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Abstract

This paper aims to provide a possible expla-
nation for the strange reoccurrence of the dual 
economy in developed countries. The dual eco-
nomy is understood as consisting mainly of two 
sectors that differ in productivity, salaries, and 
related characteristics. It was hypothesized the-
re is a relationship between secular stagnation, 
the slowdown in productivity growth, stagnation 
in wages, and the dual economy’s reoccurrence. 
In explaining this relationship, technological pro-
gress and the process of globalization, which have 

been prevalent in recent decades, play a crucial 
role. It is concluded that the era of the new dual 
economy and the productivity paradox represents 
a particular phase of economic growth. Since 
the phenomenon of the reoccurrence of the dual 
economy in developed countries has been noticed 
and studied only recently, further research is nee-
ded, focusing on the empirical studies.

Keywords: dual economy, productivity para-
dox, secular stagnation.

1. INTRODUCTION 
In this paper, the dual economy is un-

derstood as an economy consisting mainly 
of two sectors that differ in productiv-
ity, salaries, and similar characteristics. The 
fact that these sectors differ in productivity 
implies that such economies can grow by 
reallocating resources from less productive 
to more productive sectors. Such growth 
is quite different from the widely accepted 
balanced growth. Indeed, the nature of dual 
economy growth is known as unbalanced 
growth. The concept of a dual economy is 
an old one. It was first formulated long ago 
by Arthur Lewis (1954) and then developed 
by many other authors. It is known that the 

old model of the dual economy was used 
to explain the process of industrialization 
and to evaluate various measures aimed at 
accelerating the process of industrializa-
tion. Once industrialization is completed 
in a country, it is natural to assume that the 
country’s economy has jumped onto the 
path of balanced growth.

In recent decades, however, we have 
experienced something quite different from 
what we have come to expect in the most 
developed countries due to globalization. 
The dual economy is a strange and unex-
pected reoccurrence in the most advanced 
and technologically advanced countries. 
Of course, this new type of dual economy 
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is very different from the old one, and this 
paper will try to clarify these differences. 
What is even more interesting is that both 
types of duality exist simultaneously in our 
era of globalization. The relationship and 
interaction between the two types of duality 
are critical to explaining globalization itself 
and its consequences for developed and less 
developed countries.

The appearance of new dual economies 
is a puzzle that needs a proper explanation. 
However, this puzzle is related to some 
other growth puzzles in recent decades. The 
phenomenon of the new dual economy can 
only be understood if we explain these puz-
zles and paradoxes. The first refers to the 
productivity paradox, i.e., the total factor 
productivity (TFP) and the growth rate of 
labour productivity beginning to slow down 
after 1973. This is extremely strange, know-
ing that many important technological and 
social innovations have appeared in these 
years. The second puzzle is that, despite 
positive productivity growth, which was 
lower than before 1973, but still positive, 
workers’ salaries stagnated in all developed 
countries during the same period. The re-
sult is a lower share of labour income and a 
higher share of non-labour income in GDP. 
As a result of the above and some other 
facts, income inequality is dramatically in-
creasing to levels never recorded in the sta-
tistical history of the world. The last point 
is the phenomenon of secular stagnation ob-
served in developed countries after the 2008 
crisis. These puzzles can only be solved 
together and offer a deeper insight into the 
current problems of the global economy.

The following section explains the dif-
ferences between the two dual economies. 
Since the old type of dual economy is rea-
sonably well known, this study focuses 
on explaining the new dual economy in 
developed countries. It is argued that the 

reoccurrence of the dual economy in ad-
vanced economies is due to revolutionary 
innovations that have taken place since 
the early 1970s. In addition to the reasons 
for the pronounced incidence of the dual 
economy in well-developed countries, this 
section discusses the main features and dif-
ferences between the old and the new dual 
economies. The third section of the paper is 
devoted to explaining the productivity para-
dox. This paper argues that the productivity 
paradox, manifested in a permanent decline 
in the productivity growth rate since 1973, 
is a consequence of the reoccurrence of the 
dual economy. Therefore, this section pre-
sents the formal interpretation of the ana-
lyzed phenomenon. The fourth chapter ad-
dresses the interplay between old and new 
dual economies in the era of globalization. 
Old dualism belongs to the past of the ma-
jority of developed countries and some of 
the developing ones. However, many de-
veloping and underdeveloped countries 
have old dual economies. Trade and capital 
liberalization have increased their growth 
and convergence speed, contributing to a 
new dual economy in developed countries. 
In the fifth section, we have tried to give a 
brief overview of the main features of the 
new dual economy in Europe and some im-
plications for management. The paper ends 
with concluding remarks.

