Symposium,"
Explorations in Entrepreneurial History 1 (May 1950); 223-230.
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for economic development is to create roles that will lead to 
deviance and thus to change.

According to B. F. Hoselitz^ there are considerable 
differences between managerial activity and entrepreneurship. 
The two activities not only perform a different functional role 
but also are motivated differently; they may even be different 
personality types. Hoselitz draws the conclusion that atten
tion must be paid to these differences in less developed coun
tries. Hoselitz feels that the chief characteristic of the 
entrepreneur is his leadership of the introduction of innova
tions.

Hoselitz also states that the creation of a "climate 
for entrepreneurship" depends on two things: (1) "establishing
social institutions which make possible objectively the exercise 
of independent individual enterprises" and (2) "allowing the 
maturation and development of personalities whose predominant 
orientation is in the direction of productivity, working, and 
creative integration."2

V. V. Bhatt^ asserts that in economic development the 
entrepreneur may be either a single person or a social group 
such as the state. Bhatt appears to favor the state because

^B. F. Hoselitz, "Entrepreneur ship and Economic Growth,' 
American Journal of Economics and Sociology 12 (October 1952): 
97-110.

2lbid., p. 108.
3v. V. Bhatt, "Motor Force of Economic Development," 

Indian Economic Journal 1 (July 1953): 31-43.
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of historical evidence. For the entrepreneurial ability to 
come to fruition, social, political, and economic conditions 
must be such that the prospective entrepreneur feels confident 
and encouraged about his chances of success. The role the state 
plays in establishing such favorable conditions is necessary 
for economic development to be put into play. At this same 
time the state should establish a set of external stimuli by 
which the economic system could thereafter generate its own 
impetus to economic evolution.

According to T. C. Cochranl process or change must be 
defined with respect to some existing social structure. Social 
roles and sanctioning expectations that form those roles create 
a framework of social norms that is extremely flexible in 
reality.

At least two sources of modification in social roles 
exist. First, a change in environment can force readjustment. 
Second, through successful individual innovation, imitators 
are attracted, and the role is thus modified.

Cochran concludes that there should be an understanding 
of normal and unusual behavior in the study of entrepreneurship. 
Moreover, he suggests that role theory may be a part of the 
paradigm for explaining c h a n g e . 2

^T. C. Cochran, "Social Attitudes, Entrepreneurship, 
and Economic Development; Some Comments," Explorations in 
Entrepreneurial History 6 (February 1954):181-183.

2jbid., p. 183.
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F. Harbison^ agrees with Marshall's concept^ of the 

entrepreneur, that is, the entrepreneur performs three func
tions— risk—bearing, innovation, and management. Marshall's 
concept may be the most practical interpretation of the activi
ties of modern, complex business enterprises, yet its primary 
flaw is the implicit assumption that the entrepreneur is an 
individual person. Only in a very small firm could a single 
person carry out all of Marshall's entrepreneurial functions.

This is where Harbison argues that the entrepreneur 
should be an organization comprised of all the people necessary 
to perform the entrepreneurial functions. Whether it is publicly 
or privately owned and operated, the entrepreneurial functions 
of a modern enterprise can be classified in the following manner :
(1) undertaking and managing risk and economic uncertainty;
(2) planning and innovation; (3) coordination, administration, 
and control; and (4) routine supervision. Harbison defines 
organization as an integrated accumulation within an enterprise 
of those persons who are primarily involved in the four classi
fications above. They are referred to by Harbison as managerial 
resources.

For the analysis of the problems of economic develop
ment, Harbison states that organization is probably a more 
exact and significant idea than entrepreneurship in its

^F. Harbison, "Entrepreneurial Organization as a Fac
tor in Economic Development," Quarterly Journal of Economics 70 
(August 1956): 364-379.

^As his source, Harbison cites Alfred Marshall, Princi- 
ples, 1st ed. (London: Macmillan and Co., 1890), pp. 334-335.
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traditional sense! Organization is indicative of a cohesive 
institution which describes practical associations between 
functions and functionaries; whereas entrepreneurship is oft- 
times a rather obscure abstraction which is subject to changing 
interpretations. Also organization seems subject to quantita
tive measurement. This is likely to permit one to set forth a 
sequence of relationships between the quantities of capital or 
labor and the quantities of managerial resources. For example, 
the explanation of the process of economic growth and develop
ment may be aided by the substitution of labor and organiza
tion. Entrepreneurship, however, tends to be nonquantifiable.

L. Mark, Jr.",^ contrary to the previous discussion by 
Bhatt, argues against the state being the entrepreneur on the 
grounds that the state contains a built-in prejudice which 
funnels investment funds to government-owned concerns at the 
expense of private entrepreneurs. He asserts that decisions 
favoring the state as an owner-operator rest on the state's 
appearing as a viable, ongoing enterprise. This appearance 
stems from the state's ability to subsidize factor costs and 
thus operate under inferior factor combinations. The private 
entrepreneur usually does not have this option ! Thus we get a 
viable enterprise creating a misallocation of resources and 
very misleading additions to the overall output of the country 
involved. Mark suggests comparing state and private enterprises

1l . Mark, Jr., "The Favored Status of the State Entre
preneur in Economic Development Programs," Economic Development 
and Cultural Change 7 (July 1959);422-430.
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on the basis of realistic factor costs. Hence Mark is arguing 
for private entrepreneurs as opposed to state entrepreneurs.

According to W. A. Lewis! "[real] growth rates exceeding 
4 percent suggest that the shortage of entrepreneurship cannot 
have been the major obstacle it is normally thought to be."^
It is generally accepted knowledge that these less developed 
countries do not lack for small-scale entrepreneurship; for the 
most part the desire to make money and the willingness to gam
ble are inborn. The experience necessary to organize large- 
scale businesses, however, is lacking. Assuming that this lack 
of experience is spawned from lack of desire or from institu
tional inhibitions, historians and social psychologists have 
spent much time considering what social ideological climate 
generates successful large-scale enterprises.

Stimulated by the shortage of entrepreneurs, governments 
have assumed some of the attributes of entrepreneurship. The 
government, however, can play a role more important than simply 
that of entrepreneur by creating a favorable climate for pri
vate entrepreneurship, that is, by improving infrastructure, 
conducting market research and feasibility studies, and offering 
technical advice and financial aid.

Lewis suggests that since the agricultural sector has 
traditionally been the most neglected, it is the sector to 
which government initiatives could contribute most. But before

!w. A. Lewis, "Richard T. Ely Lecture. A Review of 
Economic Development," American Economic Review 60 (May 1965): 
1-16.

^Ibid., p. 4.
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much progress can be made, agriculture must be seen as an 
important economic sector. The problem is that agricultural 
stagnation causes a shortage of foreign exchange.

A. P. Alexander! suggests why economists are reluctant 
to get involved in the study of entrepreneurship in economic 
development;

First, entrepreneurship includes a qualitative 
dimension which accounts for a variety of possible 
patterns of performance and therefore of effects upon 
the economy. Entrepreneurs can be innovating, con
servative, aggressive, willing to live and let live, 
and so on. These patterns . . . cannot easily be 
formulated in terms of precise, quantifiable rela
tionships. Second, while entrepreneurship in one 
way or another affects the economic environment, its 
own growth is only in part determined by economic 
facts. This calls for an examination of the signi
ficance of noneconomic factors for entrepreneurial 
growth.2

As a result, economists have avoided these issues and have 
assumed that the maximizing entrepreneur is given data.

Alexander hypothesizes that the development of indus
trial entrepreneurship is a function of the growth of income 
per capita, the anticipated rate of growth of income per capita, 
and the level of income per capita. The key variable affecting 
the development of industrial entrepreneurship thus emerges to 
be income per capita.

The supply of industrial entrepreneurship is also af
fected by a country's economic-occupational structure in at 
least two major ways. First, different economic-occupational

^A. P. Alexander, "The Supply of Industrial Entrepre
neurship," Explorations in Entrepreneurial History (Winter 
1967):136-149.

^Ibid., p. 136.
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groups produce different quantities of industrialists. Simply 
put, the size of the total working population relates to the 
supply of industrialists. Second, the economic-occupational 
backgrounds of industrialists may relate to the growth and ef
ficiency of their industrial operations.

Given varying economic opportunities, entrepreneurship 
may have diverse responses due to social values and psycholog
ical motivations. Alexander then analyzes the significance of 
noneconomic factors for entrepreneurial growth by using (1) Tal- 
cott Parson's theory cf action, (2) David McClelland's need 
achievement, and (3) Everett Hagen's withdrawal of status re
spect.

W. P. Glade^ supports Alexander's findings but extends 
them so that the long-run task of theory building in the entre
preneurial field is centered on the developmental or process- 
focused aspect of the growth of industrial entrepreneurship. 
Glade differs from Alexander.in his method of explanation.
Glade uses situational analysis.

The two main propositions of A. H. Cole's^ discussion 
of the entrepreneur are that (1) the continuous inflow of 
knowledge tends to aid the entrepreneur's technical expertise 
and (2) entrepreneurs are likely to be shaped by the dominant 
contemporary ideas of religion, morality, and politics.

^W. P. Glade, "Approaches to a Theory of Entrepreneurial 
Formation," Explorations in Entrepreneurial History 4 (Spring/ 
Summer 1967):245-259.

2a . H. Cole, "The Entrepreneur. Introductory Remarks," 
American Economic Review Papers and Proceedings 58 (May 1968) : 
60-63.
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H. Leibensteinl attempts "to suggest a theory of the 

economy and of entrepreneurship in which entrepreneurship has 
a unique and critical role and to use this theory to indicate 
why entrepreneurship is a significant variable in the develop
ment process.Leibenstein defines two kinds of entrepreneur
ship. Routine entrepreneurship— a type of management— is at 
one pole while Schumpeterian or "new type" entrepreneurship—  
so called N-entrepreneurship— comprises the rest of the spec
trum. Routine entrepreneurship deals with the coordinating 
and carrying-on activities of a deeply rooted, ongoing enter
prise in which the parts of the production function in use are 
widely recognized functions in well established and clearly de
fined markets. N-entrepreneurship describes the activities 
necessary to form or make ongoing a concern in which not all 
of the markets are well established or clearly defined and/or 
in which the pertinent parts of the production function are 
not completely known.

Leibenstein criticizes the basic assumptions of the 
■production function, that is, "that the complete set of inputs 
are specified and known to all actual or potential firms in 
the industry, and that.there is a fixed relation between in
puts and outputs."3

The characteristics usually attributed to the entre
preneur include gap-filling as one of the essential, underlying

3-Leibenstein, "The Entrepreneur," pp. 72-83. 
Zibid., p. 72.
3lbid., p. 73.
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qualities. The basic point is that the condition of perfect 
markets and the nature of some commodities are inconsistent 
with each other. It should be pointed out that market struc
ture flaws are not the only things to give impetus to entre
preneurial activities. This is due to the fact that (1) all 
markets inherently have some gaps; (2) the entrepreneur some
times has to employ some vaguely natured inputs which yield 
indeterminate outputs, i.e., in situations calling for leader
ship, motivation, and the solving of crisis situations; and
(3) the entrepreneur has to possess what might be termed an 
"input-completing" capacity, e.g., if a product requires seven 
inputs to bring it to a marketable state, then putting together 
only six of these inputs serves no purpose.

According to Leibenstein the entrepreneur is defined as:
. . . an individual or group of individuals with four 
major characteristics : he connects different markets,
he is capable of making up for market deficiencies 
(gap-filling), he is an "input-completer," and he 
creates or expands time-binding, input-transforming 
entities (i.e., firms).!

To be sure, entrepreneurs are a scarce resource because gap-
filling and input-completing are scarce talents.

Entrepreneurs are motivated by the following three 
things: (1) a system of monetary rewards for effort, some of
which may relate directly to the quantity of output and some 
of which may not; (2) a reward/punishment system related to 
elements of behavior other than the productive ones; and (3) an 
interpersonal approval/disapproval mechanism between individuals

^Ibid., p. 75.
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and groups in different relative hierarchical ranks that 
usually have a bearing on productive behavior.

In a different article, Leibensteinl argues that "there 
is a significant relationship between the entrepreneur's per
ceptive capacity and the fact that firms operate at some degree 
of slack,"2 i.e., allocative efficiency versus X-efficiency.

Leibenstein states that two important elements in the 
development process can be specified even though a single 
theory has not been generally accepted. First, as income per 
capita rises, it is essential that workers be shifted to more 
efficient techniques, that new products, new markets, new 
forms of organization, new materials, and new skills be created 
or adopted, and that new knowledge be accumulated. Second, 
there needs to be interaction and equilibrium between capacity 
growth and the creation of demand and its growth.^ Thus, the 
entrepreneur in his role of gap-filler and input-completer 
is probably the major force of the capacity creation part of 
these elements of the growth process. i

In brief, Leibenstein attempts to explain how some of 
the basic elements of his theory behave. These are all on a 
ceteris paribus condition. First, larger quantities of input- 
completing and gap-filling capacities are required for faster

1h . Leibenstein, "Allocative Efficiency vs. X-Effi- 
ciency," American Economic Review 56 (June 1966):392-415. See 
also H. Leibenstein, Beyond Economic Man (Cambridge, Mass.: 
Harvard University Press, 1976).

^Leibenstein, "The Entrepreneur," p. 76.
3lbid.
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rates of growth. Second, opportunity cost is a determinant in 
the supply of active gap fillers. Third, the size of the entre
preneur's gap-filling capacity is determined by the quantity 
of assets held by the group closest to the gap-filler, whether 
that group is one of kinship or of friendship. Fourth, the 
reason for differential profits is likely to be the differen
tial gap-filling and input-completing capacities of entrepre
neurs. And fifth, the rewards of entrepreneurs tend to be 
reduced when gap-filling and input-completing activities be
come routine.1 Leibenstein’s basic assumptions are:

(1) Motivation internal to the firm is a basic in
put that is not marketed; (2) there always exists some 
degree of slack (or excess capacity) due to low X- 
efficiency; (3) to bring any enterprise into fruition 
requires the marshalling of a minimum quantum of inputs; 
and (4) some inputs are "nonexhaustible" in the usual 
sense; that is, they do not necessarily decrease with use.2

Leibenstein suggests some interesting conclusions con
cerning the development process. First, even though some en
trepreneurial characteristics such as input-completing capaci
ties may be scarce, others may be in surplus, e.g., they are 
unused because of the lack of the input-completing capacity or 
because the motivational state does not bring forth an adequate 
entrepreneurial response. As a result, it is possible in some 
cases for entrepreneurial scarcity to be turned into an abun
dant supply. Second, since investment can alter the market 
obstacles and therefore modify the supply of entrepreneurship.

^Ibid., p. 81. 
^Ibid., p. 82.
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possible side effects in our investment criteria must be con
sidered. For example, a lower profit investment which releases 
entrepreneurial energies and capacities may be more fertile in 
the long run than a higher profit investment, if profit is fig
ured separately from the side effects just mentioned. Third, 
in light of the above side effects, some types of normally 
functioning input creation may, in fact, function abnormally. 
For example, the opportunity cost to a potential entrepreneur 
may be increased when he is provided with some types of higher 
education. As a result, the supply of entrepreneurs is de
creased. And fourth, the theory asserts that training can 
help increase the supply of entrepreneurship. Obviously not 
all entrepreneurial characteristics are trainable, yet train
ing can eliminate some of the gaps necessary in carrying out 
the input-completing aspect of the entrepreneurial role. For 
example, training in intangible aspects such as spotting eco
nomic opportunities may be difficult; however, training in 
the assessing of such opportunities once perceived is possible. 
Hence the importance of human capital and the economics of 
education becomes obvious. Accordingly, the policy implica
tions of the theory suggest:

. . . development economists focus their attention 
when concerned with specific countries on studying 
the gaps, obstructions, and impediments in the market 
network of the economy in question and on the gap- 
filling and input-completing capacities and respon
siveness to different motivational states of the 
potential entrepreneurs in the population.1

llbid., p. 83.
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As defined by H. H. Schlossl the entrepreneur has three 

subfunctions : "entrepreneurship in the Schumpeterian sense 
(that is, seeing and seizing an opportunity for a new economic 
venture), financial risk-taking, and the managerial function."  ̂
In effect Schloss argues for the above three-part definition 
because it is useful in examining at least two of the problems 
of entrepreneurship in economic development.

The first problem is the professed scarcity of entre
preneurs in developing economies. In the Schumpeterian sense, 
a relatively small number of people can perform the entrepre
neurial function, and it will result in a major impact. Schloss 
has doubts that this scarcity is as grave as most writers in
timate. Where equity financing is concerned, at least domes
tic financing is frequently more available than has been indi
cated. Again, this allows a relatively small number of entre
preneurs to carry out the bulk of this subfunction. Similarly, 
local governments can play an important role in raising capi
tal even though the imaginative use of government funds is oft- 
times slow in coming. In contrast, however, the management 
subfunction of entrepreneurship does require great quantities 
of people, as it must cover from top management to the super
visory levels. Since a relatively few entrepreneurs may suf
fice to accomplish the first subfunction, to a great extent 
outsiders such as foreign advisers could be employed to help

^H. H. Schloss, "The Concept of Entrepreneurship in 
Economic Development," Journal of Economic Issues 2 (June 1968): 
228-232.

2lbid., p. 228.
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mitigate the scarcity of managerial personnel. It is here, 
then, that the scarcity of entrepreneurs creates a bottleneck. 
The policy implication is to train people to perform the mana
gerial functions.

The second problem illustrates the pertinence of the 
three-way breakdown of entrepreneurship. It is concerned with 
the issue of the relative merits of the public and private sec
tors in sustaining the entrepreneurial function. With reference 
to the first subfunction, the private sector probably has the 
advantage because of its flexibility and less constrained nature. 
With reference to the second subfunction, the public sector 
probably has the advantage, especially when large sums of money 
are required for sizable projects. Finally, with reference to 
the third subfunction, Schloss has attempted to indicate else
where that many components other than ultimate legal ownership 
(private or public) are important. In other words, when it 
comes to management, a quasi-independent, publicly Owned corpo
ration may be more effectual than a family-owned and -controlled 
private enterprise.

P . Kilbyl argues empirically that there are identifi
cation problems in the demand and supply functions of entrepre
n e u r s h i p .  2 In particular he measures the quantity of entrepre
neurial services in standard units using a proxy variable-output.

^Chapter 1 of P. Kilby, ed., Entrepreneurship and 
Economic Development (New York: The Free Press, 1S71), pp. 1-
40.

2 l b i d . ,  p p .  2 3 - 2 6 .
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On the vertical axis in Figure 1 Kilby uses the entrepreneurial 
wage, that is, the residual profit per standard unit of entre
preneurial service. The proxy here is the rate of return on 
investment. This assumes a uniform risk. The supply schedule 
is a function of socio-psychological variables and, to some 
extent, the past amount of entrepreneurial training. The de
rived demand for entrepreneurial services at any point in time 
is a function of the price of all the cooperating factors of 
production, the stock of known or transferable technology, the 
level of managerial organization, and consumer income.^ Given 
the data, we are never able to observe whether demand or sup
ply schedules shift. All we have are equilibrium points. To 
be sure, there is an identification problem.

The major problem with the economist's model appears 
to be that the inordinately limited definition of the entre
preneurial function is reduced to decision making under uncer
tainty. This definition is founded upon implicit assumptions 
about the characteristics of a smoothly operating less devel
oped country's economy. Kilby states;

These assumptions are that the factors of produc
tion possess a relatively high degree of mobility; 
that inputs and outputs are homogeneous ; that pro
ducers and consumers and resource owners have knowl
edge of all the possibilities open to them; and that 
there are no significant indivisibilities. These 
assumptions conveniently produce a situation where 
risk and uncertainty are minimal, where change is 
continuous and incremental, and where the influence 
of social institutions is neutral. When the assump
tions are relaxed, and ignorance, heterogeneity

llbid., p. 23.
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FIGURE 1
ENTREPRENEURIAL SERVICES: DEMAND AND SUPPLY
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Source: P. Kilby, ed., Entrepreneur ship and Economic De
velopment (New York: The Free Press, 1971), p. 25.
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(segmented markets), impeded factor mobility, lumpi
ness, pervasive administrative controls, and input 
nonavailabilities are brought into the model, then 
the extraordinary qualities required of the entre
preneur— and the possibility of their limited supply—  
become apparent.1

This leads to Kilby's contribution— a wider definition of the 
entrepreneur. In his description of the entrepreneur, Kilby 
has four subcategories. They are exchange relationships (Ac
tivities 1 through 4), political administration (Activities 5 
through 7), management control (Activities 8 through 9), and 
technology (Activities 10 through 13). The activities are 
listed below.

1. Perception of market opportunities.
2. Gaining command over scarce resources.
3. Purchasing inputs.
4. Marketing of the product and responding to 

competition.
5. Dealing with the public bureaucracy.
6. Management of human relations within the firm.
7. Management of customer and supplier relations.
8. Financial management.
9. Production management (control by written 

records, supervision, coordinating input 
flows with orders, maintenance).

10. Acquiring and overseeing assembly of the 
factory. '

11. Industrial engineering (minimizing inputs 
with a given production process).

12. Upgrading processes and product quality.
13. Introduction of new production techniques 

and products.2
The strict assumptions of the economist's model only permit 
the entrepreneur himself to perform Activities 1 and 2; the 
skills for the remaining eleven functions may have to be ac
quired in the market place by the firm. Thus it appears from

l l b i d . ,  p .  26. 

2 l b i d . ,  p p .  2 7 - 2 8 .
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Kilby's discussion that if we are going to define entrepre
neurship for development purposes, there must be economic, 
sociological, and psychological variables.

The main themes from the literature concerning the en
trepreneur in economic development seem to attempt to answer 
three basic questions: (1) what are the functions of the entre
preneur, (2) how does the entrepreneur arise, and (3) what is 
the method for analyzing the motives of the entrepreneur?

The function of the entrepreneur that reappears in the 
literature is that of being an innovator. On that point, the 
literature seems to be in agreement; however, there is dis
agreement as to whether the entrepreneur is a person or an 
organization. Also, for policy purposes, there is disagree
ment as to whether the state should be the entrepreneur or 
should foster private entrepreneurs.

In the literature reviewed here, the entrepreneur seems 
to arise because of social, cultural, and personality factors 
rather than economic factors.

There have been several methods for analyzing the mo
tives of the entrepreneur discussed in the literature. Some 
of these methods deal with role theory or personality theory; 
some are purely economic.

The entrepreneur— the concepts and the implications 
for economic development— have been discussed in terms of sev
eral selected authors. A brief discussion of the role of human 
capital now seems appropriate.
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The Concept of Human Capital in Economic Development 

First some background on the concept of human capital^ 
is necessary. As mentioned in Chapter I, some statistical 
investigations show that output has increased at a higher rate 
than can be explained by an increase of only the inputs of 
labor and physical capital. Hence we have the residual^— the 
difference between the rate of increase in output and the rate 
of increase in physical capital and labor. This encompasses 
many unidentified factors. One important element may be the 
improvement in the quality of inputs. The quality of human 
capital is a relevant consideration here.

Total capital stock is physical capital stock plus 
human capital stock. Hence capital formation must look at the 
net addition of both human and physical capital. For example, 
according to Kuznets only 40 percent of the increases in real 
earnings per worker are due to interindustry shifts; this

Isee T. W. Schultz et al., "Investment in Human Beings,' 
[A Symposium], Journal of Political Economy Supplement 70 
(October 1962):1-157; G. S. Becker, Human Capital; A Theoret
ical and Empirical Analysis with Special Reference to Educa- 
tion, 2nd ed. (New York: National Bureau of Economic Research,
1975); T. W. Schultz, "Investment in Human Capital," American 
Economic Review 51 (March 1961):1-17; and G. M. Meier, Leading 
Issues in Economic Development; Studies in International 
PovertvT 2nd ed. (New York: Oxford University Press, 1970).

2por more information on the residual, see Fabricant, 
Basic Facts; M. Abramovitz, "Resource and Output Trends in the 
United States Since 1870," American Economic Review Papers and 
Proceedings 46 (May 1956): 5-23 ; E. F. Denison, The Sources of 
Economic Growth in the United States and the Alternatives Bë^ 
fore Us, Supplementary Paper No. 13 (New York: Committee for 
Economic Development, 1962); and E. F. Denison, Why Growth 
Rates Differ: Postwar Experience in Nine Western Countries
(Washington, D.C.: Brookings Institution, 1967).
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leaves a 60 percent increase unexplained.1 Kuznets asserts 
that the concept of capital and capital formation should be 
expanded to cover investment in health, education, and train
ing of the population itself, i.e., an investment in human 
beings should be made. From this viewpoint the concept of 
capital formation pursued by traditional economists is too 
limited.^

The unsuccessfulness of handling human resources solely 
as a form of capital, as a produced means of production, or as 
a product of investment has actuated the preservation of the 
classical idea of labor. Fundamentally, the classical concep
tion is the ability to do manual work which requires little 
knowledge and/or skill, an ability with which laborers are en
dowed about equally.3 Schultz, to the .contrary, argues that 
economic capabilities are not given at birth, but that a per
son's economic capabilities may be improved by investing in 
himself (or herself).

In economic growth the ratio of capital to income 
should remain constant, but empirically the ratio has been de
clining. Schultz proposes that the concept of human capital 
is a way to explain this quandary. If the stock of human capi
tal has been rising relative to income, then the ratio of all 
capital to income remains approximately the same. Differences

^S. Kuznets, National Income; A Summary of Findings 
(New York: National Bureau of Economic Research, 1946), p .  48.

^T. W. Schultz, "Reflections on Investment in Man," 
Journal of Political Economy Supplement 70 (October 1962):5.

3 s c h u l t z ,  "Investment in Human C a p i t a l , "  p .  3.
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in earnings are likely to be a result of differing amounts of 
investments in human capital; this excludes the case of pure 
rent for differences in inherited abilities. By using the 
human capital concept, the inequality of the distribution of 
personal income may be reduced if the rise in the investment 
in human capital relative to that invested in nonhuman capital 
increases earnings relative to property income.1

Human capital is nothing more than explicitly recog
nizing that human resources are a form of capital. Just like 
physical capital, an economy can achieve a higher level of 
gross national product by technical advances in the improve
ment of human capital. Thus an economy can improve its human 
capital and increase gross national product because people can 
increase their capabilities as producers by investing in them
selves. Human capital can be improved by formal education, 
on-the-job training, fuller information about job opportunities, 
migration, and better health care.

On-the-job training is a process that raises future 
productivity and differs from school training in that an in
vestment is made on the job rather than at an institution that 
specializes in teaching. Most on-the-job training presumably 
increases the future marginal product of workers, but general 
training would also increase their marginal product. Training 
has an important effect on the relation between earnings and 
age.

^Schultz, "Reflections," pp. 1-2.
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A school can be defined as an institution specializing 

in the production of training, as distinct from one that offers 
training in conjunction with the production of goods. Some 
schools specialize in one skill while others, like universities, 
offer a large and diverse set.

The above two activities are not the only activities 
that can raise real income permanently. Increasing knowledge 
such as information about the prices charged by different sel
lers would enable a person to buy more wisely, thereby raising 
his command over resources.

Another way to invest in human capital is to improve 
emotional and physical health. In western countries today's 
earnings are much more closely geared to knowledge than to 
strength. However, health, like knowledge, can be improved in 
many ways. A better diet adds strength and stamina and thus 
earning capacity. An improvement in working conditions and 
coffee breaks may improve morale and productivity. The pro
ductivity of employees depends not only on their ability and 
the amount invested in them both on and off the job, but also 
on their motivation.

Human capital is a scarce resource and individuals, 
firms, and society presumably wish to maximize the use and 
allocation of such a resource. This can be shown by earnings 
curves in Figure 2. Assume that workers are rational, specif
ically that they only invest when they expect a positive re
turn in excess of investment costs. The NI curve represents 
the lifetime earnings profile of a worker who did not invest in
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FIGURE 2 

INVESTMENT IN HUMAN CAPITAL^
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himself. Age T represents the beginning of his work life, and 
Age R represents his retirement. Now, if this same worker were 
to invest in improving his productivity, e.g., on-the-job train
ing, his earnings curve would probably look like AIHc. Most 
investments in human capital cause the worker to earn less 
during the first years of his working life, but then his lifetime 
earnings will rise above his noninvestment profile. Naturally 
the exact relationship between the two earnings functions de
pends on the particular investment. For example, a migration 
investment— the cost of moving— would probably be made up in 
one year; whereas an investment in a college degree would cost 
at least four years of foregone income plus tuition and books, 
but it would yield a higher return.

Thus one would expect that most investments in human 
capital— formal education, on-the-job training, migration, or

^Adapted from E. B. Jakubauskas and N. A. Palomba, 
Manpower Economics (Reading, Mass.: Addison-Wesley Pub. Co.,
1973), p. 16.
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health— would raise observed earnings at older ages because 
returns would then be part of earnings and would lower observed 
earnings at younger ages because costs would be deducted from 
earnings at that time.

In dealing with human capital it must be noted that 
many of the benefits of investing in human capital cannot be 
easily measured. This cannot hinder us from continually in
vesting in idle human capital and constantly upgrading human 
capital.

The critiques of the concept of human capital are very 
numerous. There are some that indicate that the concept is 
foolish, that it is following a dead-end path, and their sug
gestion has been to perhaps follow a different path. An ex
ample of this is the article by Meltonl which, in effect, gives 
an institutionalist view that changes in growth income have 
been caused by a conflict between technology and science (major 
cultural achievements of mankind). This is based on the theo
ries of resources introduced by Veblen,^ zimmermann,^ and Ayres.'*

^R. B. Melton, "Schultz’s Theory of 'Human Capital,’" 
Southwestern Social Science Quarterly 46 (September 19 65):264-272.

2t . B. Veblen, The Place of Science in Modern Civili
zation (New York: B. W. Huebsch, 1919), especially the two
essays on capital, pp. 324-386.

3e . W. Zimmermann, World Resources and Industries, rev. 
ed. (New York: Harper & Brothers, 1951).

4c. E. Ayres, The Devine Right of Capital (Boston:
Houghton Mifflin Company, 1946); The Industrial Economy (Bos
ton: Houghton Mifflin Company, 1952); Toward a Reasonable
Sociecy (Austin: University of Texas Press, 1961); and The
Theory of Economic Progress, 2nd ed. (New York: Schocken Books,
1962).
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Other critiques of human capital center on the problem 

of estimating human capital. The literature is extensive on 
this. Below are a selected few of these criticisms.

Human resources have obviously both quantitative and 
qualitative dimensions. The number of people, the proportion 
who enter into useful work, and the number of hours worked are 
essentially quantitative characteristics. Schultz neglects 
the quantitative dimensions and considers only such qualitative 
components as skill, knowledge, and health that affect human 
beings and their productive work.

How can we estimate the magnitude of human capital?
How are we going to distinguish between expenditures for con
sumption and investment? Are we going to depreciate the value 
of a human being in the same manner as we depreciate capital 
goods, machinery, houses, tools, etc.? What kind of deprecia
tion method should be applied? These questions bring in con
ceptual and practical difficulties. G. M. Meier states:

The problem of measurement presents several 
difficulties: is it possible to separate the consump
tion and investment part of expenditures on these 
activities? Can the particular resources entering 
into each of these components be identified and mea
sured? Can the rates of return from these activities 
be identified and measured? And can the rate of 
return on investment in education be compared with 
the rate of return on investment in some other alter
native use?l

Meier concludes that:
As yet, no completely satisfactory empirical pro

cedure for answering these questions has been devised.
. . . no empirical study of investment in human capital

'"Meier, Leading Issues, p. 601.
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is yet free from some arbitrary elements, and more 
statistical evidence is needed.1

A major source of growth in advanced countries has been 
the investment in human beings; however, this is not true for 
the less developed countries because the insignificant amount 
of human investment has been inconsequential in developing 
people's capacity to meet the challenge of hastening develop
ment. Some of the characteristics of a less developed country 
take several different forms: (1) lower labor efficiency,
(2) factor immobility, (3) scarcity of entrepreneurship, (4) 
limited specialization in occupations and in trades, and (5) 
customary values and traditional social institutions that min
imize the incentives for economic change. Thus the economic 
quality of the inhabitants stays low when there is only a scant 
awareness of the available resources and the possible produc
tion technique substitutes. As a result the quality of the 
human factor and the investment in physical capital must be im
proved. These two are not substitutes but rather are comple
mentary . 2

llbid. In N. W. Chamberlain, ed., Contemporary Eco
nomic Issues, rev. ed. (Homewood, 111.: Richard D. Irwin,
1973), p. 217, it is suggested that T. W. Schultz in "Human 
Capital: Policy Issues and Research Opportunities," Human
Capital Paper 70:10, University of Chicago, Department of Eco
nomics, January 7, 1971, has emphasized a number of diverse 
research opportunities such as (1) equity in schooling and 
higher education, (2) efficiency in schooling and higher educa
tion, (3) postschool investment in human capital; (4) preschool 
investment in human capital, (5) the human capital approach to 
migration, (6) health as a human capital investment, (7) the 
role of information systems, and (8) human capital aspects in
herent in the acquisition of children.

2neier, Leading Issues, p. 599.
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Some policy implications for development of human 

capital include the following. If human capital is viewed as 
manpower, then a less developed country might attempt to improve 
its human capital via manpower programs. These manpower pro
grams must be designed so that (1) tax laws would not discrimi
nate against human capital; (2) there would be no human capital 
deterioration during idle periods due to unemployment (unem
ployment impairs the acquired skills as well as causing a loss 
of earnings); (3) the society must be free from obstructions
to the free choice of profession; (4) flaws in the capital 
market must be reduced by providing funds for human investment 
as opposed to physical goods investment (for example, long
term public or private loans to students); (5) internal migra
tion, especially of agricultural people to industry, would re
quire substantial investment; and (6) the causes of low earnings 
of particular people must be examined. Development economists 
and politicians should be aware that among their valuable re
sources are the knowledge and skills necessary to take on and to 
use efficiently the superior techniques of production.

To summarize, manpower policy! involves decisions as 
to the investments in human capital and the choices among al
ternative occupations for training. This involves (1) choosing 
the occupations and industries to receive the scarce invest
ment in human resource development and (2) choosing among the 
manpower target groups which should receive the investments.
The ultimate aim of any manpower program is to make selective

^Jakubauskas and Palomba, Manpower Economics, p. 291.
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investments in manpower target groups in order to make possible 
a reduction in unemployment without an increase in the price 
level and/or increased productivity which will bring about in
creased productivity which will bring about an increase in 
output.

A closely related issue to the discussion on human 
capital has to do with the economics of education. In the 
next section the economics of education will be discussed as 
it applies to the development process.

The Economics of Education in Economic Development 
One might think of the economics of education! as a 

subset of human capital. Harbison and Myers in Education, Man
power, and Economic Growth  ̂ constructed a human resources de
velopment index based on a composite of factors including the 
portion of school age population enrolled in various levels of 
education, the number of doctors, engineers, and teachers in 
relation to population, etc. Their empirical results indicate 
that there is a strong association between education and eco
nomic development; and, in fact, the correlation coefficient 
is .89. Thus, at least among the contemporary nations, there

!m . J. Bowman, "Educational Outcomes, Processes, and 
Decisions: Frontiers of Economic Research and Development for
the 1970's," Report prepared for the National Institute of 
Education, Washington, D.C., December 1, 1971; T. W. Schultz, 
ed., "Investment in Education: The Equity-Efficiency Quandary:
A Symposium," Journal of Political Economy 80 (May/June 1972): 
1-293; and W. L. Hansen, ed., "Symposium on Rates of Return to 
Investment in Education," Journal of Human Resources 2 (Summer 
1967):291-374.

2p. Harbison and C. A. Myers, Education, Manpower, 
and Economic Growth (New York: McGraw-Hill, 1964), p% 6Z
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appears to be a sizable correlation between human resource 
development and the gross national product.

E. F. Denison^ has tried to ascertain how much of the 
increase in gross national product in the United States can be 
attributed to the usual kinds of capital formation, arguing 
that a large rise left unaccounted for in this way might le
gitimately be ascribed to improvements in human resources.

Denison . . . estimated the contribution of vari
ous factors to American economic growth in the recent 
past (1929-1957) as follows: the increase in persons
employed, 34 percent; increase in education, 23 per
cent; increase in capital involved, 15 percent; ad
vances in knowledge, 20 percent; and increase in re
turns to scale, 9 percent. Denison's projections for 
1960-1980 growth using the high employment rate are 
as follows : the increase in persons employed, 40 per
cent; the increase in education, 19 percent; the in
crease in capital, 15 percent; the advances in knowl
edge, 23 percent; and the increase in returns to 
scale, 8 percent.2

The complete figures of Denison's results are shown in Table 1.
W. L. Miller^ looks at the normative aspects of the 

economics of education as applied to economic development but 
is not concerned with statistical measurement and the like. 
Miller states that education does promote economic growth and 
agrees with Max Weber that:

^Denison, Sources of Economic Growth, Chapter 23; and 
"Long Run Growth: Prospects and Problems," Conference of
Savings and Residential Financing 1963 Proceedings, ed. L. T. 
Kendall and M. D. Ketchum (Chicago: U.S. Savings and Loan
League, 1963).

^Denison, "Long Run Growth," p. 14.
3w. Miller, "Education As a Source of Economic Growth," 

Journal of Economic Issues (December 1967):280-296.



TABLE 1
CONTRIBUTION OF SOURCES OF GROWTH TO GROWTH RATE OF 

TOTAL REAL NATIONAL INCOME 
Estimated, 1929-57, and Projected, 1960-80

.Estimated, 19.29-57
Projected, 1960-80 

(High-employment rate)

Percentage
Points

Percent of 
Growth Rate

Percentage
Points

Percent of 
Growth Rate

Total growth rate......* •. • 2.93 100% 3.33 100%
Increase in employment ...... 1.00 34 1.33 40
Shortening of hours . • ..... -0.20 - 7 -0.35 - 11
Increased education ........ 0.67 23 0.64 19
Increased experience and 
better utilization of women 
workers ................. 0.11 4 0.09 3

Changes in age-sex composi
tion of labor force ....... -0.01 0 -0.01 0

Quantity of capital ........ 0.43 15 0.49 15
Advance of knowledge ....... o . s a 20 0.75 23
Change in lag in application 
of knowledge ............ 0.01 0 0.03 1

Reduced waste of labor in 
agriculture ............. 0.02 1 0.02 1

Economies of scale due to 
automobile and concentra
tion of population....... 0.07 2 0.05 2

Industry shift from
agriculture ............. 0.05 2 0,01 0

Increased restrictions 
against optimum use of 
resources ............... -0.07 - 2 0.00 0

Economies of scale due to 
growth of the economy .... 0.27 9 0.28 8

tj
CO

Source: E. F. Denison, "Long-run Growth: Prospects and Problems,"
Conference of Savings and Residential Financial 1963 Proceedings, ed.
L. T. Kendall and M. D. Ketchum (Chicago: U.S. Savings and Loan
League, 1963), p. 14.
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. . . not just any kind of education will give the 
desired result. Education is a source of economic 
growth only if it is anti-traditional to the extent 
that it liberates and stimulates as well as informs 
the individual and teaches him how and why to make 
demands upon himself.1

The growth-producing capacities of the type of education that
Miller advocates arise from the following.

First, by investing in human beings, the proper educa
tion contributes in several modes to the evolvement of a broad 
environment favorable to economic progress: (1) societal
prohibitions and individual ignorance are removed; (2) indi
vidual ability to make use of formerly neglected or ignored 
changes and imminent developments or to receive, evaluate, and 
use information is expanded; (3) societal mobility is made 
possible; (4) communications efficiency is improved; (5) lit
erary and arithmetical competencies are maintained at a level 
necessary for recordkeeping and deposit-banking; (6) general 
improvement of the discipline, reliability, and efficiency of 
the individuals make the task of organizing and operating busi
ness enterprises easier; and (7) cultural integration and a 
willingness to change are necessary.2

Second, by means of human investment, education aids 
in the development of complementary resources for factors which 
are relatively abundant and of substitutes for factors that 
are by comparison scarce. Education raises the quantity and 
quality of researchers and probably managers and entrepreneurs

llbid., p. 281. 
Zlbid.
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too. Educated entrepreneurs should be more cognizant of oppor
tunities for innovation and should be able to make expedient 
use of them. They should be more accommodating to change and 
thus better able to survive. Further, education helps techno
logical knowledge grow and be perpetuated. Increases in knowl
edge definitely reduce the dependence upon natural resource 
bases. Miller states:

By reducing the burden of diminishing returns and 
opening new markets, the increase of knowledge helps 
maintain or raise the marginal efficiency of invest
ment in material capital and thereby encourages its 
accumulation. By raising income education tends to 
increase saving and in this way to encourage further 
the accumulation of non-human capital. If the scarce 
resource is unskilled or skilled labor, education 
helps train for research, innovation and management 
people who can be allocated toward the development 
and introduction of labor-saving equipment and 
procedures.1

Third, education seems to have more durability than 
most types of nonhuman reproducible capital, especially in 
advanced countries where life expectancy is long. Equally 
important, "education is a source of complements and substi
tutes for other factors of production."2

Fourth, education is an option to consumption, private 
investment in nonhuman capital, or government outlay for other 
than educational ends.

Miller concludes his study by indicating that to date the 
role of education in economic growth has not been quantitatively

llbid., p. 282. 
2lbid.
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isolated. No one has been able to set forth a context which 
removes all normative components from the mensuration of the 
internal rate of return and the effect of education on economic 
growth. Also, most economists are too engrossed in the prob
lems of statistical measurement and hence have neglected ques
tions of reform. By indicating substantial gains from education, 
the requirement for an increased level of efficiency in existing 
educational systems may have been obscured. Furthermore, eco
nomists have failed to make a comprehensive statement as to 
why they think education promotes economic growth.1

A. C. Bolino2 states that empirical studies since 1929 
indicate that labor contributed more to economic growth than 
capital. Furthermore, these studies confirm that both indi
vidual productivity and earning power are increased by addi
tional schooling.

Most assessments of the rate of return to education 
emphasize only the return of education to earning capacity and 
to material gains. There are, however, four primary types of 
direct returns : (1) a higher income on the average accrues to
the better educated; (2) the better educated suffer less unem
ployment; (3) being a professional worker generally lengthens

^Miller states that: "Perhaps the best that can be
said about statistical work is that ideally and potentially it 
can help solve the problem of which type of educational reform 
is most attractive. Consequently, further quantitative work 
is welcome even when its results are disappointing, particu
larly if we can prevent misuse. In the meantime we can, and 
should, do much with our existing knowledge and weapons."
Ibid., p. 296.

2a . C. Bolino, "Education, Manpower, and Economic 
Growth," Journal of Economic Issues 2 (September 1968):322-341.



42
average life expectancy; and (4) social status accrues to the 
better educated.

To be sure, this emphasis disregards some important 
cultural, religious, and social effects. The result of high re
turns to education definitely increases its demand. Both the 
individual and the national well being gain from education. 
Today, even though there is a great awareness of this contri
bution, important elements of the nation's manpower are under
utilized— just study unemployment rates, dropout rates, train
ing needs, and hiring practices. It is generally agreed among 
manpower officials that all educational institutions are neces
sary to sustain continued economic growth through education 
and training. Yet to reach the correct balance of manpower 
supply and to smooth the transition from school to work, the 
present system for educating adults and youths needs to be re
structured. 1

E. O. Edwards and M. P. TodaroZ begin with a caveat to 
the less developed country: "The education of large numbers
of people will not alone create jobs for them."3 They state 
further that societies themselves largely determine their ed
ucational systems, and thus those systems cannot be expected 
to fundamentally reshape their societies. Yet education may

llbid., p. 341.
2e . C. Edwards and M. P. Todaro, "Education, Society 

and Development: Some Main Themes and Suggested Strategies
for International Assistance," World Development 2 (January
1974):25-30.

3lbid., p. 25.
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push its society in useful directions, even though educational 
systems usually respond quantitatively, structurally, and qual
itatively to society's aggregate private demand for education.

High rates of growth and aggregate and per capita in
comes are generally associated with development. Yet this is 
only one dimension. Other dimensions to be included are employ
ment opportunities, income distribution, the provision of social 
services, and the alleviation of poverty. Consequently, to 
truly assess its contribution to growth, education must be 
evaluated alongside of its effects on poverty, employment, and 
income distribution.

Education and development interact in the following 
manner: at any stage of development the educational system
may strengthen the existing social constraints and inequities, 
or it might prompt a broadened participation in the benefits 
of growth. Nevertheless, a direct influence expected of the 
educational system itself is unrealistic. It cannot possibly 
redress inequities stemming from factors outside of its con
trol, e.g., distorted incentive systems, malfunctioning labor 
markets, and abused political power.