2. OLD AND NEW DUAL 
ECONOMY 

2.1. Old dual economy 
The old dual economy and unbalanced 

growth model is also known as the model 
of growth with an unlimited supply of la-
bour. Arthur Lewis, Nobel Prize winner, de-
veloped it in the early 1950s (1954). Gustav 
Ranis and John Fei (Ranis and Fei, 1961; 
Fei and Ranis, 1964) formalized the model 
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from a mathematical perspective somewhat 
later. Other versions with similar assump-
tions quickly evolved around the basic ide-
as of Lewis’ papers. Indeed, these models 
can adequately describe the beginning of 
industrialization in most countries that are 
now considered developed.

Moreover, beginning in the mid-20th 
century, the model was used in many dis-
cussions of development strategies newly 
decolonized and other countries might 
adopt. Lewis became known as one of the 
leading scholars of economic development 
theory. The prevailing school of economic 
development was known as the Theory 
of Strategies of Economic Development. 
More recently, it has become popular, 
but it is now known as Old Economic 
Structuralism, leading to the development 
of the New Economic Structuralism.

The basic idea of this model can be 
stated simply. With the onset of industriali-
zation, two opposing sectors emerged: the 
industrial (commercial, urban), commonly 
referred to as the “modern sector,” on the 
one hand, and the agricultural (rural) sec-
tor, commonly referred to as the “traditional 
sector”, on the other. The traditional sector 
is a source of income for many people who 
depend on agriculture. There is an “unlimit-
ed supply” of labour in this sector and, thus, 
in the economy as a whole. In such econo-
mies, it is typically assumed that there is an 
unlimited supply of labour.

Consequently, the marginal productiv-
ity of labour in the traditional sector is zero 
for most workers. Marginal productivity in 
the traditional sector is lower than its aver-
age productivity. In contrast, the marginal 
productivity of labour in the modern sec-
tor is higher than its average productiv-
ity. Due to a relatively high capital-labour 
ratio, marginal productivity in the modern 
sector is much higher than in agriculture. 

In addition, technological progress and the 
associated steady increase in the capital-la-
bour ratio contribute to a widening gap be-
tween the marginal productivity of labour in 
the modern industrial sector and that of the 
traditional sector in the long run. This long-
lasting difference between the productivity 
of the two sectors is one of the reasons for 
the long-term industrialization, urbanization 
and modernization processes in general.

Given the above differences in marginal 
productivity, it is natural to expect that a 
simple reallocation of a unit of labour from 
the traditional to the modern sector would 
lead to GDP growth even without a capi-
tal increase. For this reason, many authors 
have referred to this model as the “Model 
of Growth with Zero Accumulation”. Of 
course, this is a simple stylization because 
it is impossible to reallocate labour to an-
other sector without capital accumulation. 
As explained earlier, this process of labour 
reallocation, i.e. the process of industri-
alization, is of long duration. However, this 
whole process can be divided into two stag-
es. The first stage refers to the beginning 
of industrialization when labour with zero 
marginal productivity is transferred from 
the traditional sector to the modern sector. 
Once this process is completed, we reach 
the end of the modernization stage. 

In the second phase of this growth model, 
there is also a transfer of labour from the tra-
ditional sector to the modern sector, except 
that the marginal productivity of labour in the 
traditional sector is not zero. It is higher than 
zero but still lower than in the modern sec-
tor, which is why we still have a high growth 
rate. Because of the increase in employment 
in industry and the resulting decrease in the 
marginal productivity of labour in industry, 
and because of the decline in employment 
in the traditional sector and the consequent 
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increase in its marginal productivity, the mar-
ginal productivity of labour in the two sectors 
will eventually become equal. At that mo-
ment, this kind of source of growth, which 
can be called the inter-sectoral contribution 
to growth, becomes zero. At that moment, 
the country begins to accelerate its growth, 
as described in balanced growth models. 
Moreover, it may take decades for the two 
growth phases to be completed. There is a 
surge in growth as they take place, including 
even the growth acceleration.

While the beginning of industrialization 
resulted from some essential technological 
and social innovations acting like shocks, 
innovations and technological progress in 
the context of balanced growth act more, as 
Schumpeter (1934) called it, in terms of cre-
ative destruction. The notion of destruction 
refers to the entrepreneurs introducing new 
technologies, which usually leads to unem-
ployment, as machines and cheaper means of 
production replace labour and other expen-
sive means of production. However, due to 
capital accumulation, attracted by new prof-
itable technologies and the resulting increase 
in demand for labour, both wages and the 
number of workers increase, which is a crea-
tive part of the process. Indeed, empirical 
data show that this type of growth occurred 
in the United States and other developed 
countries from the late nineteenth century 
through the early 1970s.

2.2. New dual economy 
It was noted long ago that growth in 

TFP and labour productivity had declined 
sharply since the early 1970s world-
wide, especially in developed countries. 
Interestingly, all this happened despite the 
evident and strong technological progress 
since the early 1970s. Salaries should have 
increased at the same (lower) rate as TFP, 
but labour productivity stagnated in most 
developed countries from 1973 onward. 