The long-run policy implication is that less developed 
countries should engage in noneducational projects encouraging 
an extensive geographic and occupational apportionment of eco
nomic opportunities, thus changing its society's incentive 
framework and affecting the orientation of the educational sys
tem in more lasting, progressive ways.
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Edwards and Todaro also suggest ways of improving edu

cation and employment:
1. Minimizing imbalances, incentive distortions, 

and socio-political constraints will improve both 
education and employment.

2. Where politically feasible, educational bud
gets should grow more slowly and be more oriented to
wards primary education.

3. Work-sharing arrangements should be encour
aged.

4. Job-rationing by educational certification 
must be modified.

5. Subsidies for upper-level education should be 
reduced.

6. Inequities and discrimination in both educa
tion and employment should be minimized.^

It must be apparent that the economics of education is 
a subset of human capital since formal education can be looked 
upon as investment in human capital. On the policy side.this 
deals with manpower economics. If you are going to have a full 
analysis of the manpower needs of a nation, you must study all 
levels of education, that is, formal education at the primary, 
secondary, and college levels as well as vocational-educational 
programs and on-the-job training projects. This naturally as
sumes that the less developed country will devise a job place
ment service so as to match employees with employers.

Some developing countries at their stage of development 
may not need extensive formal education. They do, however, 
need informal education and on-the-job training. In particular, 
one sector of the economy in which this should be emphasized 
is agriculture. The developing country needs to have manpower 
surveys which will furnish it with the information needed to

llbid., pp. 29-30.
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determine principal skill shortages and the type of training 
activities to be emphasized. This, of course, will vary with 
the country. Probably in the immediate future, agricultural 
extension services should be provided along with training in 
mechanical and technical skills and supervisory and adminis
trative skills.

A suggestion to fulfilling manpower requirements is 
that the educational system should be devised in such a way as 
to provide a balance between general education, vocational edu
cation, vocational preparation, and training. Naturally, in a 
less developed country, a rapidly growing population places a 
burden on development until the workers reach an age at which 
they are able to join the labor force and thus participate in 
the development process. It is important for each less developed 
country to recognize that the development of manpower through 
the education of its youth and older people is necessary in the 
investment of resources and the development of human capital.
One technique for evaluating educational programs, manpower i 
analyses, etc., is cost-benefit analysis.

In this chapter the concepts of the entrepreneur and 
human capital as they apply to economic development have been 
reviewed briefly. The implications of the economics of educa
tion for economic development have also been briefly explored.
In the next three chapters the entrepreneurship theories of 
Joseph A. Schumpeter, Everett E. Hagen, and David C. McClelland 
will be explained and analyzed.



CHAPTER III 

JOSEPH A. SCHUMPETER'S MODEL

This chapter is concerned with Schumpeter's theory of 
the entrepreneur! and its relevance to economic development.
The discussion on the theoretical aspects of the model will be 
followed by a number of critical comments.

Background
Joseph A. Schumpeter was the first major "modern" writer 

to place man at the center of the process of economic develop
ment. Schumpeter most clearly stated the idea that through 
innovation the entrepreneur plays a crucial role in economic 
development. Historically Schumpeter synthesized the innovator 
(as developed in the empirico-historical environment of nine
teenth icentury Germany by Schmoller and the German Historical 
School) and the deductive economics of the Lausanne and Austrian 
Schools to explain economic development.2 stated differently, 
Schumpeter said that the entrepreneur was a significant variable 
in the development process.^

Ischumpeter, Theory of Economic Development.
^W. R. Waters, "Entrepreneurship, Dualism, and Causality; 

An Appreciation of the Work of Joseph A. Schumpeter" (Ph.D. 
dissertation, Georgetown University, 1952) .

^Baumol in "Entrepreneurship," p. 65 supports this 
assertation in the following manner; "It has long been

46
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By answering four questions^ Schumpeter's theoretical 

device may be summarized. The first question is: What is the
original state? Specifically, what is the position of the eco
nomy before any change takes place? The circular flow of eco
nomic life2 answers this question. The circular flow is the 
condition where economic change is absent, and it will be affected 
when change is introduced.

The second question is : How is this change brought
about? Innovation disrupts the static repose of the circular 
flow. The innovation is financed by the creation of credit, 
and at that point an interest rate comes into being to remuner
ate the flow of capital. The new enterprise will employ workers 
and also produce something additional— the rise of employment 
and production. Finally, if the new enterprise is successful, 
profits will appear for the first time. The economy of the 
"disturbed circular flow" differs from the static circular flow 
in the importance of credit and capital and in the appearance 
of interest and profits. ,

recognized that the entrepreneurial function is a vital component 
in the process of economic growth. Recent empirical evidence 
and the lessons of experience both seem to confirm this view.
For example, some empirical studies on the nature of the pro
duction function have concluded that capital accumulation and 
expansion of the labor force leave unexplained a very substantial 
proportion of the historical growth of the nation's output."

^Xdeas for these questions came from Waters, "Entrepre
neurship," pp. 137-139.

2The translator of Schumpeter's Theory of Economic 
Development, with Schumpeter's approval, translates the German 
word "Kreislauf" into "circular flow" (1934). In his later 
books Schumpeter calls it the "stationary flow" (1939).
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The third question is : Who or what brings about this

change? In the pure model of Schumpeter this is accomplished 
through the act of innovation by the entrepreneur. Hence the 
entrepreneur personifies innovation. Actually, the request for 
funds is the first physical thrust to disequilibrate the economy, 
and the plan of the entrepreneur does not affect circular flow 
in itself. Credit, however, can never be more than an instru
ment under the influence of the planning entrepreneur.

The fourth question is; Why was the change brought 
about? This requires an examination of the intentions of the 
entrepreneur. Most traditional economists would begin as Schum
peter did by responding that the answer is the maximization of 
profits. Notwithstanding, profits are not enough to explain 
the actions of the restless entrepreneur. Consequently, Schum
peter speaks of the delight of venturing and the job of creating.

In summation, these four answers combine to give a 
solution to the problem of the source of economic change. A 
more elaborate discussion of Schumpeter's Theory of Economic 
Development will follow.

Schumpeter's Theory of Economic Development
The starting point of analysis is the circular flowi of 

economic life. This is essentially Walras's concept of general 
e q u i l i b r i u m . 2 To be sure, Schumpeter extended the Walrasian

Isome of the ideas on general equilibrium are from 
Waters, "Entrepreneurship," p. 140.

2p. M. Sweezy, "Professor Schumpeter's Theory of Inno
vation," Review of Economics and Statistics 25 (February 1943): 
94.
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notions because the general equilibrium situation was used as 
the starting point for the explanation of economic change.
Simply put, Schumpeter's model is a generalization of Walrasian 
general equilibrium.

The Walrasian situation "is not a generalized situation 
from which all economic process may be logically derived.
Rather it is a special case which may be generalized by the 
addition of the disrupting entrepreneurial act and its resultant 
monetary surpluses, profits, and interest. It has been found 
that the Walrasian model satisfactorily analyzes only those 
economic processes which are stationary or steadily growing, 
i.e., exogenous changes such as population (labor force) or 
saving (supply of capital).2

These changes are due to external disturbances to which 
the system is able to adapt itself smoothly. The contribution 
of Schumpeter's model is that it explains the effects of intro
ducing internally active elements, e.g., innovation by the 
entrepreneur, into the circular flow or the original state of 
general equilibrium. ■

Schumpeter defines the circular flow as "an unchanging 
economic process which flows on at constant rates in time and 
merely reproduces itself."3 Thus economic life flows in a

^Waters, "Entrepreneurship," p. 140.
2Ibid.
3j. A. Schumpeter, Business Cycles; A Theoretical, 

Historical, and Statistical Analysis of the Capitalist Process, 
vol. I (New York: McGraw-Hill Book Company, 1939), pp. 35-36.
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definite and constantly recurring pattern. The economy is an 
isolated community where private property, division of labor, 
and free competition prevail; where everyone lives on goods 
produced in the preceding period; where market possibilities 
are known by experience; and where there are no changes except 
in response to external factors.

As stated earlier, general equilibrium conditions are 
assumed. If any element within the system is dislocated, then 
there will be forces within the system which will move in such 
a way as to react to the disturbance and absorb it. The factor 
responsible for the retention of this equilibrium is the Wal
rasian entrepreneur.

The Walrasian entrepra 
center of the circulation^

IjJjis position in the 
K ^ H e  buys natural 

ills products toresources and services 
consumers. Yet the ov 
of the products. If i 
deviation of price or y|| 
then the Walrasian entreJS 
eliminate the resultant tempor 
by W. R. Waters^ illustrates the role of the Walrasian entrepreneur.
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iWaters, "Entrepreneurship p. 142.
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definite and constantly recurring pattern. The economy is an 
isolated community where private property, division of labor, 
and free competition prevail; where everyone lives on goods 
produced in the preceding period; where market possibilities 
are known by experience; and where there are no changes except 
in response to external factors.

As stated earlier, general equilibrium conditions are 
assumed. If any element within the system is dislocated, then 
there will be forces within the system which will move in such 
a way as to react to the disturbance and absorb it. The factor 
responsible for the retention of this equilibrium is the Wal
rasian entrepreneur.

The Walrasian entrepreneur takes his position in the 
center of the circulation of economic goods. He buys natural 
resources and services from their owners and sells products to 
consumers. Yet the owners of the resources are also the buyers 
of the products. If in the circular flow there should be any 
deviation of price or quantity from its equilibrium conditions, 
then the Walrasian entrepreneur will move to buy and sell to 
eliminate the resultant temporary profit and loss. Diagram 1 
by W. R. Waters! illustrates the role of the Walrasian entrepreneur.

DIAGRAM 1 
ROLE OF THE WALRASIAN ENTREPRENEUR

ProductsEntrepreneurResources

Iwaters, "Entrepreneurship," p. 142.
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Thus, as one would expect, the Walrasian entrepreneur is the 
preserver of equilibrium and, as the result, lacks an income.

In contrast, the disrupter of equilibrium is the Schum
peterian entrepreneur and is the recipient of an income flow, 
i.e., profit, resulting from his disruptive function. As one 
can easily see, the Walrasian entrepreneur is thus diametrically 
opposed to the Schumpeterian entrepreneur.

The needs of individuals are the decisive factors of 
the circular flow. If we assume that consumers are rational, 
then the wants of individuals will be satisfied by the two 
laws of Gossen.l Unfortunately, the initiation of economic 
change is traced most frequently to production.

Price theory states that the satisfaction of wants 
(utility) is the end of all production. Stated differently 
and very simplistically, changes in consumer demand may cause 
changes in production. To the contrary, Schumpeter points out 
that the entrepreneurial producer initiates economic activity 
and teaches the consumer to want his new products.2 As ,the

iThese are the well-known laws of diminishing utility 
and the principle of rational consumption. (1) The principle 
of diminishing utility is that the amount of satisfaction de
rived from the consumption of a good decreases with each addi
tional unit of the same commodity until the point of satiety 
is reached. (2) The principle of rational consumer choice is 
as follows : "A person maximizes his utility when he distributes 
his available money among the various goods so that he obtains 
the same amount of satisfaction from the last unit of money 
spent up on each commodity," i.e., MU-ĵ /Pt = MUg/Pg = . . . = 
MUn/Pjj. Quotation from M. Blaug, Economic Theory in Retrospect, 
rev. ed. (Homewood, 111.: Richard D. Irwin, 1968), p. 324.
See any price theory book for more explanation.

2schumpeter, Theory of Economic Development, p. 65.
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result the direction of causality may be reversed! Correspond
ingly it might be said that the omnipotence of consumer demand 
is destroyed.! This is the first thrust of the motionless 
tranquility of the circular flow, and it means that traditional 
value theory may not apply in the new, changing situation.

In order to clarify the differences between growth and 
development, definitions and explanations of each term are 
presented. Both growth and development are progressive or 
changing economic processes. By definition growth is a re
sponse of the economic process to external factors; hence, it 
is never autonomous. The growing economy adapts itself to the 
steady outside pressures. One example is a monetary accumula
tion which disturbs the economy by increasing the supply of 
capital. Another example is an increase in population which 
disturbs the economy by increasing the labor supply. Growth 
is adaptive activity which involves a quantitative increase 
that is continuous (mathematically).

Sqhumpeter defines development in the following pas
sage.

By "development" . . . we shall understand only 
such changes in economic life as are not forced upon 
it from without but arise by its own initiative, from 
within. . . .  [if] the data change and . . .  [if] 
the economy continuously adapts itself to them, then 
we should say that there is no economic development.
. . . Development . . .  is spontaneous and discon
tinuous change in the channels of the flow, distur
bance of equilibrium, which forever alters and dis
places the equilibrium state previously existing. Our

llbid., p. 65.
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theory of development is nothing but a treatment of 
this phenomenon and the processes incident to it.l

The crux of the preceding quotation is that development is 
caused from within and that it is a qualitative, discontinuous, 
creative change. To be sure, the response of the economy to 
innovation is development.

Development occurs when new combinations of the factors 
of production emerge discontinuously. A la Schumpeter, develop
ment is "defined by the carrying out of new combinations."2 
There are five cases of new combinations: (1) the introduction
of a new good or a new quality of good, (2) the introduction 
of a new method of production, (3) the opening of a new market, 
(4) the conquest of a new source of supply of raw materials or 
half-manufactured goods, and (5) a new industrial organization.^ 

It is to be expected that new combinations will be 
embodied in new firms which generally do not arise out of old 
firms but begin producing alongside the old firms.^ However, 
new firms may arise out of the old firms. This process involves 
a discontinuous change, and the following situations emerge:
(1) the elimination of old firms, (2) the economic and social 
rising and falling of individuals and families, (3) the phe
nomena of the business cycle, and (4) the formation of private

llbid., pp. 63-64. 
2Ibid., p. 66. 
3lbid.
4lbid.
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fortunes.! Moreover, new combinations never use unemployed 
resources, but rather they use existing supplies of resources 
already employed.

The entrepreneur is able to obtain the means of produc
tion for new combinations by the use of credit. With credit 
he is able to and simple does outbid the other producers in 
the circular flow for the required means of production.2

Where does the money come from that is used to divert 
and transfer the factors of production to new productive use 
by the entrepreneur? One might expect that it comes from total 
savings, but this is not the case either before or during de
velopment. Before development the funds come from the well- 
known bank creation of money, i.e., the multiple expansion of 
deposits. Loans (or credit) at this point do not have any 
collateral backing. After development is underway, however, 
because of successful innovations, entrepreneurial profit 
exists. This profit is defined to be surplus over costs and 
constitutes a source of funding. i

As one would expect, credit for the running of a 
business in the circular flow is not an element of economic 
development, but rather "every kind of extension of credit for 
the purposes of 'innovation' is by definition the granting of 
credit to the entrepreneur."3 Thus the entrepreneur needs

llbid., p. 67. 
2lbid., p. 106. 
3lbid., p. 103.
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credit in the sense of a temporary transfer of purchasing power 
so that he will be able to carry out his new combinations and 
produce his product. This is essential if he is to be an entre
preneur .

According to Schumpeter, capital is "that sum of means 
of payment which is available at any moment for transference to 
entrepreneurs."1 Capital is the money that the entrepreneur 
uses to carry out the new combinations of production, that is, 
the money "to divert the factors of production to new uses or 
of dictating a new direction of production."2 This function 
of capital provides the entrepreneur with the means to be able 
to produce.

As mentioned earlier, through credit the banker provides 
the entrepreneur with needed capital. The banker is thus im
portant in the development process :

Since all reserve funds and savings to-day usually 
flow to him [the banker], and the total demand for free 
purchasing power, whether existing or to be created, 
concentrates on him, he has either replaced private 
capitalists or become their agent; he has himself 
become the capitalist par excellence. He stands be
tween those who wish to form new combinations and the 
possessors of productive means. He is essentially a 
phenomenon of development, though only when no central 
authority directs the social process. He makes pos
sible the carrying out of new combinations, authorises 
people, in the name of society as it were, to form 
them. He is the ephor [overseer] of the exchange 
economy.3

llbid., p. 122. 
^Ibid., p. 116. 
3jbid., p. 74.
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Hence the banker acts as a middleman between the entrepreneurs 
(the demanders of capital) and the capitalists (the suppliers 
of capital). The banker must forecast the chances of financial 
success of the entrepreneur's innovation-

The introduction of new combinations, credit, and the 
entrepreneur as a whole form the "fundamental phenomenon of 
economic development." To be sure, the individuals who carry 
out new combinations are called entrepreneurs. The individual 
need not be permanently connected with the individual firm.
Only those heads of firms, managers, or industrialists who 
actually perform the function are included as entrepreneurs; 
the rest are not.

Schumpeter^ accepts only the notion of Say's entrepre
neurial function when the factors of production are combined 
for the first time; after that occurs, Schumpeter does not ac
cept the routine work in running a business. Schumpeter builds 
on the work of Mataja, who indicates that the entrepreneur re
ceives profit, and of Walras, who indicates that there is no , 
profit in the circular flow. Rather than accept one and reject 
the other, Schumpeter reconciles the two concepts by (1) indi
cating there is no profit in the circular flow and (2) allowing 
profit to flow to the entrepreneur when there is a disruption 
of the circular flow.

Schumpeter rejects the broad Marshallian definition of 
the entrepreneurial function as being management. Hence Schum
peter 's entrepreneur includes individuals only when they are

^This section draws heavily from Ibid., pp. 76-79.
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actually carrying out new combinations of the means of produc
tion. As one would expect, the moment the business has been 
built up and the entrepreneur settles down to run the business 
(as other people run their businesses), there is no more Schum
peterian entrepreneurship.

Furthermore, the entrepreneur is not a risk bearer.
That function always falls on the owners of the means of pro
duction, i.e., the capitalists, or on the owners of the money 
capital which was paid for the means of production.

Some observations concerning Schumpeterian entrepre
neurship are: (1) it is not a lasting condition, (2) entre
preneurs do not form a social class, and (3) the function of 
entrepreneurship cannot be inherited.1 Schumpeter explains:

While in the accustomed circular flow every in
dividual can act promptly and rationally because he 
is sure of his ground and is supported by the conduct, 
as adjusted to this circular flow, of all other indi
viduals, who in turn expect the accustomed activity 
from him, he cannot simply do this when he is con
fronted by a new task. While in the accustomed channels 
his own ability and experience suffice for the normal 
individual, when confronted with innovations he needs 
guidance. While he swims with the stream in the cir
cular flow which is familiar to him, he swims against 
the stream if he wishes to change its channel. What 
was formerly a help becomes a hindrance. What was a 
familiar datum becomes an unknown. Where the bounda
ries of routine stop, many people can go no farther, 
and the rest can only do so in a highly variable 
manner.2

Thus the carrying out of new combinations is a special function 
for a special type of person, and only a few of all the people 
who have the capability do it.

llbid., pp. 78-79. 
2lbid., pp. 79-80.
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The entrepreneur's success depends on his intuition, 
foresight, and selectivity of essentials.^ Moreover, he is men
tally free, willing to try new methods. Socially he is a 
deviant. The entrepreneur copes with the resistance from all 
groups threatened by innovation, finds the necessary coopera
tion to do the innovation, and at last, wins the consumers. In 
short, he possesses a rare form of leadership!

Entrepreneurs may be inventors by coincidence, but they 
are not by nature. The entrepreneur seizes the intermediate 
chance or "strikes while the irons are hot."

Psychologically the entrepreneur is self-centered, but 
not culture-bound. He is not hedonistic; for if he were, his 
conduct would be irrational. Schumpeter expounds on this :

Then there is the will to conquer: the impulse to
fight, to prove oneself superior to others, to succeed 
for the sake, not of the fruits of success, but of 
success itself. From this aspect, economic action be
comes akin to sport— there are financial races, or 
rather boxing-matches. The financial result is a 
secondary consideration, or, at all events, mainly 
valued as an index of success and as a symptom of 
victory, the displaying of which very often is more ‘
important as a motive of large expenditure than the 
wish for the consumers' goods themselves. . . . And 
again we are faced with a motivation characteristically 
different from that of "satisfaction of wants" in the 
sense defined above, or from, to put the same thing 
into other words, "hedonistic adaptation."

Finally, there is the joy of creating, of getting 
things done, or simply of exercising one's energy and 
ingenuity. . . .  Our type seeks out difficulties, 
changes in order to change, delights in ventures. This 
group of motives is the most distinctly anti-hedonist 
of the three.2

llbid., p. 75. 
2lbid., pp. 93-94.
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The difference between receipts and costs is profit. 

Hence "entrepreneurial profit is surplus over costs''^ , and is 
income due to the entrepreneur for changing the production 
function. The entrepreneur renders a service and deserves in
come just as wages accrue to the laborer, rent to the land
owner, and interest to the capitalist. If development results, 
then these new combinations are necessarily more advantageous 
than the old ones; hence, total receipts must be greater than 
total c o s t s . I n  this sense, profit is not a cost but a re
sidual of total revenue minus total cost.

This surplus is only temporary because competitors be
gin slowly to change their production functions to gain profit. 
The process of changeover of production functions continues to 
the point of common usage. Profit falls to zero because total 
receipts equal total costs.

Unlike profits, interest to the entrepreneur is a cost 
of production. It is "a premium on present over future pur
chasing p o w e r . "3 Schumpeter expects the circular flow economy 
to have a zero interest rate^ without entrepreneurial behavior.

With entrepreneurial behavior, interest is paid out of 
anticipated profits from the new combinations of the factors of

llbid., p. 128.
2lbid., p. 129.
^Ibid., p. 157.
^This is not to say that frictional elements could 

cause an interest rate greater than zero. But this is not the 
normal state of affairs. Ibid., p. 172.



60
production. Hence interest is greater than zero. Interest is 
reduced to zero when, through the common usage of innovation, 
competition reduces profits to zero. Hence the entrepreneur is 
the demander of funds and is willing to pay interest because of 
his expectations concerning the new combinations of the factors 
of production. Furthermore, interest is productive because it 
helps the entrepreneur and development. In this sense "interest 
is an element in the price of purchasing power regarded as a 
means of control over production goods."1

Both productive interest and entrepreneurial profits 
move together because of new combinations appearing in a dis
continuous sequence. Hence there are fluctuations in industrial 
activity, i.e., business cycles.

Schumpeter's theory of economic development contains an 
explanation of the business cycle. The entrepreneur plays a 
central role in the formation of business cycles. Since "new 
combinations are not evenly distributed through time, but appear, 
if at all, discontinuously in groups or s w a r m s , "2 there are 
fluctuations in prices, output, and employment.