Some economists heavily exploited the 
above facts and questioned the importance 
of progress through new technologies. 
Other researchers point out that such in-
novations and technological progress are 
fundamentally different from the past ones. 
This is a well-known productivity paradox 
for which there have been many attempts at 
explanation since the late 1970s.

Of course, there have been other at-
tempts to explain the reasons for the slow-
down in productivity growth. The most 
likely among them may be the peculiar re-
occurrence of a dual economy and the fac-
tors that caused it. The available evidence 
shows that the reoccurrence of the dual 
economy results from a breakthrough in in-
novations of a technical nature and, second-
ly, as a result of hyper-globalization, which 
began around the same time.

On the one hand, new technology leads 
to an enormous substitution of expensive 
labour. The IT revolution has made it pos-
sible for computers and inexpensive ma-
chines manufactured by electronics com-
panies to replace human labour. Computers 
are indeed replacing labour in the pro-
duction and processing of information. 
According to some widely held estimates 
and opinions from the early 1980s, about 
80 percent of the corporate or public sector1 

1 Business historians are aware of the fact that it was 
not only the market that dictated new social and other 
matters triggered by new revolutionary technologies. 
Alfred Chandler (1977) explained that hierarchical 
structures in companies also need to grow and adapt, 
not only the market. Consequently, in addition to the 
market development, there is a whole set of activi-
ties that were closed in the companies. Consequently, 
hierarchical structures and the number of employees 
working in them began to grow. From a historical per-
spective, therefore, it can be argued that technologi-
cal progress was accompanied not only by the capital 
labour substitution but also by the substitution of ex-
ecutive labour with labour within the hierarchical struc-
ture, i.e., information-processing labour. For additional 
insight see Coase (1937), Simon (1947), and William-
son (1985). 
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workforce was engaged in information 
processing. Later research has shown that 
these estimates were not far from the truth2. 
Similar estimates from the 1980s also show 
that a single PC can replace eight workers 
employed in information processing.

Even simple calculations suggest that 
the immediate diffusion of computer and IT 
technology in the mid-1980s could have re-
placed about 70 percent of the labour force. 
Of course, immediate diffusion of technol-
ogy is not possible, and second, these new 
technologies create demand for other types 
of labour. As the cost of producing informa-
tion has fallen dramatically, the demand for 
information in businesses and other organi-
zations has also increased. All of this may 
explain why labour substitution has not 
been as astounding as the 70 percent figure 
suggests. Despite the impact of these buf-
fers, the opportunities for labour substitu-
tion have been so enormous that they are a 
critical factor in explaining the severe pres-
sure on labour supply in the labour market 
and the resulting stagnation in wages and 
reduced employment opportunities. 3

On the other hand, hyper-globalization 
in developed countries through import ac-
tivities or foreign direct investment from 
developed countries has opened the door 

2 See for example the findings of Eden and Gaggl 
(2014, 2016). 
3 It is important to say that the approach taken here dif-
fers from two prevailing secular schools of stagnation 
in two important respects. First, we believe that supply-
side and demand-side explanations are not in conflict 
but should be integrated to provide a comprehensive 
explanation. Second, the supply-side argument here 
differs significantly from that of Gordon (2012, 2014a, 
2014b, 2014c, 2015), who insists on a slowdown in 
technical progress and a reduced importance of innova-
tion. The approach taken here focuses on the impact of 
computers and IT innovation on hierarchical structure 
and hypothesizes that the revolutionary nature of these 
innovations contributed to secular stagnation. For a 
more detailed overview of this approach, see: Popović 
(2018). 

for cheap labour from China and other un-
derdeveloped countries to replace domes-
tic labour. This is a natural consequence of 
the liberalization of trade and capital in the 
early 1980s and 1990s, respectively. There 
is no doubt that globalization has had al-
most the same impact on the labour market 
as technological progress. After all, impor-
tation is always treated as an alternative 
technology in economics textbooks. Trade 
liberalization causes the relative prices of 
imported goods to fall, leading to increased 
importation or increased use of “import” 
technology. Many industrial companies 
from the developed world have relocated 
their production capacity from developed 
countries to less developed countries to 
keep competitiveness high. The developed 
countries experienced the so-called pre-
mature deindustrialization (Rodrik, 2011, 
2015). The spread of “import technologies” 
and the relocation of industrial capacity has 
further reduced the demand for labour in 
developed countries.

Both technological progress and glo-
balization contributed to a sharp decline in 
the relative demand for labour in developed 
countries, causing the price of labour to ei-
ther fall or stagnate. The share of labour in 
the distribution of national income fell from 
about 70 to 60 percent, which, along with 
the other factors, led to a rise in inequal-
ity. Income inequality rose to levels never 
before seen in the statistically recorded his-
tory of developed countries. As a result, on 
the one hand, the marginal propensity to 
consume fell, and household consumption 
grew slowly. On the other hand, the mar-
ginal propensity to save rose and savings 
grew faster. Under these circumstances, the 
only way to keep aggregate demand at the 
level needed to maintain full employment 
and potential GDP growth is to equate in-
vestment with savings. The only way to 
do this in developing countries is to have a 
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negative real interest rate. In other words, 
the “natural interest rate” is negative in the 
developed world.

Of course, the possibility of a nega-
tive real interest rate is limited because of 
the ZLB (zero lower bound). The only way 
to achieve a negative real interest rate is 
to have a high level of inflation. In other 
words, a positive growth rate is only pos-
sible in the presence of financial instabil-
ity (i.e. inflation). However, such growth is 
unsustainable in the long run and far from 
optimal. On the other hand, the only way 
to achieve financial stability under these 
circumstances is to forgo growth. A clos-
er look at the development of economic 
growth in the developed countries over the 
past decades shows that episodes of strong 
growth have been accompanied by finan-
cial instability and, conversely, periods of 
financial stability have been associated with 
weak and stagnant growth.

In recent decades, efforts to increase 
economic growth by lowering real interest 
rates have been used extensively. As a re-
sult, since the early 1980s, the data show a 
permanent decline in the real interest rate 
and (or the natural interest rate). Another 
name for this is financialization, the process 
of permanent monetary expansion through 
cheap loans to households and other sub-
jects. The intention was to increase aggre-
gate demand, which was shrinking due to 
the previously described process of relative 
decline in household consumption and in-
sufficient increase in investment.

Currently, all developed countries are 
experiencing weak or stagnant growth, fol-
lowed by efforts to maintain financial stabil-
ity. Interestingly, despite a positive increase 
(the exception being Southern Europe), 
the growth path of developed countries in 
the last decade after the onset of the Great 
Recession is far below the growth path of 

the last hundred years. In most recent aca-
demic discussions, this type of growth stag-
nation is referred to as secular stagnation. 4 
Secular stagnation characterizes the growth 
path of developed countries and, because of 
the extent of their presence, the growth path 
of the world economy. Interestingly, there is 
no evidence of secular stagnation in devel-
oping countries.

Note that besides the authors who ex-
plain the current stagnation in developed 
economies by one of the two hypotheses of 
secular stagnation (supply-side or demand-
side), many other authors deny the exist-
ence of secular stagnation and explain the 
current stagnation in an old-fashioned way. 
Rogoff (2015), Borio (2017), Koo (2003, 
2014) and others claim that this extended 
stagnation of growth rates is caused by an-
other financial cycle, i.e. a mega-financial 
cycle. To understand this, we need to look 
at the past and consider the time when in-
flated bubble(s) burst. When an asset bub-
ble bursts, people usually rush to pay back 
their loans. Therefore, deleveraging begins. 
From an individual perspective, this is a 
reasonable thing to do. From a societal per-
spective, however, massive deleveraging 
4 For deeper insight into this issue see Summers (2013, 
2014a, 2014b, 2015, 2016). While authors like Gordon 
(2012, 2014a, 2014b, 2014c, 2015) look at the supply 
side dynamics in explaining secular stagnation, Sum-
mers (2013, 2014a, 2014b, 2015, 2016) insists on the 
demand-side story just explained, based on problems 
created by the mismatch between savings and invest-
ment. It seems that there is no reason for the current 
confrontation between the two schools. The aggregate 
demand part of the story is reasonable. However, once 
an explanation for such long-run aggregate demand dy-
namics is needed, it is necessary to look at supply-side 
dynamics and the issue of capital labour substitution 
caused by the new IT revolution. However, the supply-
side explanation promoted by Gordon, according to 
which all important innovations have already been dis-
covered and stagnation is the result of a slowdown in 
technical progress, is unacceptable. For more detailed 
elaboration of just sketched circular and cumulative 
causation between Aggregate-Demand and Aggregate-
Supply explanation, see: Popović (2018). 
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can have disastrous consequences. As 
everyone intends to repay their loans, ag-
gregate demand shrinks, leading to a sig-
nificant decline in aggregate supply. Since 
deleveraging takes time to unfold, the de-
cline in aggregate demand leads to a long-
term decline in GDP growth. Richard Koo 
(2014) argued that “the bursting of a debt-
financed asset bubble and the fact that such 
‘balance sheet recessions’ take a long time 
to recover from” is a standard key feature 
of two major crises in the last hundred 
years-1929 and 2008. Nevertheless, this 
process is impossible without shifts in sup-
ply and demand and the real economy. It 
would be helpful to combine this explana-
tion with the supply-side arguments. The 
bubble and subsequent financialization re-
sulted from efforts to overcome demand-
side constraints.