Beginning with the circular flow, there is a state of 
equilibrium. There are no profits, no capital, and no interest. 
An entrepreneur appears on the scene discontinuously with an 
idea for a new combination of the factors of production and 
goes to a banker for financing. With his borrowed money the

llbid., p. 184. 
Zibid., p. 223.
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entrepreneur has the purchasing power to bid resources away 
from other firms and can thus begin forming his new combinations 
of the factors of production. This is the beginning of inflation.
As the products are produced and sold, receipts flow to the
entrepreneur. These receipts are large enough to pay the in
terest (the price of purchasing power) and the principal as well 
as all other costs. The difference between receipts and outlays 
is entrepreneurial profit. This entrepreneurial profit invites 
other firms to change their production functions. As this hap- 

f pens, interest and entrepreneurial profit fall to zero and that
; particular innovation would tend to become commonplace.

The turning point in the business cycle begins when the 
j entrepreneur begins to repay his loans. The withdrawal of funds

exerts a deflationary force and makes recession more pronounced. 
With deflation, entrepreneurial activity slows down and leads 
the economy back toward the equilibrium of circular flow. The 
end result is that equilibrium is now on a higher level; hence, 
a higher social product. Here the process begins again.

A Critique of Schumpeter's Model 
The Schumpeterian model has received both support and 

criticism. A number of supportive and critical comments are 
presented below.

P. M. Sweezyl supports Schumpeter's argument: "It
appears to me indisputable that on its own assumptions his

Isweezy, "Professor Schumpeter's Theory," pp. 93-96.
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theory of the mechanism of economic change is unassailable.
Sweezy states that innovation is:

. . . a central feature of economic development; . . . 
anyone who denied this part of his theory would be 
flying in the face of an overwhelming mass of obvious 
and indisputable facts.2

However, the idea of the entrepreneur— a special sociological 
type as the essence of change— might be questionable. Sweezy 
especially questions if profits result from the innovating 
process and whether accumulation is a derivative phenomenon.

C. S. Solo3 argues that innovation is more realisti
cally analyzed as an ordinary business activity as opposed to 
the extraordinary efforts of entrepreneurs. Solo concludes 
that:

. . . if innovation is a regular part of normal busi
ness procedure based upon deliberate incentive effort 
on the part of the firm, the resources used in this 
activity are a form of productive factor.^

It would seem logical that if research and development costs
are costs of production, then the circular flow can.include
receipts from successful innovations and expenditures from i
unsuccessful invention and innovation. Solo concludes that
"Schumpeter's emphasis on innovation as a disturbing occurrence
to which adjustments must be made can be revised."5

llbid., p. 94.
2lbid., p. 96.
2c. S. Solo, "Innovation in the Capitalist Process:

A Critique of the Schumpeterian Theory," Quarterly Journal of 
Economics 65 (August 1951): 417-428.

4lbid., p. 427.
Sibid., p. 428.
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H. W. Singer^ states that Schumpeter does not provide 

a theory of economic development in the sense of a theory that 
indicates how such development starts. The theory is "how eco
nomic development continues and proceeds. This is not a, criti
cism of Schumpeter's system since it was never put forward as 
a theory of how economic development starts from very low in
come levels."2

Singer attempts to defend the Schumpeterian hypothesis 
from H. C. Wallich's^ criticisms of the system; (1) the agents 
of economic development are not entrepreneurs but governmental 
agencies; (2) the method by which development is brought about 
is through the adaptation of old, established technologies to 
the production of old, established products, not changes in 
production functions through innovative techniques for new pro
ducts; and (3) the generating force of economic development 
lies in the sphere of demand rather than supply.

Singer offers these rebuttals to Wallich. First, the 
agency of the,government operating as the agent of economic 
development is not an independent function of economic develop
ment. Hence development requires good public administration; 
unfortunately, good public administration is itself a result

^H. W. Singer, "Obstacles to Economic Development," 
Social Research 20 (April 1953):19-31.

2lbid., p. 23.
3h . C. Wallich, "Some Notes Toward a Theory of Derived 

Development," in A. N. Agarwala and S. P. Singh, ed., The 
Economics of Underdevelopment (Bombay: Oxford University Press,
1958), pp. 184-204. Citation from Ibid., p. 20.



64
of economic development. Second, the factor endowment of a 
less developed country is defined by an acute shortage of capital 
and a relative abundance of labor. The less developed countries 
are copying the industrialized countries' technologies rather 
than using old technologies which they can handle. Third,
Singer states that:

Where non-Schumpeterian development starts off with 
higher consumption, it puts the cart before the horse 
(i.e., real income). In the Schumpeterian world the 
horse is before the cart, and it is not surprising that 
movement there is easier, and is indeed taken for 
granted.1

If the demonstration effect works to change desires of stan
dards of consumption, it affects the individual desires through 
profits; and this is a supply concept.

According to S. Pal,2 Schumpeter's theory of economic 
development is inapplicable to less developed countries because 
the observable facts violate the assumptions of the model. 
Economic development is a qualitative and structural change 
caused by "the setting up of new production functions (innova
tions) and absorbed by the economic system as a whole in ways 
which are not in the nature of continuous marginal adjustments."3 
The state is more likely to assume the role of innovators in 
the less developed countries. This is all right as long as 
response is creative and not adaptive.

llbid., p. 31.
2s. Pal, "Notes and Memoranda: Significance of Schum

peterian Ideas for the Underdeveloped Countries," Indian Eco
nomic Journal 2 (August 1955): 89-91.

3lbid., p. 91.
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G. M. Meier and R. E. Baldwin^ criticize Schumpeter for 

emphasizing one particular set of relationships and thereby 
risking generality.2 Furthermore, they question whether his 
theory works in reality since innovations (1) occur in large 
firms with high research and development funds and (2) are not 
always financed by credit-creating banks but out of retained 
earnings or issues of securities. Schumpeter appears to over
emphasize the determining power of economic factors in explaining 
the development of the Modern West. He is obsessed with the 
notion that capitalism is crumbling and socialism will follow.
To be sure, Schumpeter, like Marx, sees capitalism being replaced.

R. J. Wolfson^ states that Schumpeter's theory has two 
virtues: (1) the explanation of innovation and (2) the
explanation of the business cycle with economic development.
The Schumpeterian cycle and development theory, however, are 
not testable hypotheses, either in principle or due to the 
paucity of data. Wolfson considers this the main downfall of 
Schumpeter's theory. Other pitfalls are that the concepts are 
immeasurable and extraordinarily rich in noneconomic content. 
Moreover, Wolfson states that Schumpeter's model is "fundamentally

1q . M. Meier and R. E. Baldwin, Economic Development: 
Theory, History, Policy (New York: John Wiley & Sons, Inc.,
1957), pp. 95-99.

2lbid., p. 95.
3r . j . Wolfson, "The Economic Dynamics of Joseph Schum

peter ," Economic Development and Cultural Change 7 (October
1958):31-54.
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unstable. Such a model requires some new approaches which 
have not be attempted yet.

Wolfson ends his criticisms, however, on a positive 
note and states that interest will be aroused in Schumpeter's 
work when theories that rest on exogenous change have been 
weighed and found incomplete.

R. S. Bhambri^ states that Schumpeter's Theory of Eco
nomic Development does not have any prescriptive value because 
the entrepreneur or innovator can neither be adequately ex
plained or understood.3 Bhambri does not think that Schumpeter 
advances our knowledge beyond classical economics by saying 
that innovations are essential for economic growth. Yet Bhambri 
argues that Schumpeter's theory may become valuable when:

. . . we can recommend concrete steps which might 
enable policy makers to encourage the growth of a 
business elite. It is necessary to emphasize that 
an economist can help policy makers only if he is 
able to throw light on the operation of dependent 
variables which governments can reasonably be ex
pected to manipulate to achieve desirable results.4

D. Rimmer^ criticizes the Schumpeterian theory for its 
lack of practical usefulness, even though the characteristic 
features of this theory are very relevant to the study of the

llbid., p. 54.
^R. S. Bhambri, "Enterprise, Initiative and Economic 

Policy," Kyklos 15 (1962): 401-422.
3lbid., p. 409.
4Ibid.
5d . Rimmer, "Schumpeter and the Underdeveloped Coun

tries," Quarterly Journal of Economics 75 (August 1961):422- 
450.
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economic development of less developed countries. Such features 
are the emphasizing of qualitative changes, the distinctive 
character and rareness of innovative ability, and the essen
tially disharmonious nature of economic progress.1

Rimmer argues that Schumpeter's system need not be in
applicable to less developed countries, however. First, Schum
peterian innovation is identified with technical novelty. To 
be sure, less developed countries rely heavily on existing 
knowledge. Second, government entrepreneurship instead of pri
vate entrepreneurship does not imply any fundamental difference. 
Third, the demonstration effect is a partial force, i.e., foreign 
influences or consumer tastes which do not eliminate the need 
for entrepreneurship. Fourth, emphasizing changes in data 
rather than the mechanism itself is not a successful method of 
controverting Schumpeter's economic theory, e.g., the expansion 
of knowledge and the growth of population.

Rimmer concludes that Schumpeter's model has a strongly 
institutional character. The evidence for this is that:

. . . economic development in the model depends on a 
particular socio-psychological climate, on valuations 
that are commonly accepted, ambitions to which free 
rein is given, inhibitions in those in political 
authority, conventions observed, taboos respected.2

In Rimmer's opinion, the size of innovation is of no relevance.
P. S. Laumas^ disagrees with Rimmer in that size of

innovation is of no relevance. He argues that size of innovation

llbid., pp. 448-449.
2lbid., p. 450.
3p. S. Laumas, "Schumpeter's Theory of Economic Devel

opment and Underdeveloped Countries," Quarterly Journal of 
Economics 76 (November 1962) : 653-659.
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is important— entrepreneurs who undertake small innovations 
indulge in a zero-sum game.̂  Furthermore, the size of the dis
turbance of the circular flow is of great relevance to Schum
peter's economic development. To have development, the distur
bance must be large; if not, development will not result. A 
large disturbance may be created by a great number of small 
innovations or by a relatively small number of large innovations.

For financing of innovations in less developed countries, 
the entrepreneur has to resort to sources other than banks since 
he does not possess any assets to offer as collateral. The 
borrowing of funds from outside the country is a possibility, 
but this increases interest rates and risk. Deficit financing 
by the government is another possibility— but how much? Laumas 
argues that a high rate of profit is the most significant ele
ment in the social climate for the growth of private entrepre
neurship in less developed countries.2 As a result the govern
ment should pursue policies that make the social climate for 
entrepreneurs favorable. i

R. C. Wiles3 disagrees with Laumas in that the size 
of the innovation is significant for development. Rather Wiles 
agrees with Rimmer that it is of no consequence. Innovation 
does not have to be spectacular or of historical importance; all 
it has to do is appear in swarms and disturb the circular flow.

3-Ibid. , pp. 658-659.
2lbid., p. 657.
2r . c . Wiles, "Schumpeter and Underdeveloped Countries: 

Comment," Quarterly Journal of Economics 77 ' (November 1963): 
697-699.
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In a later article R. C. Wiles^ agrees with the critics 

of Schumpeter who assert that the Schumpeterian system is in
applicable to the development of emerging areas because the 
assumption of full employment is violated in less developed 
countries.2

H. H. S c h l o s s ^  states that the Schumpeterian entrepre
neurial function can be performed by a relatively small number 
of people and still have a major-impact. Schloss "doubts 
whether a shortage of this entrepreneurial function is as 
serious as most writers indicate."4 He further states that the 
private sector is likely to have an advantage since it is more 
flexible and less constrained by bureaucracy.

B. Higgins^ indicates that Schumpeter's theory is rele
vant even though it is a tautology. This tautology makes it 
difficult to set up a "refutable hypothesis" and thereby test 
his model.®

P. Kilby7 criticizes Schumpeter's theory by stating 
that to the best of his knowledge this particular theory of

^R. C. Wiles, "Professor Joseph Schumpeter and Under
development," Review of Social Economy 25 (September 1967): 
196-208.

2lbid., p. 202; and Wiles, "Schumpeter and Underdevel
oped Countries," p. 699.

^Schloss, "Concept of Entrepreneurship," pp. 228-232.
4Ibid., p. 231.
®B. Higgins, Economic Development; Problems, Princi

ples, and Policies, rev. ed. (New York: wl wl Norton & Com-
pany, 1968), pp. 100-105.

®Ibid., p. 104.
?Kilby, Entrepreneurship, pp. 22-26.
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entrepreneurial supply has not been tested. He further states 
that such testing "could be accomplished only by a team of bio
graphers trained in psychoanalysis."^ This Kilby feels is com
pounded by a supply-and-demand-type identification problem.

P. J. McNulty^ challenges the interpretation of and 
wishes to end the idea of bigness as a major determinant of the 
firm's innovativeness. This, he argues, is a misunderstanding 
of Schumpeter. Rather, McNulty argues that firm size plays a 
decidedly secondary, if not a minor, r o l e . 3 in fact, McNulty 
states: "the large firm plays no special role in The Theory
of Economic Development, where the emphasis is wholly on the 
character and quality of the entrepreneur";  ̂Schumpeter showed 
little interest in the really large firm and believed the new
ness of the firm was more significant. Even more important is 
the entry into the market so that innovation can take place.

E. E. Hagen^ does not agree with the portrayal of the 
entrepreneur in Schumpeter’s model. "It gives the impression 
of aH- or nothing. Either the entrepreneur is innovational or 
he is not. That is wrong."® Hagen wants more flexibility and 
variability as to what an entrepreneur can do.

llbid., p. 22.
2p. J. McNulty, "On Firm Size and Innovation in the 

Schumpeterian System," Journal of Economic Issues 8 (September 
1974);627-631.

3lbid., p. 628.
4lbid., p. 629.
5e . E. Hagen, The Economics of Development, rev. ed. 

(Homewood, 111.: Richard D. Irwin, Inc., 1975), pp. 270-271.
®Ibid., p. 271.
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It has been shown in the preceding pages that there 

are both supporting and critical views of Schumpeter's model. 
Next those views will be briefly pulled together.

It has been shown that the literature focuses on three 
main critical comments. First, Schumpeter's model is not rele
vant to less developed countries because the conditions in less 
developed countries violate the assumptions of the model. Also, 
the model itself does not adequately explain how development 
begins. Second, empirical testing of the model is virtually 
impossible for a number of reasons that have been discussed 
above. Third, there appears to be too much emphasis placed on 
the role of innovation as the cause of economic development, 
and other causes have been omitted by Schumpeter.

In contrast, favorable comments concerning Schumpeter's 
model include the following. First, the model provides a 
mechanism which simultaneously explains both economic develop
ment and the business cycle. Second, there is a plausible ex
planation of innovation. Third, Schumpeter provides a theory 
of how development continues and proceeds after it has been 
started.

Obviously there are a number of unresolved questions 
concerning Schumpeter's model. Some of these questions may be 
resolved by a synthesis of Schumpeter's model with some other 
economic development model (s).



CHAPTER IV

EVERETT E. HAGEN'S MODEL

This Chapter concentrates on Everett E. Hagen's On the 
Theory of Social Change.^ Specifically, the emphasis is on 
the theoretical aspects of Hagen's psychological theory of eco
nomic development. In addition, a critique of Hagen's model 
is offered.

Background
Everett E. Hagen has attempted a general theory of

economic development based on sociological, anthropological,
and psychological elements. He presents a model of society
which is concerned with the interrelationships among elements
of the physical environment, social structure, personality, and
culture. Moreover, Hagen has:

. . . a fully defined model of society, a model which 
stresses the chain of causation from social structure 
through parental behavior to childhood environment 
and then from that childhood environment through per
sonality to social change. The model is applied 
first to traditional society and then to the process 
of transition from a traditional state to economic 
growth.2

For a bird's eye view of the process, the historical sequence 
seems to be: authoritarianism, withdrawal of status respect.

1e . E. Hagen, On the Theory of Social Change: How Eco
nomic Growth Begins (Homewood, 111.: Dorsey Press, Inc., 1962)

2lbid., pp. 8-9.
72
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retreatism, creativity, and finally the beginning of economic 
development.

Since Freud the study of personality formation has 
stressed the impact of the environment as opposed to inherited 
characteristics to explain the differences in individuals.
Every event involved in a child's life is unconsciously observed 
in a general nature so that at a later date those general pat
terns can be recalled and matched to specific experiences. Each 
general pattern is associated with varying degrees of anxiety 
or anticipation which is also matched to specific experiences. 
During the first six to eight years a child's experiences can 
be fairly extensive and thus lead to some very broad general
izations about life. Such patterns persist and influence be
havior long after adulthood has been reached.1 From genera
tion to generation, of greatest importance, however, is the 
impact of altered adult behavior on the personalities of the 
next generation of children rather than the altered adult be
havior itself.

Hagen's Theory of Economic Development 
Hagen's model begins with the discussion of the tradi

tional society and the authoritarian personality. A tradition
al society has a tendency to be custom-bound, hierarchical, 
and unproductive. In addition, there is a causal connection 
among these characteristics. Because traditional societies 
are composed of the peasantry and other simple folk, the elite

llbid., p. 128.
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classes, and the trader-financiers, they are dual, or in a 
sense, triple societies. Both simple folk and the elite view 
the world as restricting and dominating their lives with un
controllable forces.

Hagen defines authoritarian as being persons who are 
tradition-directed. Each individual finds his place in the 
authoritarian hierarchy of human relationships. Conflict is 
obviated by submission to persons of superior status and domi
nation of inferiors. Domination over inferiors permits each 
individual to vent his aggressiveness. With the exercise of 
dominance increasing throughout their lives as their roles 
change, the simple folk can find satisfaction in both submis— 
siveness and domination. Their personalities as well as those 
of the elite are authoritarian.

The uncreativity of the members of both groups stems 
from fear— of the world and of its problems— and from preferring 
to let superiors decide on the rightness of solutions to issues 
about them. Authoritarian parents do not see the events of the 
world as interacting in analysable systems but rather as chance 
objects or events over which their only control is through the 
narrow area of traditional craftsmanship, within which their 
control is gained by the learning of traditional skills. This 
situation allows the development of the authoritarian person
ality.

The general characteristics of child rearing described 
below are a reflection of the authoritarian childhood environ
ment. Generally parents regard their infant child as a fragile
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object to be protected and possibly indulged. As the child
grows older it must be guided in a detailed manner along a
prescribed path. The early indulgence or protectiveness later
becomes control. This is reflected in the set of rules the
child is taught;

. . .  not to bother adults, but on the contrary to 
exhibit deference to them; to reflect the family's 
position in the community; not to get the family into 
trouble; to learn the traditional skills; to pay due 
respect to the spiritual powers. The parents subject 
him to a daily rhythm of directions. . . .1

Through the rage2 brought about by his submission, the child 
learns need dominance— he vents some of his rage by dominating 
his juniors and those smaller than he and finds it satisfying.

The impact of authoritarian parents approaches a climax 
during the child's Oedipal period. The father, comfortable 
only in an authoritarian role, reacts to his son's new sexual 
rivalry for his mother's attentions with abrupt and severe 
training. The child "learns with a shock the penalty for daring 
to think himself equal to his father."^

The child reared by authoritarian parents finds three 
sources of satisfaction in his life. First, although the child 
was originally assumed to have no capacities of his own, the 
contradiction that he can learn traditional skills is also as
sumed. The child gains considerable pleasure in the satisfactory

ilbid., pp. 143—146.
^Rage occurs when a need continues to be unsatisfied to 

a level of intensity sufficient to cause anxiety. For example, 
a child will probably feel rage when separated from the Intimate 
nurturance of his babyhood- The building of this rage can re
sult in inroortant elements of his personality; Ibid., p. 135.

3Ibid., p. 146.
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performance of these skills. Second, the child feels pleasure 
and satisfaction at being able to vent his rage and aggression 
on his juniors. Third, since his parent's role is not overtly 
angry or tense, it appears as an integral part of a set of 
satisfying relationships. The child may look forward to play
ing his adult role in the same manner.

For a child in a traditional society, the problem of 
identity almost ceases to exist. By age six the child can 
understand most of the roles adults take in society. In the 
traditional society, class relationships are fixed and the 
structure persists because it is satisfying to all concerned. 
Any failure to observe these values that differentiate identi
ties weakens the differentiation and therefore threatens the 
entire group. Thus threatened, the members of the elite may be 
counted on to take preventive or retaliatory action.

Through the framework of the traditional society, its 
members are prohibited from viewing either the social structure 
or nature from any new vantage point. Finding an explorable 
problem is forbidden; and if one were to be found, it would 
create such anxiety as to be inhibitory. The society itself 
contains interpersonal sanctions against change.

As has been shown, the framework of the traditional 
society makes it so stable that change can only come slowly. 
However, some slow cumulative change in the social structure 
such as a steadily increasing understanding and awareness of 
the world might in time break the system down. The society's
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inclination to such slow cumulative change is tenuous for
several reasons :

. . . the forces for change are weak. The members of 
traditional society, unless something happens to af
fect their personalities, are low in need autonomy and 
need achievement. They have very little "capacity to 
be surprised," very little "openness to experience."
Because their unconscious mental processes are inacces
sible to them, they lack creative imagination with 
which to make the most of any unexpected phenomena 
which might come to their notice. Further, accepting 
roles in an authoritarian social hierarchy satisfies 
their need submission; and, conversely, in parenthood 
and other positions of authority in adult life they 
are able to exercise dominance over their subordinates 
and in that dominance vent their unconscious rage.1

Everything fits in the traditional society and thus 
recreates itself generation after generation. Without a power
ful disruptive force these ways are perpetuated. The question 
now becomes what forces will cause a group within the society 
to break the shackles of traditional society and to concentrate 
on technological advance with a creativity that no prior group 
has possessed.^ Hagen argues that the withdrawal of status 
respect is just such a force.

To Hagen, "one's status is one's identity; it includes 
one's purposes and values in l i f e . T h e  status of each group 
within a society must be recognized as appropriate and good by 
each other group. When members of a group sense that their 
status is no longer respected by those whose opinions they

llbid., p. 176. Hagen suggests "that in a culture 
which provokes rage (as all must) but provides no appropriate 
outlet the rage will burst forth in unsanctioned channels and 
the social system will change." From Ibid., p. 157.

2lbid., p. 185.
3lbid.
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value and respect, tension is created within them. They can
not value both their position in life and the opinion of other 
groups.1 This lack of respect for one's purposes and values 
in life is the central aspect of the withdrawal of status re
spect.

Some of the sources of the withdrawal of status respect 
may be: (1) a "change in the power structure," (2) the "dero
gation of institutionalized activity without change in the 
power structure," (3) a "contradiction among status symbols," 
and (4) the "nonacceptance of expected status on migration to 
a new society.

Unquestionably the withdrawal of status respect causes 
extreme anxiety and alienation from traditional values as well 
as other personality changes. Its appearance in a society acts 
as "a powerful solvent of the cement which binds the society 
together.