Let’s consider the consequences of the 
Great Recession described so far. We can 
conclude that many adverse effects of the 
IT revolution on the economy have as-
sumed such magnitude that it seems more 
appropriate to consider IT as a destructive 
creation rather than creative destruction.

Now, two phenomena can be explained: 
the appearance of the dual economy and the 
paradox of productivity. The stagnation of 
wages for more than forty years has low-
ered the relative price level of labour com-
pared to other inputs and resources. With 
such a lower relative price of labour in de-
veloped countries, it has been possible to 
develop and increase the share of services 
that require high labour intensity and low 
technology. Since productivity and wages 
in these services were low, workers could 
easily switch from one occupation to an-
other, thus increasing their numbers. This 
refers only to low-productivity services, not 
labour-intensive manufacturing or industry. 
This is not surprising since the developed 

and advanced Western economies are al-
ready heavily deindustrialized, leading to 
the dual economy re-emergence in the de-
veloped countries. Therefore, we can as-
sume the existence of two sectors in devel-
oped countries (Temin, 2015; Storm, 2017).

One of these two sectors is the techno-
logically advanced sector. It has a high and 
constantly increasing total factor and labour 
productivity. Second, it is characterized by 
a growing share of its GDP in the total GDP 
of developed economies. Third, while its 
share of GDP is growing, its labour share 
tends to decrease due to the substitution 
of labour by capital. According to Temin 
(2015), the technologically advanced sec-
tor currently employs about 30 percent of 
the labour force in the United States. Temin 
(2015) coined the term FTE for this ad-
vanced sector, emphasizing the importance 
of Finance, Technology, and Electronics to 
this sector.

The remaining 70 percent of workers 
are working at low levels and stagnant pro-
ductivity in the service sector. According to 
Storm (2017), most workers in the US had 
to find a job in the service sector. He esti-
mates there are about 18.9 million workers 
in the EHS (education, health, and private 
social services) sector, 16.2 million in the 
PBS (professional and business services) 
sector, 14.3 million in the “other” sector 
(arts, entertainment, recreation, food ser-
vices, and others), 13.5 million in the public 
sector, and 5.7 million workers in the FIRE 
(finance, insurance, and real estate) sector. 
The low level and low growth rate of pro-
ductivity are the essential characteristics 
of the service sector. In addition, services 
mainly belong to non-tradable activities, 
while jobs in the services sectors remain 
perceived as precarious or uncertain, de-
spite reasonable wages. Therefore, in ad-
dition to income inequality, the concept of 
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redistribution uncertainty should also be 
considered.

In recent decades, risks have been redis-
tributed primarily to the non-advanced sec-
tors and their employees. Therefore, an ap-
propriate term for this class of the new poor 
is precariat, with the term being derived 
from the notions of the proletariat and the 
‘precarious’ work. Low-paying jobs exist in 
the non-advanced sector, but market arbi-
trage makes them low even in the advanced 
sector. These are reasons for the stagnation 
of wages from the mid-1970s to the present, 
except for the mid-1990s.

3. NEW DUAL ECONOMY 
AND THE PRODUCTIVITY 
PARADOX 
It is now clear that the above consid-

erations can also explain the productivity 
paradox. Technological progress leads to a 
high increase in TFP and labour productiv-
ity only in the advanced sector. However, 
due to labour substitution, the number of 
employees in this sector decreases. In con-
trast, the number of employees in the less 
advanced and less productive sectors in-
creases, slowing down overall productivity 
growth.

The rate of growth of two sectors can be 
presented in the following way5: 

=  + (1 ) + 
 (1) 

5 For a more rigorous derivation, see Appendix. 

 + (1 ) +   

 (2) 

Here, r represents the growth rate of 
the variables in the subscripted number, Q, 
K, L, and T represent the level of produc-
tion (output), capital, labour, and total fac-
tor productivity for the sectors indicated in 
the subscripted number, while  and  stand 
for advanced and non-advanced stagnant 
sectors. 

As usual, aA and au represent elasticity 
of production concerning capital in two sec-
tors, while (1 - aA) and (1 - au) represent the 
elasticity of production concerning labour 
in two sectors:
  

=   and =   , 

where FKA and FKU represent the mar-
ginal productivity of capital in the ad-
vanced and stagnant sectors, respectively. 
Similarly:
  
(1 )=    and (1 )=    , 

where FLA and FLU stand for marginal pro-
ductivity of labour in the advanced and 
stagnant sectors. Total GDP can be repre-
sented as a sum of GDP in the advanced 
and stagnant sectors. The same applies to 
the total capital and total labour in the econ-
omy. Considering this argument, the growth 
of total GDP can be represented as follows: 
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=  + (1 ) + + [  + (1 ) + ]=    