Hagen suggests that the conflict and therefore the 
frustration, the anxiety and therefore the rage created in 
individuals whose group is affected by the withdrawal of status 
respect:

. . . will alter the home environment in predictable 
ways that will in turn affect the personalities of the 
next generation, and that these effects, in one genera
tion or cumulatively over several generations, are of 
great importance for the theory of social change.

llbid., pp. 185-186.
2por more detailed information, see Ibid., pp. 187-190. 
3lbid., p. 191.
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The first effect seems to be the appearance after 

one or more generations of a type of personality which 
[Hagen] terms "retreatist"; or, if the social tensions 
are more severe, a type which [Hagen] terms "ritualist."
Out of ritualism, in turn, retreatism may develop.
Later, the retreatist personality may give way to in
novational personality, in some cases to a special type 
of innovational personality to be termed "reformist."!

The first noticeable behavioral effect of the withdrawal 
of status respect on individuals will be resentment, or after 
great degradation a stronger form of rage and anxiety may 
emerge. The course of action of the degraded group depends on 
the source of the degradation. If a new group from outside the 
society has assumed power and violates traditional values, the 
degraded group generally will attempt to gather enough power 
to overthrow the aggressors, assuming their system approves of 
such action. If a group from within the society originates the 
withdrawal of status respect, the degraded group does not al
ways have a course of retaliation. The society as a whole may 
sanction the status of the new group, or its power may be 
unchallengeable. Hagen suggests that the difference between 
the two situations lies :

. . - in the degree of moral acceptance of and regard 
for the offending group by the groups being injured, 
and in the limitations or comprehensiveness of the 
aspersion cast on the society's culture by the offending group.2

The ways and degrees of change in the home environment depend 
on the severity of the above. And although adult personalities 
are altered somewhat by the withdrawal of status respect, the

!lbid., p. 193.
2Ibid., p. 203.
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far-reaching results are seen in the personalities of the 
children in their formative years— the first six to eight years 
of life— whose home environment has been altered. "This change 
in home environment is a crucial effect of withdrawal of status 
respect."^

Hagen suggests that the retreatist personality is 
brought about by forces which are created during the withdrawal 
of status respect. These forces in turn create counterforces 
which build upon one another until such time as a sufficiently 
large stream of creativity emerges to shift the social flow in 
a new direction. The safety behind the repression of the pain 
associated with the original withdrawal of status respect pro
pels each generation farther and farther into apathy where 
their needs and values are concerned. Thus, with each genera
tion of denial, the degree of retreatism increases.2 Retreatism, 
however, is not an end in itself: "As retreatism deepens in
successive generations, it creates circumstances of home life 
and social environment that are conducive to the development 
of innovational personality."2

The creative characteristics of the innovational per
sonality are many times simply the negatives of the authori
tarian personality. Innovation requires creativity and cre
ativity is present in varying degrees. The innovational

llbid., p. 207.
2lbid., pp. 210-212.
^Ibid., p. 217.
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personality is an autonomous individual as well as a creative
person. Creativity's major characteristics are easily put
into vague terms :

. . . openness to experience, . . .  ; creative imagi
nation, . . .  ; confidence and content in one's own 
evaluations; satisfaction in facing and attacking 
problems and in resolving confusion or inconsistency; 
a sense that one has a duty or responsibility to 
achieve; intelligence; energy; and, often, related 
to several of these, a perception that the world is 
somewhat threatening and that one must strive per
petually if one is to be able to cope with it.l

The capacity to be surprised and the openness to experience
are equivalent; both are central to creativity. The creative
individual's sense of an orderly world is deep. To him every
experience in life is understandable and explainable; that
phenomena will respond dependably is understood.

Two important elements of the creative imagination are: 
"the unconscious processes of the individual are productive 
rather than distractive in nature, and the individual is un
afraid or little afraid of them."2 Hagen believes that innova
tion is a response to anxiety;, that incessant anxiety is the 
driving force. To some individuals the world is seen as threat
ening and only activity will calm their fears. While in others, 
their incessant anxiety relates to a rage and causes them to 
seal over their unconscious processes for fear of what might be 
found in them— thus creative activity is blocked.3

l l b i d . ,  p .  8 8 .  

2 l b i d . ,  p .  90. 
3 l b i d . ,  p p .  94-95.
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To the contrary, central to the development of the 

innovational personality can be a sense of trust in both one
self and the world. "Parents who intuitively understand them
selves and therefore their child may give him just the aid and 
guidance that will make the process of exploration most satis
fying to him."^ •They encourage without pushing; they close 
off danger areas so that his ventures do not cause him trauma; 
when assistance is needed, it is provided; when he succeeds, 
love is his reward; and he is restrained if his new abilities 
go to his head. As the perception of the world as an under
standable place is strengthened, so is the child's perception 
of his own self-worth. It is this "set of perceptions that 
creates in the individual the 'openness to experience' or 
'capacity to be surprised' that is at the heart of creativity."2 

The creative individual reacts imaginatively to the 
new phenomena and deals with the substance of the problem in 
his unconscious and not with magic solutions. He does not fear 
what he will find in his unconscious, therefore his findings 
are made consciously available to him.

With detachment he examines both the reactions of the 
world to him and his reactions to the world. Since he feels 
his evaluations of the world are trustworthy, he looks forward 
to resolving a problem.

^Ibid., p. 134.
2jbid., p. 138.
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Many effective innovators are burdened with a pervasive 

anxiety that they are not doing enough or well enough and that 
it is their duty to achieve. Their creative activities re
peatedly offer a temporary sanctuary from this anxiety.1

As shown in the preceding discussion, the repression 
of conflicting values and needs leads after several generations 
to a retreatism attitude toward life. As the retreatism deepens, 
an individual emerges who has high need-achievement and need- 
autonomy. His creativity leads him to effect a solution to his 
problems.

The reformist personality also may emerge out of re
treatism. If technological prowess is perceived by creative 
individuals as a promising path to need satisfaction, then the 
new generation's values will tend in this direction. The 
appearance of production innovations will begin, institutional 
reforms will be led in favorable directions, and economic growth 
will gain impetus.. And thus, social change will initiate eco
nomic growth only if the '(values conducive to technological 
innovation and other activities pertinent to economic growth 
. . . appear in personalities."2

Throughout the preceding pages Hagen has assumed all 
other conditions to be constant. He considered a change in 
social structure leading to a change in personality as the prime 
force leading to social change. The three parameters important

l l b i d . , pp. 96-97. 
2 l b i d . , p. 232.
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to that social change and thus to economic growth are (1) the 
state of knowledge, (2) the size of the markets, and (3) the 
supply of capital. "The more favorable these economic circum
stances are, the more readily change in personality may bring 
about continuing technological progress."1

First, an individual's choice of career while depending 
mainly on his personality— both conscious choice and unconscious 
attraction— also depends on external factors. One such factor 
is the state of scientific and technical knowledge. Also, if 
knowledge is not available, changes in personalities will have 
no tools with which to work and thus cannot lead to economic 
growth. Today, however, the flow of scientific and technical 
knowledge from one society to another is easily accomplished.
It is no longer justifiable to regard differences in the 
availability of knowledge as a source of differences in economic 
performance.

Second, the size of the markets is important. An ex
panding market which can create greater profits provides, if 
innovation has begun, greater earnings to put back into the 
innovational process. If innovation has begun, however, market 
size is not likely to be an important obstruction to economic 
growth since innovational activity itself almost automatically 
creates an expanding market.

Third, the supply of capital— the volume of the flow 
of savings available for investment— is important. To be sure, 
the possibility of technological progress is heighLened when

llbid., p. 238.
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the flow of savings becomes increasingly available to businessmen 
who are interested in obtaining and using equipment necessary 
for technological progress. The majority of the savings flow 
must be domestic, as size is an important factor, although it 
may be augmented by external aid.

But Hagen minimizes the importance of these parameters ;
In a traditional society in which nothing else has 

yet occurred to change traditional personality and 
culture, an increase in the size of the market or in 
the flow of saving available is not apt to have a great 
effect in inducing continuing change in technology.
. . . Similarly, there is reason to doubt that an
increased supply of funds available for investment 
will stir a traditional society to economic prog
ress. The funds are apt to be siphoned off into the 
pockets of the traditional elite as social and psy
chological changes conducive to economic growth have 
not already occured. . . .  because change in per
sonality seems empirically more important as the 
dominant factor initiating change, it is convenient 
to treat the economic situation, as we have treated 
the state of technological and scientific knowledge, 
as a given condition rather than as a variable, and 
to treat forces that bring about changes in personality 
as the factors that disrupt the stability of tradi
tional society and initiate change.1

Other influences being equal in a group experiencing 
withdrawal of status respect, creative individuals will seek 
out the best opportunities for gaining or maintaining status.
The direction in which these activities will be channeled at 
least partly depends on which channels are open and which are 
closed. The traditionally sanctioned channels are the first 
to be used if they are open. Thus, with status once again 
gained in the traditional society, economic growth is stymied.

In short, a requisite for economic growth in a 
traditional society is not merely that upward social

llbid., pp. 239-240.



86
mobility by new means is possible but also that up^ 
ward social mobility by traditional channels is not 
possible.1

. Hagen further argues that although innovational indi
viduals have appeared sporadically in traditional societies, 
the society’s transition to continuing technological progress 
never seems to have been led by these individuals; rather this 
transition seems only to have occured after "innovational 
activity by many members of some distinctive and disparaged 
social group."2 In a traditional society, conformity is a 
powerful enough force to overwhelm isolated individuals.

Although groups alien to a society are often disparaged, 
they do not usually become the leaders of technological change. 
There are two reasons for this: (1) because of their alien
status, their activities are inhibited and they perceive 
hostility and fear attack; and (2) again because of their alien 
status, the society does not accept their alien leadership.^

In summation, where a transition to economic growth is 
involved, basic social change usually involves the withdrawal 
of status respect from a group well entrenched in a society.
Over several generations the personalities of a group's members 
are changed in reaction to this loss of social recognition.
These personality changes are conducive to innovation. Since 
they are reacting as a group and because of their place within 
the society, they are protected against many inhibiting factors.

l l b i d . , p. 242.
2 j b i d . ,  p. 245.
Soiscussion from Ibid., pp. 247-248.
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The question is why Hagen's model does not discuss a

number of widely recognized forces for economic and political
modernization such as :

. . . the union of disparate regions into nationhood; 
urbanization; improvements in transportation and 
communication; nationalism; the influence of an ex
panding economic sector on others; the introduction 
of money, or of marketing, into a self-sufficient 
subsistence sector; the appearance of religious 
dogma favorable to modernization.1

In this regard Hagen argues that:
All of these developments seem to be primarily of 

importance as incidents in the process of change once 
some other factor has caused change to begin but not 
as initial causal factors in change.

This does not make them less important. It is of 
no less importance to analyze the course of change 
than to analyze how it began. These forces are causal 
in the sense that each event in a sequence, caused by 
the event before it, in turn causes the n e x t . 2

A Critique of Hagen’s Model
A number of authors have supported and others have 

criticized Hagen's views. A selective sample is presented 
below.

J. H. Kunkel^ raises three questions concerning the 
position taken by Hagen's model:

1. What is the relationship between the indi
vidual and the social environment out of which he 
arises, and what are the paths and conditions of 
influence?

llbid., p. 250.
2Ibid.
3j. H. Kunkel, "Psychological Factors in the Analysis 

of Economic Development," Journal of Social Sciences 19 (Jan
uary 1963): 68-87.
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2. What kind of individual (type of personality) 

is created, and what is the nature of the process of 
creation of such an individual?

3. What is the relationship between the indi
vidual and the social structures which he influences; 
what is this influence, and how is it exerted?!

Assuming that entrepreneurial activity in less developed coun
tries is to be explained and predicted, both the necessary and 
sufficient causes must be specified as well as the background 
conditions. Thus, any investigation such as this must consider 
first the numerous causal factors that determine the particular 
behavioral patterns and second that it is not sufficient that 
membership in a group explain the behavior'of an individual.̂  
Furthermore, Kunkel states :

The analysis of social phenomena . . .  and espe
cially the delineation of the necessary and sufficient 
causes of human behavior, cannot but approach the 
method of experimentation under fully controlled 
conditions; yet it is true that to the extent that 
the relationship between individuals and social 
structure is not adequately explained the usefulness 
of any theory emphasizing individuals is called into question.3

Kunkel feels that Hagen's model has several problems 
in using psychoanalytic concepts and theories to analyze the 
process of economic development. A brief summary of these 
problems follows. First, unless one relies on faith, the com
bination of psychological concepts and theories used in the 
study of economic development may present serious problems in 
testing and accepting any causal generalization of those

ij-bid., p. 69. 
2Ibid., p. 70. 
3Ibid.
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theories. Second, the chains of causality may be weak and 
inadequate. Third, Hagen ignores the evidence that psychoan
alytic theory may be culture bound. The implication is that 
a theory of social change which primarily relies on the Oedipus 
complex may be on shaky ground.^

Kunkel suggests that an alternative explanation of the 
relationship between individuals (their creation and existence) 
and social structure be sought. He states that "an approach 
which seems to meet these criteria [methods which can be vali
dated and reproduced] is based on principles derived from a 
behavioristic psychology; more specifically, the operant- 
conditioning paradigm. "2

D. C. McClelland2 states that Hagen's book is not by 
any means alone in using social psychology with regard to eco
nomic development. Changes in personality structure are under
stood to be a factor in social change. However, McClelland 
feels that:

llbid., pp. 72-73.
2lt is beyond the scope of this dissertation to expand 

the ideas of Kunkel on the operant-conditioning paradigm, but 
Kunkel hypothesized that the extent of entrepreneurial activity 
in a nation was "a function of the extinction rate, of incom
patible behavior, changes in reinforcement and communication 
patterns, rather than being a result of personality changes 
occurring over generations"; Ibid., p. 86. For more information 
on the operant-conditioning paradigm, see Ibid., pp. 74-77;
J. H. Kunkel, Society and Economic Growth: A Behaviorial Per
spective of Social Change (New York: Oxford University Press,
1970), pp. 90-94 and "Values and Behavior in Economic Develop
ment," Economic Development and Cultural Change 13 (April 
1965):257-277.

^D. C. McClelland, "A Psychological Approach to Eco
nomic Development," Economic Development and Cultural Change 
12 (April 1964):320-343.
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. . . [Hagen's] new-found tools of psychological analy
sis [carry] him much too fast, too far, and he runs 
the risk of making the whole enterprise seem like pre
tentious nonsense (an accusation many social scientists 
are ready enough to make anyway). . . .  he leaves at
least this clinical psychologist breathless, wondering 
how dynamic analysis can do so much so easily.1

The difficulties McClelland sees in this type of an 
analysis of economic development are:

(1) Was there ever an elite group that did not 
suffer a loss of status respect at some time or other?
In this sense, the hypothesis explains too much unless 
one can get a lot more precise about measuring the 
loss of respect, the time at which it occurred, and 
the time when its effects should become apparent.
(2) More precision is needed in what constitutes 
rapid or slow economic growth. (3) More precision 
is needed on when the retreatist or innovative conse
quences of withdrawal of respect should occur. Other
wise, since the hypothesis predicts either inaction or 
action, depending on the time sequence. Professor Hagen 
is playing "heads I win; tails you lose." Any case 
can be made to fit his hypothesis, so long as it re
mains so flexible.

This is not to say the hypothesis is uninteresting 
or implausible. It is to say that it has hardly yet 
been stated in a precise enough form to be clearly 
checked against the facts.2

McClelland also found some difficulties or defects in 
the theory part of Hagen's model. Furthermore, the importance 
of ideological and reality factors are underrated in psycho
analysis. Hagen continually disregards ideological explanations 
of his facts, even when they are more obvious than his own com
plicated ones. The reason is because, following Freud, religion 
and other such ideological systems came to be thought of as pro
jections of childhood experiences.^

llbid., p. 321. 
2lbid., p. 323. 
3lbid.
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C. P. Kindleberger^ attempts to match Hagen's theory 

with what he believes to be a widely accepted fact: ". . . eco
nomic development depends upon an open class structure, in 
which social mobility is possible, and in particular on the 
existence of a strong middle class."2 Hagen, on the contrary, 
expresses the view that:

. . .  economic development is customarily led by a 
class or group in the society which has some reason 
to be dissatisfied. This "out-group,” to use an ex
pression from social psychology, must have been 
brought up to "achieve," and must sublimate its an
tagonism to the existing elite by pushing forward as 
entrepreneurs.2

H . J . Bruton^ feels that Hagen's model makes a notable 
contribution to economic development in that it examines the 
social factor not usually included in the realm of economic 
policy. Bruton does feel, however, that the model has its 
faults. A la Bruton, it is impossible to solve the growth prob
lem by isolating the origin of bright men, of men with high 
I.Q.'s, or of entrepreneurs, even though these men are of great 
interest in understanding economic change. Any approach which 
plays down the economics of development is limited. To be 
sure, there is a need for understanding problems associated 
with investment allocation, labor training, controlling

Ic. P. Kindleberger, Economic Development (New York: 
McGraw-Hill Book Company, 1958), pp. 60-62.

2Ibid., p. 60.
3lbid., p. 62.
^H. J. Bruton, Principles of Development Economics 

(Englewood Cliffs, N. J.: Prentice-Hall, Inc., 1965), pp. 363-
364.
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inflation, increasing saving, etc. Moreover, any theory that 
eliminates or minimizes these factors should be given close 
scrutiny. A la Bruton, the Hagen policy implication "involves 
the training of children, and more accurately, the training of 
parents on how to train children.

B. Higgins^ supports Hagen's attempt at interdisciplin
ary research, but he feels that Hagen carried his model to ex
tremes. Hagen relies entirely on socio-cultural and psychological 
factors to explain social change and economic growth. Higgins 
suggests a model which combines economic and noneconomic vari
ables. Although Higgins credits Hagen's model with discussions 
of the interactions of personality change, capital accumulation, 
and growth of markets, Higgins states that the main weakness of 
Hagen's model is the relegation of the purely economic factors 
to a minor role.

J. M. Culbertson3 views Hagen's model as rather restric
tive in its approach to psychological theory. The particular 
psychological theory applied has significant influences on the 
interpretation of economic behavior. If one uses the psycho
analytic approach, for example, the result is that behavior is 
determined by childhood experiences and there is a limited 
response to later experiences. The bulk of psychology believes.

llbid., p. 364.
^Higgins, Economic Development, p. 257.
3j. M. Culbertson, Economic Development: An Ecologi

cal Approach (New York: Alfred A. Knopf, 1971), pp. 287-290.
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however, that the individual is an open system, that he may 
learn and modify his behavior even as an adult.

P. Kilbyl illustrates Hagen's sequence of social change 
that begins with authoritarianism and ends with entrepreneurial 
behavior (Diagram 2). Kilby's criticism of Hagen's theory is 
that, laying aside any intermediate lags, the withdrawal of 
status respect is too broadly defined. Hence one might expect 
that it might occur in all societies frequently, perhaps once 
or twice a decade.2

T. Morgan^ views Hagen's model as "attractive and in 
many areas plausible."4 He feels that Hagen supports some of 
his facts with historical evidence and some of his interpreta
tions with personal experience and causal observation. But he 
also feels that the book falls short because the explanation 
of growth or stagnation using personality types and personality 
changes ignores other possible explanations. Some of these are 
health and nutrition, material incentives, gaps in techniques, 
investment performance, and so on. < Economic growth has occurred 
in history without a change in personality structure.5

There are some unifying supporting and critiqueing

^Kilby, Entrepreneurship, pp. 1-40.
2jbid., p. 21.
3t . Morgan, Economic Development; Concept and Strategy 

(New York: Harper & Row, Publishers, 1975), pp. 93-96.
4Ibid., p. 93.
Sibid., p. 95.
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comments of Hagen's theory of economic development. This will 
be an integration of some of those comments.

It will be remembered that the main critical comments 
regarding Hagen's theory center on three areas : the theory
itself, the validity of the quantitative testing of the model, 
and his inadequate economic statement of the development pro
cess.

The comments supporting Hagen's theory are concentrated 
in one major area. Students of economic development appreciate 
Hagen's theory because it looks at.economic development from 
an interdisciplinary point of view; and his model provides an 
explanation of personality change and social change, which in 
turn brings about an innovation personality and thus entrepre
neurial activity, which then brings about economic development.

There are several unresolved questions connected with 
Hagen's model. Hagen's model may be synthesized with other 
development models so as to answer unresolved questions and 
to provide a more plausible explanation of economic development.



CHAPTER V 

DAVID c .  McClelland'S model

This chapter first discusses David C. McClelland's The 
Achieving Society.^ Specifically, the emphasis is on McClel
land 's psychological theory of economic development. Further
more, a critique of McClelland's model is presented.

Background
David C. McClelland has attempted a general theory of 

economic development based primarily on psychological and socio
logical elements. As a backdrop for his theory McClelland uses 
the work of Max Weber. The Weberian thesis is that "attitudes 
as economic rationality and the enterprising spirit of modern 
capitalism were consequences of certain religious world views 
stressed particularly by Protestant Calvinist sects."2i weber 
as a result provided a background for understanding the social 
and psychological origins of key economic forces— rapid tech
nological advances, specialization of labor, population growth, 
and energetic entrepreneurship.

McClelland does not accept the traditional economist's 
model, that is, the "rational [model] in which enlightened

^D. C. McClelland, The Achieving Society (New York: 
The Free Press, 1961).

^Ibid., p. 11.

96
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self-interest of man converts pressures acting on the economic 
system from inside or outside into activities resulting in 
greater productivity or wealth."1 McClelland seems to argue 
against the rational utilitarian model and proposes that the 
data be quantified and a hypothesis be tested or verified a 
number of times before it becomes a theory. In addition, he 
offers the well-known caveat that correlation is association, 
not causality.

McClelland's methodology^ looks at measuring the indi
vidual differences in human motivation that are based on the 
psychoanalytic insights of Freud and the methodology of experi
mental psychology. McClelland's hypothesis is "that achievement 
motivation is in part responsible for economic growth."3

Achievement motivation or need achievement (n Achieve
ment) is "a desire to do well, not so much for the sake of 
social recognition or prestige, but for the sake of an inner 
,feeling of personal accomplishment."4 Furthermore, n-Achievement

^Ibid., p. 8.
^McClelland blasts the traditional economic measures 

of economic growth because the national income estimates are 
not internationally comparable because of price changes, dif
ferent definitions, and different international currencies. 
Hence, to solve these problems he suggests electrical output in 
kilowatt hours. The reasons for selecting such a measure are 
basically; "(1) that the figures are expressed in internation
ally comparable units, as contrasted with, for example, national 
income figures which are very difficult to translate into one 
another, and (2) that electricity is a form of energy on which 
modern industrial civilization is largely based." Discussion 
from Ibid., p. 50.

3Ibid., p. 36.
“̂Kilby, Entrepreneurship, p. 110.
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refers to the method of measuring achievement motivation by 
counting the number of references to "doing a good job" in 
imaginative material like stories, letters, and so on.

Specifically children's readers were used because they 
use the same kind of brief story to teach children to read in 
all modern countries. The advantages of children's stories are:

First, they often derive from the same oral tradi
tions that are represented in folk tales; second, they 
have existed (for at least the past generation) in 
more-or-less standard form in school books used by 
second- to fourth-grade children of all lands, [thus 
representing] popular culture; third, and most impor
tantly, . . .  children's readers, containing such 
brief comparable stories, could in fact be obtained 
from a generation ago for a representative sample of 
countries.1

These stories are imaginative, if they are chosen from the 
earliest grades, and usually are not influenced by temporary 
political events.

Winterbottom in 1953 was the first to suggest that there 
was a possible link between achievement motivation and economic 
development. His main conclusions are that mothers of sons with 
high n Achievement set high standards and expect self-reliance 
and mastery at an early age by their sons.  ̂ But also, Max Weber 
in 1904 attempted to explain the rise of capitalism. He hypoth
esized that the Protestant Reformation produced a new character 
type which inoculated a more vigorous spirit into the attitude

^McClelland, Achieving Society, p. 71.
2m . R. Winterbottom, "The Relation of Childhood Train

ing in Independence to Achievement Motivation," (Ph.D. Disser
tation: University of Michigan, 1953), pp. 468-472. Reference
here is from Ibid., p. 46.
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of both workers and entrepreneurs and climaxed in the development 
of modern capitalism.^ According to McClelland:

If the Protestant Reformation represented a shift 
toward self-reliance training and the new "capitalistic 
spirit" an increased n Achievement, then the relation
ship found by Winterbottom may have been duplicated at 
a societal level in the history of Western Europe [found 
by Weber].2

Diagram 3 shows the parallel.
DIAGRAM 3

COMPARISON OF WEBER'S AND WINTERBOTTOM'S STUDIES3 

Weber's hypothesis
D

Protestantism Spirit of
(self-reliance values, etc.) modern capitalism

I /Winterbottom's study /
B— --------------------- » C

Independence and n Achievement
mastery training in sons

by parents

Hence the historical development described by Weber may have 
come about by the psychological means described by Winterbottom. 
The proposed sequence is as follows ;

The Protestant Reformation might have led to earlier 
independence and mastery training, which led to greater 
n Achievement, which in turn led to the rise of modern 
capitalism.4

IM. Weber, The Protestant Ethic and the Spirit of Capi
talism, trans. T. Parsons (New York : Scribner, 1930), pp. 70-
71. Reference here is from Ibid., p. 47.

2lbid., p. 47.
3lbid. 
^Ibid.
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McClelland's Theory of Economic Development 

McClelland expands the sequence proposed by Winterbottom's 
and Weber's studies by allowing the entrepreneur to become the 
modus operandi of n Achievement, and thus it is the entrepreneur 
who helps bring about economic growth. Accordingly, "if the n 
Achievement level is high, there will presumably be more people 
who behave like entrepreneurs, acting to produce more than they 
can consume.

DIAGRAM 4 
McCl e l l a n d s e q u e n c e 2

Values (associated with 
Protestantism or modern 
industrialism)
Mothers ’ value attitudes 
tested by questicmna-vre

Independence and
mastery training --

Matheva' attitudes toward 
tested by questionnaire

Economic Growth

Entrepreneurism
(a) Sons' performance under 

vax-ious achievement 
incentives

(b) Sons’ choice of tasks 
of varying difficulty

(c) Sons ' liking for various 
occupations

(a) n Achievement:
Sons ’ scores on verbal 
and graphic tests

(b) Values:
Sons' scores on value 
attitude questionnaire

The entrepreneur is the man who organizes the firm (the 
business unit) and/or increases its productive capacity. To be

llbid., p. 65.
^Ibid.

author's.
58. The last arrow in the diagram is this
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sure, the entrepreneur produces more than he can consume so he 
can sell or exchange it for income. To be considered an entre
preneur he also must receive 75 percent or more of his income 
from his full-time entrepreneurial activities. Table 2 sum
marizes the possible determinants and characteristics of the 
entrepreneur.

TABLE 2
POSSIBLE DETERMINANTS AND CHARACTERISTICS 

OF ENTREPRENEURSHIP1

P o s s i b l e  D e t e r m i n a n t s

n  A c h i e v e m e n t ,  o p t i m i s m  ( other v a l u e  
a t t i t u d e s )

E n t r e p r e n e u r i a l  s t a t u s  a n d / o r  s u c c e s s

n  A c h i e v e m e n t ,  n  A f f i l i a t i o n ,  n  P o w e r  
C o n s c i e n t i o u s n e s s  
O p t i m i s m
A s c e t i c i s m  a n d / o r  a f f e c t i v e  

n e u t r a l i t y  
B e l i e f  i n  a c h i e v e d  s t a t u s  
W i l l i n g n e s s  t o  w o r k  w i t h  o n e ' s  h a n d s  
M a r k e t  m o r a l i t y  (other v a l u e  

a t t i t u d e s )

C h a r a c t e r i s t i c s  o f  E n t r e p r e n e u r s h i p

r  I.

""I
b.

*c«
*d.

E n t r e p r e n e u r i a l  r o l e  b e h a v i o r  
a. M o d e r a t e  r i s k - t a k i n g  a s  a 

f u n c t i o n  o f  s k i l l ,  n o t  
c h a n c e ;  d e c i s i v e n e s s  
E n e r g e t i c  a n d / o r  n o v e l  
i n s t r u m e n t a l  a c t i v i t y  
I n d i v i d u a l  r e s p o n s i b i l i t y  
K n o w l e d g e  o f  r e s u l t s  o f  
d e c i s i o n s  
M o n e y  a s  a  m e a s u r e  o f  r e s u l t s  

*e. A n t i c i p a t i o n  o f  f u t u r e  
p o s s i b i l i t i e s  

f . O r g a n i z a t i o n a l  s k i l l s ^

I n t e r e s t  i n  e n t r e p r e n e u r i a l  
o c c u p a t i o n s  a s  a  f u n c t i o n  o f  
t h e i r  p r e s t i g e  a n d  "riskiness**

E n t r e p r e n e u r i a l  s t a t u s  i n  v a r i o u s  
c o u n t r i e s
a. C o n t r a s t e d  w i t h  o t h e r  o c c u 

p a t i o n a l  s t a t u s e s
b. D i f f e r e n t i a t e d  b y  e n t r e p r e 

n e u r i a l  s u c c e s s

" C h a r a c t e r i s t i c s  d e r i v a b l e  f r o m  t h e  p s y c h o l o g i c a l  t h e o r y  o f  n  A c h i e v e m e n t .

^ I n c l u d e d  f o r  t h e  s a k e  o f  c o m p l e t e n e s s ,  b u t  n o t  e m p i r i c a l l y  s t u d i e d  i n  t h e  
p r e s e n t  v o l u m e  o r  d i s c u s s e d  i n  t h i s  t e xt.

A brief discussion of the components of entrepreneurial role 
behavior as shown in Table 2 will be presented below.

llbid., p. 207.
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Entrepreneurship involves risk-taking, thus the executive 

or entrepreneurial role calls for decision making under uncer- 
tainity. The entrepreneur will tend to favor moderately risky 
situations where the outcome depends more clearly on his skill 
or on his achievement.

Energetic, innovating activity is the second component 
of the entrepreneurial role. Entrepreneurship almost by defi
nition involves doing things a new and better way. Only when 
a sense of personal accomplishment can be gleaned will a chal
lenge provoke diligent effort in an entrepreneur. This sense 
of achievement satisfaction arises from being responsible for 
having initiated an action that is successful rather than from 
public recognition for an individual accomplishment.

The knowledge of having made correct decisions or suc
cessful actions business-wise are well known to the entrepre
neur, as the achievement is shown in definite -and tangible ways—  
profitability, percentage control of the market, size of the 
firm, and rate of growth. i

People with high n Achievement are not influenced by 
the introduction of a monetary reward, but they are interested 
in achievement. People with low n Achievement are influenced 
by money and can be made to work harder for money or other such 
external incentives. As a result money becomes the measure of 
success.

Both long-range planning and organizational abilities 
relate to the planning activities of the entrepreneur. The 
successful entrepreneur by definition is someone who considers
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more alternatives and thair consequences before they actually 
happen. Hence he anticipates future possibilities (long-range 
planning) and does not have to react to emergencies as they 
arise. It goes without saying that if an entrepreneur is to 
accomplish more than he can do by his own efforts, he must 
organize the activities of other people.

Some possible sources for the development of n Achieve
ment may be race, climate, and child-rearing practices. The 
belief that genes or body type are directly responsible for 
variations in n Achievement may be unfounded because changes 
among nations in n Achievement levels have occurred much too 
rapidly to be attributed to genetic factors.

To be sure climate is an important factor affecting the 
vigor of a people's response. Those who subscribe to the race 
and climate explanation would disagree with the concept of n 
Achievement as a measure of energy. McClelland attempts to 
answer these objections:

I First, if they don't want to measure energy this
way, they can provide some alternative objective 
measure. Secondly, n Achievement does in fact appear 
to be associated with many of the energetic character
istics such theorists have talked about. And thirdly, 
it is a fact that high n Achievement level has often 
been associated with those peoples and climates that 
it should have been associated with if it were the 
source of energy that the climatic theorists were 
talking about.

Child-raising practices are definitely a source of n 
Achievement. Psychoanalysis teaches that rooted in early 
parent-child relations are the inner concerns of fantasy life.

llbid., p. 302.
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Conscious beliefs and attitudes are shaped by infantile images 
of parents, jealousies, and competitive strivings which appear 
to persist into adulthood. The differences in n Achievement 
levels appear to be caused by something that happens in the 
family as early as the fourth or fifth year of life. Much re- 
■ search has been directed toward trying to find out exactly what.

The child-rearing factor which most promotes high n 
Achievement seems to be: "early mastery training, provided it
does not reflect generalized restrictiveness, authoritarianism, 
or 'rejection' by the parents.Parents' expecting a child to 
"make decisions for himself" at an early age can be indicative 
of two things : (1) the parents are genuinely interested in
self-reliance and mastery on their son's part or (2) with self- 
reliance and mastery attained, their son will not be a burden 
or trouble to his parents. In the latter case, higher n Achieve
ment does not develop. The predominantly lower-class, early 
caretaking families tend to put a child on his own too early, 
whereas the predominantly middle-class families expect achieve
ment and independence quite late. Neither condition is opti
mal for producing high n Achievement. The desirable condition 
is ideally somewhere between the ages of six and eight when 
standards of high achievement are neither too early for the 
child's abilities nor too late for internalization of those 
standards.

A very high level of n Achievement in mothers tends to 
lead to lower n Achievement in their sons. Demands too early

llbid., p. 345.
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may be made by such a mother or, concerned with her own success, 
the mother's interest in her son's achievements may wane. On 
the other hand, achievement standards which are not high enough 
may be set by a mother with too low a level of n Achievement.
Low n Achievement can also result from having careless or indul
gent parents who do not expect great things from their child.

n Achievement generally appears to be related to three 
child-rearing variables; (1) high standards of excellence set 
by parents, (2) warmth within the family, and (3) low authori
tarianism. "By way of summary one can conclude that moderate 
child-rearing pressures on several dimensions are optimal for 
producing n Achievement."1 McClelland presents data from which:

The picture emerging as to the type of parental 
attitudes which facilitate development of n Achievement 
is quite clear and consistent, although it is obscured 
at times by the crudity of the measuring instruments 
that have been applied to develop it. . . . [The 
picture is of] reasonably high standards of excellence 
imposed at a time when the sons can attain them, a 
willingness to let him attain them without interferences, 
and a real emotional pleasure in his achievements short 
of overprotection and indulgence.2

The preceding discussion has been concerned with the 
intrinsic factors affecting the development of n Achievement. 
Elements which modify child-rearing practices are the extrinsic 
factors: parental values (having the most direct effect);
birth order, family type, father's occupation, and climate 
(having more remote effects).

llbid., p. 356. 
2lbid.
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The four indirect influences that may affect n Achieve

ment are: physique, family structure, type of economy, and
physical environment. McClelland indicates that a causal rela
tionship between physique and n Achievement is not likely since 
changes in group n Achievement levels occur fairly rapidly. He 
does state, however, that preliminary data indicate that "n 
Achievement is significantly positively associated with meso- 
morphy (strong, muscular physiques) and negatively with ecto- 
morphy (thin, fragile physiques)."1 A straightforward inter
pretation of this result may not be possible.

Family structure also has an indirect effect. Variations 
in family type cause modification of the key factors responsi
ble for the development of n Achievement, e.g., high standards 
of excellence, warmth, and low father dominance. Mother-son 
families (the father is absent) seem most likely to have con
sistent effects in this respect. The absent father cuts down 
on father dominance, and mother-son relationships tend to lower 
stress on high standards of excellence for the son.

McClelland states that the environment— particularly 
the type of economy— may indirectly determine the level of n 
Achievement in a society and thus determine the level of eco
nomic activity. The level of n Achievement is not determined, 
however, "in the sense of opportunity automatically creating 
the n Achievement needed to exploit it."  ̂ McClelland examines

llbid., p. 373.
2lbid., p. 376.
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the institution of slavery to illustrate his point since slavery 
has been a key instrument in organizing economic activity for 
thousands of years.

Slavery mutually lowers n Achievement both in the slave 
and in the slaveholder, though the psychological reasons are 
to some extent different. Child-rearing practices developed 
through slavery produce obedience and responsibility, not n 
Achievement. Even though descendants may be free, the effects 
of such training continue to lower n Achievement. The American 
Negro slave exemplifies this.

McClelland states that "clearly, socioeconomic status 
of the parents is an important determinant of n Achievement in 
c h i l d r e n . n  Achievement is meaningfully higher in middle- 
class children than in lower-class children. The nature of 
their fathers' occupations seems to condition children. Middle- 
class occupations generally require more planning ahead (as in 
small business), require a longer period of education (as in 
school teaching), and may even require more household financial 
planning ahead since pay for such occupations tends to come 
only once or twice a month (lower-class occupations usually 
pay weekly).

Inasmuch as socioeconomic status is extrinsic and 
only indirectly affects a chili's development of n Achievement, 
theoretically then it should be quite possible to find occasions 
(perhaps in a less mobile society) where the n Achievement

llbid., p. 377.
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of the lower class may exceed that of the upper or middle 
class. Here McClelland offers the caveat that:

We must always be cautious about assuming that a 
particular environmental condition (here the entre
preneurial role) will automatically produce the type
of child-rearing that produces the type of child best
suited to functioning in that environment.1

The most indirect factor determining human achievement 
is man's physical habitat. "Climate influences health and 
energy, and these in turn influence civilization."^ McClel
land indicates that in climates where the mean annual tempera
ture is between 40°F and 60°F, the n Achievement level averages
the highest. As the mean annual temperature increases to say
between 75°F and 85°F, the n Achievement level declines stead
ily until a nadir is reached in tropical climates. The same 
relationship holds as temperatures get colder. With a lack of 
temperature variation and with tropical heat also comes rain
fall. Hence it too shows the same general effect.

High n Achievement tends to relate to moderate, dry 
climates generally having poor soil conditions, thus agricul
tural conditions are not optimal. It may be inferred that:

. . . the connection between climate and n Achievement, 
and ultimately energy, may be quite indirect and almost 
accidental in the sense that climate affects household 
living arrangements, which in turn affect child-rearing 
practices that modify n Achievement.3

McClelland sums up the evidence he has presented on the 
development of the level of n Achievement by stating:

llbid., p. 380.
2lbid., p. 383.
3lbid., o. 386.
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The motivational effects of particular environ

mental events— physiological, historical, political, 
or economic— have often been much too easily inferred 
on the basis of what seems "reasonable."

All our evidence suggests that external events 
affect motivational levels primarily as they affect 
the family, or more specifically the values and child- 
rearing practices of the parents. The family as the 
nucleus of the social structure is a little like the 
nucleus of the atom; it is harder to influence by ex
ternal events than one might expect and it is often 
influenced in quite unexpected ways. Certainly tribes 
that practice or permit polygamy have no intention 
of lowering n Achievement levels.1

As has been shown in the preceding pages, before self
sustained rapid economic growth is plausible, certain psycho
logical changes must occur within a country. Economic develop
ment must be given priority over other desires by at least a 
significant portion of a country's elite. To all persons con
cerned with economic development— economists, politicians; 
government officials, or others— the psychologists have a sim
ple suggestion:

Pay attention to the effects that your plans will 
have on the values, motives and attitudes of people 
because in the long run it is these factors that will 
determine whether the plans are successful in speeding 
economic development.2

In and of itself this suggestion is neither new nor very help
ful. To be sure the importance of values and motives in accel
erating or decelerating the process of economic development 
has always been known to and stressed by economists, sociolo
gists, and the like.

llbid., p. 387.
2Ibid., p. 393.
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If the psychologist's frame of reference is the starting 

point, then what should be the psychological objectives of plans 
and policies geared toward speeding up economic development?
What should an agency or a government do to hasten economic 
growth in a less developed country? McClelland suggests it 
should attempt:

(1) To break orientation toward tradition and in
crease other-directedness, (2) to increase n Achieve
ment, and (3) to provide for a better allocation of 
existing n Achievement resources.1

That traditional norms must give way to new norms first 
must be recognized. Concurrently, that the resistance to such 
a change will probably be great must also be recognized. In 
order to have the benefits of the advanced material culture of 
modern civilization, a people must adopt many of the values and 
other cultural patterns which support such a civilization. 
Traditional ways have to be broken if a nation expects to enjoy 
the fruits of economic development.

As soon as the need for change becomes unquestionable,
. I

the means of change are readily available. The first^ step 
should be to expand communications— roads, cheap public trans
portation, electricity, radios, telephones, newspapers, even 
public speeches where no other means are available. Also of 
importance is the ability of the community to digest the altera
tion.

Modern ideas are usually in direct opposition to reli
gion or to much valued family behavior. As the consequence

llbid., pp. 393-394.
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they very often are strongly resisted. One such source of 
resistance may be organized religion since modernization or any 
social change threatens its traditional sources of strength. 
Likewise the traditional family structure may feel threatened 
by modernization. Evidence is available that industrialization 
has the tendency to increase freedom of marital choice, decrease 
marriages within kin groupings, increasing control of fertility, 
and introduce or maintain high divorce and remarriage rates.

Since there appears to be no really good evidence on 
specific methods of increasing other-directedness or market 
morality, McClelland argues that we must be satisfied with 
proposals that arise from theoretical considerations. First, 
an informed public opinion as created by a free press could be 
important. Here the public media becomes the tool with which 
to undermine resistance to modernization by informing people 
and preparing them for change.

It [a free press] not only provides a guide as to 
what new norms are in its editorials, letters, columns, 
and even its comic strips [but] it also can contribute 
to a developing conscience as to how to behave in the 
market place where the traditional sanctions against 
"immoral" or "asocial" behavior are no longer strong.1

Second, the emancipation of women can be crucial in 
bringing about a break with tradition. Such a movement can be 
a strong indicator that modernization is breaking through in a 
country. This action is indicative because women are generally 
the most conservative members of a society. "They must be

llbid., p. 399.
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influenced by the mass media or somehow to adopt new values 
and new norms, if their children are to be effectively brought 
up in a different way in the next generation.

Third, the matter in which other-directedness is 
learned is important. Since group participation in extra
curricular activities plays an important role in teaching 
children to be responsive to the wishes of others, and since 
it is in the primary grades that children learn the value at
titudes that will guide their behavior toward others throughout 
their lives, a new kind of teacher training should be intro
duced that emphasizes the key significance of group partici
pation.

Finally, what economic policy is suitable to increase 
market morality or other-directedness? The psychologist would 
argue that development of centralized employment rather than 
"cottage industries" would more probably cause the psychologi
cal changes necessary to further economic development because 
drawing people out of their homes would probably break up tra
ditional values. New ones would be gained based on wage con
tracts, uniform standards of quality, and the like and thus 
have an influence on the worker's values and beliefs.

The question now becomes; Investment in light or heavy 
industry? The psychologist favors heavy industry since motors 
can be assimilated less easily than simple tools into traditional 
ways of doing things. Thus motors would be almost certain to

^Ibid., p. 400.
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induce the desired changes in attitudes. Motors are also a 
symbolic representation of the new age, thereby introducing a 
new kind of social mobility and ultimately spreading attitudes 
typical of the modern era.

An argument could be developed for electricity as an 
important "instructor" in new values:

It runs motors, gives mild punishment for mistakes, 
and above all brings in new information over the radio 
cheaply, even to nonliterates. Investment in the pro
duction and use of electric power may not only be an 
important index of the speed of economic development, 
it may also be an important agent in producing that 
development.1

How can a country raise n Achievement levels so as to 
speed up economic development? Unfortunately, as has been 
previously shown, the entire culture of a society is imbued 
with its level of n Achievement— its religion, its life style, 
and, most important, its child-rearing patterns. A large- 
scale change, whether intentional or accidental, of child- 
rearing practices cannot be easily accomplished since the fam
ily, the social nucleus of the society, is the primary vehicle 
of the basic motives and values of the culture. It has been 
changed by accident, however, when major social events have 
had far-reaching effects on the family and ultimately on n 
Achievement levels.

There are two major social forces that can have such 
effects— wars and mass ideological conversions. Wars have a 
distinctive and abrupt effect on n Achievement by removing 
authoritarian fathers from the home environment.

llbid., p. 403.
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A country cannot just "decide" to nurture Protestant or

Communist missionary movements in order to raise n Achievement
levels. A strong achievement-oriented nationalist ideology is
important though. The management training courses given largely
by or under the guidance of Americans in many underdeveloped
countries today may help. But the difficulty arises :

. . . that the educational influences which might 
produce higher n Achievement occur too late in life 
after character has already been formed. Both psycho
logical theory and research reported strongly suggest 
that the crucial period for acquiring n Achievement 
probably lies somewhere between the ages of 5 and 10.
Perhaps exposure to high standards of excellence and 
the like will have a lasting effect on n Achievement 
only if it occurs early in life.1

Nursery schools may be able to have a negligible effect on
increasing n Achievement.