[  +   ]+ (1 ) + (1 )  + [ +  ] 

 (3)

If we now add a subtract  from the 
first part of the above equation and  

from the second part of the same equation, 
the following equation is obtained:

 (4) 

These expressions clearly show the 
impact of different sectors on aggregate 
economic growth and productivity para-
dox phenomenon. The first part in brackets 
shows the overall impact on aggregate la-
bour and capital growth. Consequently, all 
other elements represent the impact of ag-
gregate TFP (total factor productivity) on 
economic growth. It consists of three parts. 
It should be noted that , , , and  

 stand for the ratio of marginal produc-
tivity of the factor in question in a given 
sector and the aggregate marginal produc-
tivity of that factor. Naturally, this ratio is 
greater than 1 for the advanced sector and 
lower than 1 for the stagnant sector. On the 
other hand, , , , and  rep-
resent the change in the share of capital or 
labour of a given sector in aggregate capi-
tal and labour. These elements can be either 
positive or negative. 

The part of the equation in the first 
large bracket represents the impact of the 
increase/decrease in factor shares in ad-
vanced sectors on economic growth. The 
ratio between the marginal productivities of 
the factors in that sector and the aggregate 
marginal productivities is higher than one. 
Thus, for example, if the share of capital 
or labour in the advanced sector tends to 

increase, this would positively affect the ag-
gregate TFP growth rate and the growth rate 
in general. However, if the share of capital 
or labour in the advanced sector decreases, 
the effect on the aggregate TFP growth rate 
is negative.

Similar is the interpretation of the third 
part of the above equation given in the sec-
ond large bracket. However, we are con-
cerned with the change in stagnant sector 
factors’ share and their contribution to the 
aggregate TFP and economic growth. It is 
already known that the ratio between the 
factors’ marginal productivities in this sec-
tor and the aggregate marginal productivi-
ties is less than one. Consequently, if the 
share of capital or labour in this stagnant 
sector increases, then the aggregate TFP 
rate decreases and the same applies to the 
rate of economic growth. However, if the 
share of capital or labour in the stagnant 
sector decreases, the impact on the rate of 
aggregate TFP growth is positive.

Two previously analyzed parts of the 
aggregate TFP growth rate inter-sectoral 
contributions to TFP growth or simply the 
inter-sectoral technological progress. On 
the other hand, the last part of the above 
equation is the intra-sectoral technological 
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progress. Equation (3) represents a weight-
ed average of TFP in two sectors, using the 
shares in GDP of the advanced and stagnant 
sectors as weights. Suppose we accept the 
realistic assumption that the growth rate of 
TFP in the stagnant sector is zero. In that 
case, it follows that as the share of the stag-
nant sector increases, which occurs as a 
result of an increase in the new dual econ-
omy, the growth rate of aggregate TFP inev-
itably falls. The same is true for the growth 
rate of labour productivity. This is a central 
feature of the productivity paradox.

It is now easy to explain the productivity 
paradox, i.e., how computers and other relat-
ed IT innovations have caused TFP and the 
growth rate of labour productivity to fall since 
the early 1970s. To quote Robert Solow’s 
(1987) famous question: How can there be 
computers everywhere but in statistics. The 
previous paragraph gives only a tiny part of 
the answer to this question, which relates to 
intra-sectoral technological progress. The sec-
ond, more critical part of the answer lies in 
the second and third parts of the expression, 
related to the inter-sectoral contribution to the 
TFP growth rate. The extensive substitution 
of labour with capital in the advanced sector 
leads to a relative decline in the labour share 
in the advanced sector, which reduces the ag-
gregate TFP growth rate (see the second part 
of expression four in the first large brackets). 
Of course, this could probably be offset by an 
increase in the capital share in the advanced 
sector (the first part of the expression in the 
first large brackets). More importantly, labour 
substitution in the advanced sector leads to a 
reallocation of labour from the advanced sec-
tor to the stagnant sector because of high la-
bour supply, labour market pressures, and the 
resulting decline in labour prices. A higher 
share of labour in a sector with below-average 
TFP and labour productivity inevitably leads 
to a slowdown in labour productivity and the 
TFP growth rate. Thus, both the inter-sectoral 

and intra-sectoral parts of aggregate TFP ex-
plain the productivity paradox phenomenon.

It is important to note that the reoccur-
rence of dualism and the slowdown in TFP 
and labour productivity growth in its first dec-
ade, in the 1970s, was not the only result of 
the technological shocks that occurred at that 
time. To a large extent, especially early on, it 
resulted from the increased entry of the baby 
boomer generation into the labour force and 
the labour market. Born between 1945 and 
1960, the baby boomers constitute a larger 
group than the earlier and later generations. 
Their large numbers thus represent a signifi-
cant pressure on labour supply in the labour 
market. More importantly, women’s labour 
force participation increased dramatically for 
the first time in this generation. It was the end 
of the “single-earner family,” in which the fa-
ther participated in the labour market while 
the mother worked at home: raising children, 
preparing meals, cleaning the house and run-
ning similar errands, as well as taking care 
of the neighbourhood. Of course, the rise in 
female labour force participation was made 
possible by technological advances beginning 
in the 1950s that reduced the “male” require-
ments for almost all occupations and made 
them attainable for women. These two facts 
contributed to a sharp increase in the relative 
labour supply in the labour market. As a re-
sult, labour income stagnated, further driving 
the development of a new dual economy and 
increasing the number of “bad” jobs. All this 
eventually led to the first signs of a productiv-
ity paradox. 

Note also that the above expressions can 
describe the growth of the old dual economy 
quite well. However, in this case, the labour 
force is moving in a very different direc-
tion. It moves from the traditional sector to 
the modern sector. In contrast, in the new 
dual economy, the labour force moves from 
the advanced, highly productive sector to the 
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stagnant, less productive sector. As a result 
of the difference in the movement of labour 
and other resources described above, the old 
dual economy is characterized by an accel-
eration of economic growth. In contrast, as 
seen and explained, the new dual economy 
is followed by a slowdown in economic 
growth. While the old dual economy is char-
acteristic of underdeveloped or developing 
countries, the new dual economy is charac-
teristic of highly developed countries.

Some argue that the new dualism is an 
appropriate growth model because it pro-
poses stabilizing growth, solving or mitigat-
ing problems caused by rapid growth (e.g., 
ecology), and achieving full employment. 
Still, stabilizing growth could be a chal-
lenge. The slowdown in TFP and labour 
productivity growth indicates a slowdown 
in technological progress. The low wages 
that dualism entails further reduce labour 
substitution, especially in traditional ser-
vices that employ redundant workers and in 
other activities that are already relatively la-
bour-intensive. Robotisation would be slow 
to develop. Given that labour is the scarc-
est resource, technological progress would 
be very slow in both short and long terms, 
with the latter even more dangerous. Other 
forms of technological progress, such as en-
ergy supply or environmental conservation, 
do not face this difficulty6.

4. INTERACTION OF 
OLD AND NEW DUAL 
ECONOMIES IN THE ERA OF 
GLOBALIZATION 
Based on the above considerations, one 

could argue that the era of the new dual 
economy and the productivity paradox 

6 See Popović (2018) for a more detailed analysis of 
this issue. 

represents a particular stage of economic 
growth. To put it more precisely and radi-
cally, one can argue that this era represents 
the last stage of capitalism as we know it. 
From the point of view of growth mechan-
ics, one can speak of three stages of growth 
from the beginning of industrialization or 
the beginning of the culture of growth.

The first growth stage is related to the 
old dual economy and the unbalanced 
growth that prevailed. This is, of course, 
a long and very complex stage of growth. 
Following Rostow’s (1960) classification of 
the stages of economic growth, it includes:

a) stage of traditional society, 

b) stage of transition, and 

c) take-off period. 

The main feature of this stage is a slow 
but inevitable acceleration of economic 
growth caused by the reallocation of labour 
(and sometimes other resources) from the 
traditional (primarily agricultural) sector 
with zero marginal productivity to modern 
sectors (mainly manufacturing and industry 
in general) with high marginal and average 
labour productivity.

The second stage includes a period of 
balanced growth. Using Rostow’s (1960) 
classification, it corresponds to:

a) stage of drive to economic maturity, 
and 

b) stage of high mass consumption. 

The main characteristic of this growth 
stage is the systematic production of in-
novations in large enterprises and the re-
sulting systematic and balanced growth 
of the economy based on the industry of 
science and innovation. Balanced growth 
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is characterized by six stylized facts of 
growth, first established by Kaldor (1957).

Despite many justified criticisms of 
Rostow’s (1960) theory of stages of eco-
nomic growth and development, it must be 
admitted that, as far as Western countries 
are concerned, Rostow predicted the stages 
of growth and their main features almost 
perfectly. He did not predict the last stage 
of growth in which the developed countries 
find themselves today. This stage is char-
acterized by a new dual economy and the 
productivity paradox. We are back in the 
era of unbalanced growth. However, this 
time, there is a reallocation of labour from 
more productive to less productive sectors. 
As a natural consequence, the growth dy-
namic is characterized by a slowdown in 
TFP growth and labour productivity. 7 As a 
result of wage stagnation, the labour share 
in developed countries has decreased from 
about 70 percent to 60 percent in a few de-
cades, a decline of about ten percentage 
points. Other stylized facts are also no lon-
ger valid. Therefore, there is room for fur-
ther research in this area.