Social influences accompanied by ideological conversion 
may increase n Achievement levels. Yet if they lead to mixed 
or confused loyalties they may lower these levels. Conse
quently "changes [introduced] gradually or indirectly without 
strong ideological conviction and fervor may do more harm than 
g o o d . T h i s  therefore stymies a government or an outside 
agency in its efforts to increase national n Achievement levels 
on this plane. McClelland states that:

The methods available are either too uncertain in 
their effect, require an ideological fervor that must 
be "real" rather than artificial, or involve actions 
that would be unacceptable on moral or political 
grounds. Furthermore, the effects, even if they could

llbid., p. 415.
2lbid., p. 417.
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be induced, would ordinarily be long-range, affecting 
the next generation primarily, and most policy makers 
want to know what they can do now to accelerate the 
rate of economic growth in the next five years

If n Achievement is low in general, some methods must
be perceived to discover and aid those entrepreneurs who are
nevertheless high in n Achievement within a country. Realis
tically, a country should more "ficiently use those persons 
who already have high n Achievement, that is, entice more young 
people with high n Achievement into business or productive 
enterprise. A mechanism must be designed to sway these young 
people from electing professions such as the humanities, law, 
and medicine, leaving only those with low n Achievement to 
reluctantly pursue a business career.

Policies calling for the conservation of n Achievement
or entrepreneurship must also be pursued. This could be done
through the centralization of productive enterprise. Perhaps 
the most obvious way of conservation is through the centraliza
tion of production functions by putting these scarce resources 
under the government's umbrella.

To effectively control a program for economic develop
ment, psychologists assert that the excellence of the men 
selected to execute the program is more important than the 
excellence of the plan itself. Good tools are needed both to 
select the best man to run the plan and to "weed out" or re
train those not performing up to standards within the plan. 
Performance criteria may be the hardest to apply in many less

llbid., p. 418.
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developed countries because ofttimes government and business 
are controlled by a small number of families. These families 
may be disinclined to have their sons expelled merely for poor 
performance. Even though performance criteria may be hard to 
apply for these governments, foreign aid programs could man
date as strict criteria for managerial and entrepreneurial 
. talent as they do for the other criteria in the project.

All the important economic and social variables such 
as population growth rate, balanced growth, investment cri
teria, urbanization, natural resources, terms of trade, mone
tary and fiscal policies, etc., have been ignored to this point. 
McClelland says this is due to the fact that:

It is what man makes of his environment that is 
real capital. . . .  It is the human resources that 
count— in particular the level of achievement motiva
tion. . . .  It makes good theoretical sense that 
entrepreneurship can substitute for capital.̂

Simply put this means that if entrepreneurial talent is defi
cient and/or if the motivation is lacking to be efficient and 
to find shortcuts, then any given increase in output will be 
more costly. ■ Human resources make a large difference in the 
capital requirements needed to accelerate economic development.

A reduction in the population growth rate is a "simple" 
and logical means to accelerating economic development. With 
fewer people to divide the existing income, it follows that 
each one will have a somewhat larger share. One plausible 
reason for this is that population, like resources, must be 
evaluated in terms of its quality.

llbid., p. 422.
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The values, motives, and social institutions of less 

developed countries have long been recognized as deterrents to 
rapid economic growth. The expansion of trade and commerce 
has historically been the most powerful factor in reorienting 
and reshaping the socio-cultural environment.

It is "the market," opportunity for trade, which 
creates the entrepreneurial class. Then it is this 
class which, in the pursuit of its objectives, de
stroys the old social order and introduces new values, 
new motives, and new social institutions.1

Hence, there needs to be a favorable economic environment.
Particularly challenging to economists has been the

possibility that development is accelerated by some types of
investment more than others. But McClelland feels that:

. . . if psychological changes are of key importance, 
the question shifts to what kind of investment is 
• likely to have the greatest "psychological multiplier 
effect."2

Concerning foreign aid, two other types of priorities 
have been widely accepted. They are (1) technical assistance 
to agriculture and community development for rural areas and
(2) technical and managerial training. First, agricultural 
aid seems to be the simplest way to raise the real income of 
the largest number of people. Higher income means higher 
saving which permits higher investment in capital improvements 
which increases income, and so on. The following diagram 
summarizes the sequence.

llbid., p. 425.
2lbid., p. 427.
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DIAGRAM 5

THE CIRCULARITY OF ECONOMIC DEVELOPMENT^

Capi-^1 improvement

Higher productivity
Higher investment

Higher saving 
Higher demand

iHigher real income
Capital improvement can be most easily produced through agri
culture because a small thing such as improved seed can have 
relatively large effects with very little disruption of the 
farmer's normal methods. The largest number of people are 
affected for two reasons. First, in less developed countries 
the greatest percentage of the work force is primary producing 
(in agriculture). Second, a maximum number of people can be 
involved since capital improvements in agriculture are rela
tively cheap.

Since less developed countries are very deficient when 
it comes to adequate manpower to carry out economic development, 
priority in aid programs is given to technical and managerial 
training. Hence less developed countries will concentrate on 
the training of these needed skills since forei gn agencies have 
felt that the motives and values of the country's people were 
none of their business.

llbid.,p. 428.
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In summation, less developed countries must work through 

political and economic implications of the plans for economic 
development. For any development program to succeed, it must 
take into account the great importance of highly motivated 
manpower. To give a lasting boost to the less development 
economy, the plan should concentrate on the focal point of the 
development— the entrepreneur and the productive enterprise—  
rather than on aid to health, welfare, and agriculture.

A Critique of McClelland's Model 
A brief, selective statement of supporting and critical 

comments on McClelland's model will now be offered.
B. F. Hoselitz^ praises McClelland's The Achieving 

Society for its primary emphasis on internal factors relating 
to psychology rather than concentrating on external factors. 
Hoselitz's main criticism of the work is that: "psychological 
tests could not be given to the business leaders (and others) 
of past periods, because.these men were dead."2 Hoselitz feels 
that even if McClelland's hypothesis is acknowledged— that high 
n Achievement relates to economic growth and certain child- 
rearing practices relate to high n Achievement— McClelland does 
not discover what the factors are that lead to changes in edu
cation and child-rearing practices that eventually lead to a 
dynamic or static economy.

^B. F. Hoselitz, review of The Achieving Society, by 
D. C. McClelland, in American Journal of Sociology, 68 July 
1962, pp. 129-130.

2Ibid., p. 130,
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G. Katona^ states that McClelland could have gone 

beyond the assertion that economic development is the conse
quence of human behavior. McClelland might have done this by 
examining and "measuring specific psychological factors and 
showing their correlation with subsequent economic p r o c e s s e s . "2

McClelland's hypothesis that the entrepreneur is the 
link between high n Achievement and economic growth may be 
suspect. He states that McClelland is fairly successful at 
demonstrating a relationship between n Achievement and economic 
growth, but does not do as well at establishing a relationship 
between either high n Achievement and entrepreneurs or entre
preneurs and economic growth.

Katona is also disturbed that McClelland haphazardly 
uses the terms entrepreneur, businessman, and manager; that 
trickery and dishonesty are sometimes emphasized; and that the 
routineness of business behavior was not considered.

W. A. Weisskopf^ concludes that at best McClelland's 
study is inconclusive. He states that:

Its main theses are quite plausible if one uses 
introspection and empathy, sharpened by a familiarity 
with modern depth psychology and the psychologically 
oriented social sciences. But their plausibility does 
not seem to be increased by the experimental and 
quantitative methods, because these cannot grasp the

^G. Katona, review of The Achieving Society, by D. C. 
McClelland, in American Economic Review, 52 June 1962, pp. 58 0- 
583.

2 l b i d . ,  p. 581.
3w. A. Weisskopf, review of The Achieving Society, by

D. C. McClelland, in Journal of Political Economy, 70 June 
1962, pp. 311-313.
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totality or Gestalt of a society and because their 
validity is in doubt.1

Weisskopf also thinks McClelland's conclusions suffer from 
"post hoc ergo propter hoc."

S. N. Eisenstadt feels that McClelland "successfully 
demonstrated the possibility that the development of a certain 
type of personality structure may constitute an important ingre
dient of the process of economic development." 
expressed, just as Hoselitz, that the identification of those 
"social settings and mechanisms" causing the changes in economic 
growth were of special significance as indicators "of possible 
approaches to the more general analysis of the interrelations 
between motivation and social settings and processes. Even if 
we do not accept all his detailed conclusions, the general indi
cations of his analysis are very important."4

Eisenstadt argues that McClelland's main analytical 
shortcoming is his neglect "of the influence of different social 
settings on the building of n achievement into different types 
of social activities."^

K. Hester® takes exception to McClelland's methods of

llbid., p. 311.
2 l b i d . , pp. 312-313.
3s. N. Eisenstadt, "The Need for Achievement," Econom

ic Development and Cultural Change 11 (July 1963):420-431.
4Ibid., p. 425.
S i b i d . , p. 430.
®K. Hester, "The Achieving Society: A Review Note,"

Indian Economic Journal 10 (April 1963): 44 0-444.
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testing for n Achievement by stating that "from an economist's 
point of view . . .  it provides an ordinal, not a cardinal, 
measure. Thus McClelland is forced to use rank correlation or 
chi-square techniques, rather than more powerful regression 
analysis.

Hester seems to agree with McClelland and others that 
"economic growth is not merely a technical phenomenon, it is 
also a psychological and sociological o n e . "2 Hence, McClel
land 's contribution is the emphasis on the motives of people 
in a society.

S. P. Schatz^ believes that through his book, McClel
land "has become so attached to his own hypothesis that he has 
unconsciously selected and used data in a way designed to sup
port rather than test his t h e o r y . S c h a t z  divides his criti
cism of McClelland's hypothesis into five specific areas :
(1) the choice of data; (2) the method of analyzing the data;
(3) the hypothesized causality of n Achievement and economic 
growth; (4) the apparent bias, in light of the deficiency in 
sampling and the unreliable nature of the data; and (5) the 
conflicting conclusions of McClelland's study and what eco
nomists think they know about economic growth.^

l l b i d . , p. 443.
2 j b i d . , p. 444.
3s. P. Schatz, "n Achievement and Economic Growth: A

Critique," Quarterly Journal of Economics 79 (May 1965):234-247.
4 I b i d . ,  p .  236.
Sibid., pp. 236-241.
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F. Redlich^ feels that when McClelland considers human 

motivation as a key factor to economic development, he isolates 
this factor to the point of "one-sided exaggeration and conse
quently . . . distortion of reality."2 Redlich believes that
in reality the actions of men (and in this case, therefore 
economic development) cannot be determined by any single motive. 
Perhaps this is due to the fact that personality theory is not 
rounded out, and therefore McClelland's motivation theory can
not be rounded out.

Redlich cites that Schumpeter in his History of Economic 
Analysis blasts people who define one function of the entrepre
neur as risk-taking because decision makers of large-scale 
enterprises do not bear the financial risk brought about by 
their decisions. Since the providers of capital perform the 
risk-taking function, risk cannot be but "a minor element in 
crucial decisions of big business."2

Finally, Redlich criticizes McClelland for not inte
grating n Achievement with the totality of 'motivations, which 
leaves his findings on the theoretical level. Hence, there is 
a gap between theory and reality. Redlich feels that McClel
land 's policy prescriptions, therefore, might be dangerous.^

^F. Redlich, "Economic Development, Entrepreneur ship, 
and Psychologism: A Social Scientist's Critique of McClel
land 's Achieving Society," Explorations in Entrepreneurial 
History 1 (Fall 1963)tl0-35.

2lbid., p. 13.
3lbid., p. 26.
4lbid., p. 33.
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B. Higginsl argues that McClelland ignores awkward 

results and only keeps the ones that suit his purposes. Hig
gins is not sure what is being measured by the scoring of 
school readers and doubts that it is the cause of high rates 
of economic growth, regardless of what McClelland a r g u e s .  ̂ To 
be sure, Higgins also questions the measure of economic devel
opment that McClelland uses. Higgins further criticizes Mc
Clelland' s experiments and statistical tests and claims that 
an econometrician's work would be more cautious.^

In order to make what Higgins considers a real contri
bution , McClelland's Achieving Society should have been able 
to devise a clearer definition and a uniform measure of n 
Achievement, show that there is a stronger link between n 
Achievement and entrepreneur ship than between n Achievement 
and other variables, and provide an operational method for 
creating and directing n Achievement.^ Otherwise, the impli
cation is that McClelland's hypothesis may be regarded as "not 
proven."5

J. M. Culbertson® argues that McClelland's approach 
should be broadened in at least three respects because there

^Higgins, Economic Development, pp. 241-249.
2Ibid., p. 243.
3see Ibid., pp. 248-249 for specific detail.
4Ibid., p. 249.
Sibid., p. 245.
Gculbertson, Economic Development, pp. 287-289.
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might be differences in definitions of achievement from one 
society to another.1

J. H. K u n k e l 2  has a diagram (Diagram 6) showing the 
sequence of McClelland's model. He argues that the major prob
lem with McClelland's theory is:

. . . that only behavior— verbal and other types— is 
observed and counted. Need-achievement, as a charac
teristic of a person's internal state, is inferred 
from a large variety of actions. This leads to some 
circularity in the argument, for if high n-achievement 
is inferred from certain actions, and if other actions 
are assumed to be the consequence of high n-achievement, 
all that is said is that the two types of action have 

■ certain characteristics in common.3
Kunkel feels that McClelland has problems in his correlations
between child-rearing practices and n Achievement and between
n Achievement and subsequent behavior. "Little is said— perhaps
little can be said at present— about the nature and operation
of these links.

Kunkel does feel that McClelland's new conception and 
treatment of n Achievement has resulted in substantial develop
ment of at least three major areas : "the nature of n-Achievement,
the possibility of its alteration in later life, and the impli
cations of such alteration for development programs."^

I s e e  I b i d . ,  p p .  288-289 f o r  s p e c i f i c  d e t a i l s .  

^ K u n k e l ,  S o c i a l  a n d  E c o n o m i c  Growth, p p .  94-101. 
3 l b i d . ,  p p .  96-97.
4 Ibid.,  p .  97.
Sibid., p. 98.



DIAGRAM 6
McCl e l l a n d 'S t h e o r y by k u n k e l
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Source: J. H. Kunkel, Social and Economic Growth: A Behaviorial Perspective 
of Social Change. (New York: Oxford University Press, 1970), p. 96.
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Another diagram of McClelland's theory is presented by 

P . Kilbyl in Diagram 7 :
DIAGRAM 7 

McCl e l l a n d's t he o r y by k i l b y2

Ideological__^ entrepreneur ial 
values behavior
Ideological  ̂family  ̂need for  ̂entrepreneurial
values socialization achievement behavior

Kilby notes that:
McClelland's theory makes fewer assumptions about 

values, cognitions, and motives other than the need 
for achievement, it is less open to the criticism of 
relying upon unverified psychoanalytical constructs 
concerning man's internal state.2

Kilby argues that McClelland attempts to systematically test 
hypotheses. Unfortunately, a la Kilby: ”. . .  closer inspec
tion reveals that the indices that are correlated are not eco
nomic growth and need for achievement.'"^ McClelland has "inge
niously manufactured proxi-variables and his interpretation of 
results do not stand up to the most sympathetic scrutiny."^

E. E. Hagen® discusses McClelland's statistical weak
nesses which diminish the impressiveness of his conclusions.

iKilby, Entrepreneurship, pp. 1-40.
2lbid., p. 8.
^Ibid., p. 11.
4Ibid., p. 19.
Sibid., p. 20.
^Hagen, Economics of Development, pp. 271-273.
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Hagen criticizes McClelland for using simple regression instead 
of multiple regression "[because] the two independent variables 
may themselves be related causally, [and therefore] the method 
may lead to invalid results.

T. Morgan^ finds McClelland's hypothesis to be a 
conclusion simply made. "Since human work and management input 
into production is more important than any other kind of input, 
it would seem very likely that some kind of psychological shift 
would be correlated with growth changes."^

Morgan criticizes McClelland on three grounds: one,
statistical grounds (as mentioned by Hagen); two, because of 
varying time lags between changes in n Achievement and the re
sulting changes in economic performance; and three, his mea
sure of economic growth. Morgan does not elaborate further on 
these criticisms.4

In summary, the main criticisms on McClelland seem to 
concentrate on the adequacy of his psychological explanations, 
and on the validity of his quantitative testing of the various 
hypotheses, of the role of psychology in explaining economic 
development, and of his conclusions.

The main support for McClelland's model is for his 
placement of man as the key to economic development. In

llbid., p. 272.
^T- Morgan, Economic Development: Concept and Strategy

(New York: Harper & Row, Publishers, 1975), pp. 92-93.
3lbid., p. 92.
4Ibid.
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addition, he provides a model that attempts to test empirically 
for the personality formation of the entrepreneur. While his 
work is marred by errors, especially statistical errors, he 
has made an attempt to combine theoretical and empirical study, 
and this has stirred considerable interest in the topic.

As has been the case with Schumpeter and Hagen, there 
are several unresolved questions concerning McClelland. Is 
it possible to combine advantageously McClelland's model with 
any other models of economic development? This will be at
tempted in Chapter VI.



CHAPTER VI 

A COMPARISON AND A SYNTHESIS

This chapter represents a comparison and a synthesis 
of the theories of Joseph A. Schumpeter, Everett E . Hagen, and 
David C. McClelland. It is hoped that the emerging composite 
model will be more useful than the separate models in explaining 
the process of economic development.

Similarities and Differences
It has been shown that all three authors, Joseph A. 

Schumpeter, Everett E. Hagen, and David C. McClelland, are vi
tally concerned with the discovery of the cause of economic 
development. Their approaches, however, differ. Schumpeter 
presents an. explanation of development caused by discontinuous 
spurts of entrepreneurial activity and offers an explanation of 
the business cycle as an integral part of that explanation.
Hagen explains economic development by presenting a model of 
society which deals with the interrelationships of the physical 
environment, social structure, personality, and culture. More
over, McClelland presents a model to explain economic develop
ment with psychological and sociological elements.

Hagen's model is the broadest; it attempts to analyze 
the process by cutting across interdisciplinary borders— eco
nomics, sociology, psychology, and anthropology. McClelland's

130
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model attempts to use sociology and psychology as primary tools 
to explain economic development. It is Schumpeter who relies 
primarily on economics to explain economic development.

Obviously each man has been affected by a variety of 
forces and people. Schumpeter appears to have been influenced 
by Walras and the Austrian School and, to a lesser extent, by 
Max Weber. Max Weber, Sigmund Freud, and the School of Experi
mental Psychology seem to have made an impact on McClelland.
The influences on Hagen seem to have been Sigmund Freud and a 
host of other people in various disiplines.

An economic model is said to be "dynamic" if at least 
one observable variable in the equation contains a function of 
time such as a trend or seasonal fluctuation.i A dynamic model 
analyzes what happens from one equilibrium situation to another. 
A "static" model concentrates only on the definition of equili
brium positions and the requirements for equilibrium; it is not 
concerned with the path by which the equilibrium position is 
reached or ,the time it takes for equilibrium to be achieved.2
Accordingly, all three theories are dynamic theories as opposed 
to static theories. Schumpeter's, Hagen's, and McClelland's 
models do contain variables which are functions of time, as 
one would expect in any development theory.

Another attribute of a model is its stability. A model 
is stable if through time, when there is a displacement in the

Id . Greenwald and Associates, The McGraw-Hill Diction
ary of Modern Economics. 2nd ed. (New York: McGraw-Hill BookCompany, 1972) , p. 183.

2Ibid., pp. 556-557.
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model, it moves toward equilibrium. Take, for instance, the 
classic "ball in a bowl" example! situated as shown in Fig
ure 3(A). If the ball is moved, it will roll until it fi
nally finds a resting point, i.e., an equilibrium point. This 
situation illustrates a stable equilibrium. A stable model may 
also be characterized by smooth, continuous changes. A model

FIGURE 3 
THE BALL IN A BOWL

(A) V ) (B)

is unstable if through time, when there is a displacement in 
the model, it moves away from equilibrium. Again, using the 
ball in a bowl example, situate the ball on the bowl as shown 
in Figure 3(B). Move the ball from its equilibrium point, 
and it moves away from equilibrium. An unstable model may also 
be characterized by■discontinuous jumps or spurts in the vari
ables. I

Schumpeter's model is stable in the sense that the eco
nomy is moving toward a new equilibrium, but is unstable in the 
sense that the movement of the economy is along a discontinuous 
growth path. Hagen's and McClelland's models are stable in 
the sense that the economy is moving toward a new equilibrium 
position. Unfortunately, no one among the three writers speci
fies a length of time required for the equilibrium to be reached.

^This is an explanation of Dr. J. K. Stephens' class
room presentation of growth theory.
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Schumpeter uses a priori theorizing to present his 

model while Hagen uses historical evidence. McClelland, on 
the other hand, uses as a theoretical backdrop the personality 
theory of Freud and then begins building his model by using 
the methods of experimental psychology. McClelland allows the 
data to control his theory, rather than a priori theorizing. 
Both Schumpeter and Hagen deal with ideal types (a mental con
struction of the entrepreneur) while McClelland specifies a 
real type— hence the entrepreneur is quantified.

Schumpeter is the only writer of the three who seems 
to believe in economic determinism. Economic determinism is 
the Marxian belief that events in history are determined by 
the economic institutions of the time, as opposed to being de
termined by the wishes and wills of the individuals of that 
period. In contrast, Hagen and McClelland believe that his
torical events are determined by individuals, not by economic, 
institutions. A case could be made that McClelland and, to a 
lesser extent, Hagen are "psychological determinists" since 
psychology plays such an important role in their theories of 
economic change.

In a sense each writer has used some historical sequence 
or economic stages. The sequence that each of the three theo
ries follows can be seen in Diagram 8.

Schumpeter, although pessimistic about the future of 
capitalism, devotes more time to explaining development in a 
capitalist society, but not to the exclusion of other types of 
economic systems- although Hagen’s model does not specify any



DIAGRAM 8
THE SEQUENCE OF SCHUMPETER'S, HAGEN'S, AND MCCLELLAND'S THEORIES

Schumpeter's Theory 
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Hagen's Theory 
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Circular Flow at Higher Standard of Living



135
particular economic system, some form of capitalism, appears 
implicit. McClelland, who favors the capitalistic system, has 
had encouraging results on n Achievement from the communistic 
countries. Nevertheless, a basic and important commonality of 
all three models is that the economic system involved must 
allow enough economic freedom for the entrepreneur to innovate. 
Hence economic freedom is likely to be a prerequisite for each 
model.

Concerning the cause(s) of change, it must be observed 
that in each theory it is due to internal (as opposed to ex
ternal) factors— increased entrepreneurial activity! Using 
the Walrasian framework, in no case are there any traditional, 
external economic factors, e.g., increasing population or in
creasing saving, causing economic change. Each theory might 
be referred to as a "spontaneous mechanism"— "spontaneous" be
cause of its internal causes and "mechanism" because those in
ternal changes are examined within the interrelationships of 
the whole system.

Equally important, the cause of change may be either 
accidental or deliberate. The initial cause of change in Ha
gen 's model— the withdrawal of status respect— may develop be
cause of some historical accident, or it may develop deliberately 
if there is a change in power by force. In McClelland's model 
the cause of change is an increase in need achievement. This 
may be accomplished either by a historical accident such as a 
change in the values of mothers or by deliberate means such as 
the use of motors in a primitive society. Schumpeter's causes
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of change are the deliberate actions of entrepreneurs which, 
because of the definition of the entrepreneur, are never an 
accident. In summation, the cause of change in both Hagen's 
and McClelland's models may either by accidental or deliberate, 
while in the Schumpeterian model, it is always deliberate.

The instigator or perpetrator of economic change is 
the entrepreneur. Since the entrepreneur is a special person 
and the cause of change, all three theories may be considered 
elitist— elitist in the sense that only a select few, not the 
masses, bring about economic change.

Schumpeter apparently rejects hedonism— the rational 
utilitarian model— because the entrepreneur may act irrational
ly in his innovations. To the contrary, Hagen's personality 
theory relies on hedonism, and the model is a rational one, 
especially concerning the teaching of children. Rather than 
hedonism, McClelland relies primarily on need achievement, a 
different psychological motive, as the primary motive of his 
theory. McClellandidoes not reject the idea of utility— the 
relationship between goods and man's pleasure or pain. Rather 
he rejects the idea that man acts rationally. Man is thus mo
tivated by reasons other than hedonism (utility), that is, 
need achievement. This rejection of hedonism is not meant to 
put a shaft through traditional demand theory. In fact, demand 
theory is accepted, and the implication of the rejection of 
hedonism does not seem to concern McClelland.

Schumpeter defines the entrepreneur essentially as the 
person who carries out new combinations of production. The
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entrepreneur disrupts the circular flow and receives an income 
(profit). Moreover, the entrepreneur acts as the "Schumpeterian 
entrepreneur" when the factors of production are combined for 
the first time. The moment routine coordination of the factors 
of production occurs, the Schumpeterian entrepreneur disappears! 
Hence this eliminates the Marshallian function (management) of 
the entrepreneur. Schumpeter is quite emphatic in stating that 
the entrepreneur is not a risk bearer— that is a function of 
the capitalist. In summation, the Schumpeterian entrepreneur 
is the person who combines the factors of production with the 
expressed purpose of carrying out new combinations. Certainly, 
there is some decision making under uncertainity, some manage
ment responsibilities, and possibly risk bearing, but only when 
he provides the capital in the process of carrying out new com
binations.

Hagen uses the term innovator to refer to the entrepre
neur. His concept is similar to Schumpeter's in the sense that 
the innovator is the person who, upon arriving at a new mental 
conception, proceeds to convert that conception into action or 
into material form. Moreover, this person organizes reality 
into a relationship embodying a new mental or aesthetic concept 
which is better than the old concept. To Hagen a technical 
innovation may only involve the design or rearrangement of some 
items of physical equipment or may involve the reorganization 
of a group of human beings into a going concern that carries 
out a new concept. In the latter case, there is always the 
management of human beings. It appears that Hagen’s innovator
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corresponds quite closely to the Schumpeterian entrepreneur 
rather than to the Walrasian definition of entrepreneur— the 
coordinator of the factors of production. As a result, Hagen's 
innovator is entitled to a share of the distribution of income 
(profit). As stated earlier, both Hagen and Schumpeter have 
constructed an ideal type which does not lend itself to quan
tification.

Quite t., the contrary, McClelland defines the entre
preneur as a person who exercises control over the means of 
production and produces more than he can consume in order to 
sell (or exchange) it for personal (or household) income. A 
full-time entrepreneur is one that receives at least 75 percent 
of his income from entrepreneurial activities. Thus this defi
nition is specified in such a way as to be a statistical defi
nition, and as such, it differs from Schumpeter's and Hagen's 
definitions. Although he provides a statistical definition, 
McClelland does not carefully delineate the functions of the 
entrepreneur as do Schumpeter and Hagen. In fact, in the func
tions of the entrepreneur, McClelland combines risk taking, 
coordination of the factors of production, and innovation of 
new ideas, all of which allow a residual claim on income. 
Moderate risk taking is important in McClelland's n Achievement.

All three writers agree that their entrepreneurs are 
innovators of new ideas; coordinators of the factors of pro
duction (to varying degrees); claimants of residual income; 
and risk takers, but not risk bearers.
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Regarding the characteristics of the entrepreneur, 

Schumpeter describes the entrepreneur as one who possesses ini
tiative, authority, foresight, intuition, mental freedom, lead
ership, and social deviance. He is self-centered— not culture 
bound. Moreover, he is irrational. Hagen's entrepreneur pos
sesses creativity, is open to experience, is confident and con
tent, gains satisfaction in facing and attacking problems, is 
intelligent and energetic, and has a sense of duty to achieve. 
McClelland's entrepreneur is a moderate risk taker (in that 
risk taking is a function of skill, not chance); is energetic 
and/or involved in novel, instrumental activity; faces individ
ual responsibilities; desires knowledge of the results of his 
decisions; anticipates future possibilities; and possesses 
minimal organizational skills. McClelland's entrepreneur also 
possesses high need achievement. In fact, in varying degrees, 
all three writers agree with the entrepreneurial characteristic 
of the need to achieve.

What brings about these various entrepreneurs? Schum
peter's entrepreneur is brought about by the joy of creating 
or the delight in venturing. Hagen's entrepreneur is generated 
by anxiety in his (the entrepreneur's) personality, and the re
lease of this anxiety takes the form of innovation. McClelland 
cites the values of the mother in child-rearing as fostering 
high need achievement which bears directly on entrepreneurial 
activity.

What will improve the climate for entrepreneurial ac
tivity? Schumpeter's entrepreneur appears in swarms or
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discontinuously; therefore, it would be necessary to make a 
society such that there is joy in venturing and creating. 
Schumpeter, however, is rather vague regarding a policy pre
scription. Hagen and McClelland seem to be more clear on this 
question. In the case of Hagen there must be a change in the 
personality brought about by a withdrawal of status respect.
This in turn results in anxiety and later in creativity and 
innovation. Thus the policy prescription is to cause a with
drawal of status respect by social engineering or planning. 
McClelland's idea of how to foster entrepreneurship is to de
velop values similar to the Protestant religion, which glorifies 
work. By glorifying work attitudes the mother can train her 
child to have high need achievement. Again, social engineering 
or planning would be required.

Each writer specifies a similar production function.
The commonality is the specification of the entrepreneur in the 
production function. As a result, the production function would 
be : I

Q = a[f(L, R, K, E, T)], 
where a is the coefficient for technical progress, L i s  labor,
R is natural resources, K is capital, E is entrepreneurship, 
and T is time. All three writers specify the production func
tion with the entrepreneur as a factor. This is an attempt to 
reduce the residual in economic growth that was mentioned in 
Chapter I.

Schumpeter's model explicitly assumes a general equili
brium condition as the starting point of analysis. Hagen and
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McClelland do not make this explicit assumption, but it is im
plicitly understood.

The roles of money, credit, and banking are important 
in the financing of the Schumpeterian entrepreneur. It is the 
banker and the creation of money that play an integral part in 
his business cycle and development theory. Hagen mentions that 
it is necessary to provide savings in the form of supplying 
capital to the entrepreneur, but goes on to minimize its impor
tance. McClelland's model has no place for money, credit, and 
banking-

The explanation of the business cycle is one of the 
contributions of Schumpeter's theory. On the contrary, Hagen 
and McClelland do not discuss the business cycle at all.

The importance of education in the development process 
has already been discussed in Chapter II. Education becomes 
an important policy variable for both Hagen and McClelland. 
Education via social and economic planning provides an outlet 
for the training of parents in the techniques of child-rearingi. 
Hence education is a critical variable for the personality 
formation of children in less developed countries in the models 
of Hagen and McClelland, while it is of little importance in 
Schumpeter's model. Schumpeter is not concerned with education 
in his model.

Class.and status, (one's position in society) are dis
cussed in the context of the entreprenuer in Schumpeter's 
model. According to Schumpeter, a class is a social entity 
which can be observed, participated in, and characterized by a
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class spirit.1 It is a real social phenomenon. Class bound
aries are established by the interaction between the members of 
society. Hence behavior determines class. The individual has 
no control over the class into which he is born. As a result, 
the individual's family ties determine his class position. De
viation or "rocking the boat" brings about class m o v e m e n t . 2

To Schumpeter, there is a direct relationship between 
a class's social rank and its function in society. Hence, every 
class fulfills a specific function. The relative position of 
a class is determined (1) by the significance that society 
attaches to the function it fulfills and (2) by how well the 
class performs its specific function.2

Schumpeter indicates that the entrepreneurs do not form 
a social class because there are so few of them. He does indi
cate that they are social deviants, however. This is the es
sence of Schumpeter's comments on class and status.

Class and status play a very important role in Hagen's 
theory because it is ithe movement of class or the loss of 
status (withdrawal of status respect) which influences person
ality development through anxiety. Likewise, in McClelland's 
model, social class and status affect the formation of the 
child's values and desire to achieve. Money and wealth are 
measures of success. Achieved status is evaluated by the

Ij. A. Schumpeter, Imperialism and Social Classes (New 
York: Augustus M. Kelley, Inc., 1951), p. 140.

2 Ibid., p. 158.
3lbid., p. 179-180.
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individual's accomplishments or achievements. Ascribed status 
is evaluated in terms of fixed characteristics acquired at 
birth. All three writers indicate that money is the reward for 
entrepreneurial activity. Status is received in recognition of 
innovation.

Religion provides the backdrop for McClelland's theory. 
In fact, the Protestant religion and the values it instills in 
people foster high n Achievement. High n Achievement is the 
link to entrepreneurial behavior. The religion does not have 
to be Protestant, but the religion should be conducive to high 
n Achievement. Hagen discusses religion in the context of 
looking for new values after the loss of status respect. Reli
gion may provide the mechanism for new values. In Hagen's 
model, religion is not as central to the development of the 
entrepreneur as in McClelland's model. Schumpeter's model has 
no place for religion.

Values, as it has been alluded to earlier, play an 
active part in Hagen's and McClelland's models because of the 
nature of their models, i.e., personality models. On the con
trary, values are of no importance in Schumpeter's model.

A major policy implication of the Schumpeterian model 
would be that the necessary inducements be provided to attract 
private entrepreneurs or to allow the government to act as the 
entrepreneur. Both Hagen and McClelland would use psychological 
variables to effect economic development such as changing edu
cational programs or curriculums.
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The policy prescriptions, if there are any, would be 

long-run oriented. Hence long-run planning would be required.

A Coinmon Model 
This section presents a common model of economic devel

opment based on the theories of Joseph A. Schumpeter, Everett E. 
Hagen, and David C. McClelland. One can think of explaining 
economic development by letting a pie represent the whole sys
tem. The components of the system include economics, political 
science, anthropology, psychology, history, and sociology.

FIGURE 4
REPRESENTATION OF THE WHOLE SYSTEM

Political S c i e n c e / " ' S
/ \Economics 

Psychology! J
\r I \  y  Sociology Anthropology\. J^ — history

This model presents a reconciliation of the ideas pre
sented by Schumpeter, Hagen, and McClelland. Specifically, the 
model' presents a synthesis of historical sequence, a definition 
of the entrepreneur, the characteristics of the entrepreneur, 
and the personality theory of the entrepreneur. First, it is 
necessary to present a synthesized historical sequence. Dia
gram 9 shows a flow chart, of this sequence.

The starting point of the synthesized analysis is Schum
peter's circular flow. As discussed earlier, the circular flow 
is "an unchanging economic process which flows on at a constant 
rate in time and merely reproduces itself."1 Economic life

^Schumpeter, Business Cycles, pp. 35-36.
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DIAGRAM 9

SYNTHESIS OF THE HISTORICAL SEQUENCE OF THE MODELS 
OF SCHUMPETER, HAGEN, AND MCCLELLAND
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flows in a definite and constantly recurring pattern. The eco
nomy is an isolated community where private property, division 
of labor, and free competition prevail; where everyone lives 
on goods produced in the preceding period; where market pos
sibilities are known by experience; and where there are no 
changes except in response to external factors.

A general equilibrium condition is assumed. If any 
element within the system is dislocated, there will be forces 
within the system which will move in such a way as to react to 
the disturbance and absorb it.

Meanwhile, the society at this point is a traditional 
society and therefore is custom-bound, hierarchical, ascriptive, 
and unproductive. The people in the traditional society are 
authoritarian because they are tradition directed. Every per
son finds his place in the authoritarian hierarchy of human 
relationships. Conflict is obviated by submission to persons 
of superior status. Domination over inferiors permits each 
individual to vent his aggressiveness. The uncreativity which 
exists stems from fear— of the world and its problems— and from 
preferring to let superiors decide on the rightness of solu
tions to issues about them.

The authoritarian personality, like any personality, 
is determined during the first six to eight years of life. 
Parents of children in a traditional society regard the infant 
child as a fragile object to be protected and possibly indulged. 
The early indulgence or protectiveness later becomes control.
The primary duties of the child are to learn a certain set of
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rules.1 These rules, which are brought about by submission, 
teach the child need dominance. Rage is the result. The child 
vents some of his/her rage by dominating his/her juniors and 
those who are smaller than he/she. Moreover, the child learns 
that it is satisfying. During the Oedipal period, due to harsh, 
abrupt, and severe training by the authoritarian father, a 
climax in personality formation occurs.

Class relationships are fixed, and the structure per
sists. Thus, in a traditional society everything fits and will 
be perpetuated unless there is a powerfully disruptive force. 
When members of a group sense that their status is no longer 
respected by those whose opinions they value and respect, ten
sion is created within them. They cannot value both their 
position in life and the opinior of other groups. This lack 
of respect for one's purposes and values in life is the central 
aspect of the withdrawal of status respect. Unquestionably, 
the withdrawal of status respect causes extreme anxiety and 
alienation from traditional values as well as other personality 
changes. Its appearance in a society acts as "a powerful sol
vent of the cement which binds the society together.

The conflict, the frustration, the anxiety, and later 
the rage created in the individuals by the withdrawal of status 
respect alters the home environment. This process changes the 
personalities of the next generation, and these effects, either

^See Chapter IV, for further explanation of these rules. 
^Hagen, Social Change, p. 191.
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in one generation or over several generations, are of crucial 
importance for the theory of social change. Although adult 
personalities are altered somewhat by the withdrawal of status 
respect, the far-reaching results are seen in the personalities 
of the children in their formative years— the first six to 
eight years of life. At this point.the various possible per
sonalities are (1) retreatist, (2) ritualist, (3) reformist, 
and (4) innovative.

The safety behind the repression of the point asso
ciated with the original withdrawal of status respect propels 
each generation farther into apathy where their needs and values 
are concerned. Thus, with each generation of denial, the de
gree of retreatism increases. "As retreatism deepens in suc
cessive generations, it creates circumstances of home life and 
social environment that are conducive to the development of in- 
novational personality."1

Values that are associated with Protestantism and mod- 
eî n industrialism provide the backdrop for the mother's child- 
rearing practices. These values are translated through the 
mother's setting of high standards for her children into self- 
reliance and mastery. The result is the creation of high need 
achievement in those children. Need achievement— the desire 
to excel— is the link to entrepreneurial activity.

The entrepreneur is that person who arrives at a new 
mental conception and then converts it into material form by

llbid., p. 217.
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using new combinations of the factors of production. In the 
process of combining these factors of production for the first 
time, he disturbs the circular flow, and as a result, he is 
entitled to an income called profit. To be considered a full
time entrepreneur, he must receive at least 75 percent of his 
income from such activity. This entrepreneur possesses simul
taneously the combined characteristics of Schumpeter's, Hagen's, 
and McClelland's entrepreneurs. These characteristics were 
discussed earlier in this chapter.

Entrepreneurial activity is a response to anxiety; 
specifically, incessant anxiety is the driving force of entre
preneurial activity as well as the joy of creating. The anxiety 
caused by the withdrawal of status respect and the demands the 
mother puts on her child during the training period. Innova-' 
tional activity or need achievement is related to three child- 
rearing variables: (1) low authoritarianism, (2) warmth within
the family, and (3) high standards of excellence set by the 
parents. ,

Entrepreneurial activity is not a lasting condition, 
but merely a temporary occurrence which disrupts the circular 
flow. Entrepreneurial ability is not an inheritable charac
teristic. Entrepreneurs may form a social class, but it is 
doubtful since there will be only a relatively few entrepreneurs.

Now Schumpeter's business cycle process of credit crea
tion and inflation, entrepreurial profits greater than zero, 
entry into industry, and repayment of loans and. deflation 
takes place as discussed in Chapter III. The values and
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child-rearing practices tend to be commonplace and are no 
longer likely to be conducive to fostering high need achieve
ment and, thus, entrepreneurial activity. The society begins 
to approach the traditional society it left. The end result 
is that the economy and the society are at a higher level 
than before. Here the process begins again.



CHAPTER VII

SUMMARY AND CONCLUSIONS

This Study has discussed the coefficient of ignorance 
and suggested that the respecification of the aggregate produc
tion function might reduce the coefficient of ignorance. The 
variable to be added is the entrepreneur. In addition, a 
working definition of the entrepreneur and the entrepreneurial 
function have been offered. Next the role of the entrepreneur 
in economic development has been discussed. The literature 
agrees that the entrepreneur is a significant variable in the 
development process, but offers differences on the definitions, 
functions, and related policy prescriptions concerning entre
preneurship. The concept of human capital in economic develop
ment has been discussed. It has been pointed out that invest
ment in human capital may provide the stimulus for an increase 
in entrepreneurship. Moreover, the economics of education as 
related to economic development has been discussed. The eco
nomics of education may be viewed as a subset of human capital 
theory. It has been suggested that less developed countries do 
not need extensive formal education now, but rather they need 
informal education and on-the-job training. In any case, the 
importance of manpower programs has been stressed in both the 
discussion of human capital and the economics of education.

151
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Next the three theoretical models were discussed and 

critiqued. Joseph A. Schumpeter has shown us that when the 
"Schumpeterian entrepreneur" acts in discontinuous spurts, he 
disrupts the circular flow. This process is instrumental in 
bringing about economic development as well as a business cycle. 
The business cycle is an integral component of Schumpeter's 
theory of economic development. Everett E. Hagen has under
scored the role of personality theory in economic development. 
Using Freudian theory he postulates that a withdrawal of status 
respect, through generations of personality changes, develops 
creative personalities. Creative entrepreneurship then causes 
economic growth to begin. David C. McClelland has used per
sonality theory and experimental psychology to form his theory 
of economic development. The development of need achievement 
is a critical variable whereby the entrepreneur stimulates 
economic growth. To be sure, the literature on these models 
is extensive. A conclusion that can be drawn is that each 
theory is quite controversial.

A main thrust of this dissertation has been to point 
out the similarities and dissimilarities of the three entrepre
neurship models of Schumpeter, Hagen, and McClelland. There 
have been enough similarities so that the models could be syn
thesized into a common model. The synthesized model is an in
terdisciplinary one. The three theories provide a theory of 
entrepreneurial supply, and in each case the entrepreneur is 
the critical variable that brings about economic development. 
Hagen and McClelland have primarily used psychological tools
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to explain the process. The policy prescriptions are primarily 
long run, but that ought to be expected since economic devel
opment is a long-run phenomenon. Nevertheless, it might be 
advisable to suggest manpower training in the short run while 
simultaneously using social engineering to change the cultural 
values that will affect later generations and result in an in
crease in creative entrepreneurship.

The contributions of this study specifically include 
the following. First, the definition of the entrepreneur has 
been clarified and qualified. Likewise, the functions of the 
entrepreneur have been limited to specific circumstances. With 
this improved definition it may be possible to. collect the 
necessary data on entrepreneurial activity in an effort to deal 
with this activity on more quantitative terms.

Second, the aggregate production function has been re
specified to include the entrepreneur. In the synthesis of 
the models, several social sciences were combined in an attempt 
to theoretically reduce the residual or the coefficient of ig
norance. Any attempt to explain the residual must necessarily 
look outside the economic determinants of growth. Thus this 
dissertation represents a step in the right direction toward 
breaking the traditional shackles of economic theory by con
sidering noneconomic factors. The common model provides a 
more relevant explanation of the process of development in 
the real world.

Third, since development is a long-run process, the 
discussion of the entrepreneur provides a vehicle to speed up
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and to sustain growth and development. Each of the three 
theories and the common model state that the entrepreneur is 
a significant variable and that it is the entrepreneur via 
his innovations who can stimulate the economy toward economic 
development.

Fourth, this study has presented the viewpoint that 
the society in its values, culture, and mores must be ready 
for economic development. This does not, however, take place 
overnight or by some exogenous shocks, and there are no in
stantaneous adjustments. It takes time for the process to 
occur.

Fifth, a number of policy suggestions have been of
fered. Notwithstanding that any policy prescription depends 
on the country and its resources, the process of economic de
velopment requires some intermediate and long-run social and 
economic planning. To be more precise, in the model, educa
tion is a critical policy variable which affects entrepreneur
ial behavior. There must be education for parents in child- 
rearing for the long term and whatever remedial education is 
■necessary to get the people working productively for the short 
term. Any plan must look at how these changes affect entre
preneurial behavior, both now and in the future.

Sixth, on the practical side, this model does not sug
gest quick, rapid development because personality formation 
takes several generations. Nevertheless, it does provide a 
more realistic backdrop than previously offered. Because of 
the long-run orientation of the model, it is not likely that
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the proposed theory will be politically popular since inhabi
tants of less developed countries want development now. Thus, 
the model needs to have incorporated into it some short-term 
policy prescription variables. To do this, more research is 
needed not only on the theoretical level, but also on the em
pirical level. It is anticipated that with the clarified def
inition of the entrepreneur and the respecification of the ag
gregate production function, a basis for additional fruitful 
research is provided.

In the final analysis, this study suggests that to un
derstand the process of economic development, there needs to 
be more interdisciplinary research and a broadening of the 
economist's horizons by the inclusion of noneconomic variables.
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