Some countries are, indeed, in the early 
stage of the old dual economy, while others 
are in the late stage of the new dual econo-
my. In other words, some of them are very 
advanced, while others are very underde-
veloped. It is also interesting to note that 
this heterogeneity in growth stage and de-
velopment level is not new. We have been 
living with it since the beginning of the last 
century.

The most interesting fact about the co-
existence of two types of dualism is the 

7 Note that by adding the last stage to Rostow’s five 
stages of economic development we have created a 
non-linear model that is quite different from Rostow’s 
linear model. In some ways, it more closely resembles 
Karl Marx’s notion of the inevitable disappearance of 
capitalism, as we know it. 

interaction between them, especially in the 
age of globalization. It is pretty clear that 
in the era of Bretton-Woods, the dynamics 
of both types of dualism were much slower 
than later in the era of neoliberal hyper-glo-
balization. Because the Bretton-Woods sys-
tem allowed for more protectionist policies, 
all processes within different countries re-
sulted from internal interactions rather than 
external affairs. Consequently, both types 
of dual economic dynamics in underdevel-
oped and developed countries resulted from 
internal forces. In less developed countries, 
these dynamics were mainly determined by 
the reallocation of labour from the tradition-
al to the modern sector. The main obstacle 
to this type of development and growth ac-
celeration has been the ability of the coun-
try’s market, especially the financial mar-
ket and the financial system, to harmonize 
the development of the various sectors. 
Harmonization had to be directed toward 
the most dynamic reallocation of labour, i.e. 
the most dynamic labour reallocation with-
out misallocating resources. This is the only 
way to achieve full utilization of resources 
and thus the acceleration of growth in the 
old dual economy. Such a constraint can be 
severe, as it presupposes the availability of 
so-called fundamental factors of growth (in-
stitutions, geography, and the like).

In the era of hyper-globalization, the 
constraints of the market and the financial 
system become much less binding. This is 
a natural consequence of the trade liberali-
zation that began in the early 1980s and the 
capital liberalization in the early 1990s. The 
international market and the international 
financial system have become the most 
critical part of national market systems. 
Under these circumstances, if a country can 
produce more cheaply than other national 
competitors, its products will be sold. For 
less developed countries, this meant that 
the old dual economy that characterized 
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them would be much more dynamic than in 
the Bretton-Woods era of globalization. In 
other words, the growth acceleration would 
be more robust in these countries. All else 
being equal, growth acceleration would be 
stronger in the less developed countries, 
where the old duality is a more critical 
feature and source of growth. The same is 
valid for developed countries. By accelerat-
ing deindustrialization in developing coun-
tries, the liberalization of trade and capital 
in the era of hyper-globalization has helped 
a new dual economy develop more rapidly, 
and the growth slowdown in developed 
countries is much more pronounced than it 
would be in a protectionist environment.

A very illustrative example of the above 
statement is the story about the interplay 
between China and the United States in 
recent decades. The interdependencies be-
tween the growths of the two countries 
have been so strong that some authors have 
even coined the term Chinamerica. What is 
true for China and the United States is also 
true for other developed and less developed 
countries.

China is the latest and most vivid exam-
ple of an old-type dual economy and strong 
growth based on the reallocation of labour 
from the traditional to the modern sector. It 
is well known that China started its reforms 
as early as 1978. Until 2012, the country’s 
growth rate reached almost ten percent per 
year, and the country doubled its GDP eve-
ry seventh year. Other factors should be dis-
cussed regarding China. Firstly, despite the 
2012 decision to reduce the growth rate to 
seven percent, China still has not removed 
all workers with zero marginal productiv-
ity from the rural sector, which means that 
the decision to slow the growth rate is not 
the result of the inability to continue us-
ing this model. China’s rural population 
accounts for 40% of the total population. 

Undoubtedly, much of this is the elderly 
population, but many are young people 
who are available for further reallocation. 
Secondly, there is also a third sector, con-
sisting of state-owned enterprises that are 
not being privatized or modernized. This 
sector has been used mainly as a social poli-
cy tool by protecting state-owned enterpris-
es and preventing layoffs. For these reasons, 
some economists use the phrase ‘privati-
zation without losers’ to describe China’s 
experience with the privatization process. 
More importantly, this sector and the re-
maining rural population provide a valuable 
labour force for reallocation to the modern 
sector and its rapid growth. Indeed, the cur-
rent seven percent growth rate is very high 
by any standard.

The close relationship between Chinese 
and US dualism in the era of hyper-globali-
zation is apparent. As with other old dual-
ism, Chinese dualism involved reallocating 
the labour force from the rural to the mod-
ern sector. In the era of hyper-globalization, 
however, Chinese growth was export-led. 
Trade and capital liberalization allowed 
China’s remarkable growth to be less de-
pendent on otherwise missing fundamen-
tal growth factors. China exported mainly 
manufactured products to the United States 
and other developed countries. In this con-
text, trade liberalization, which began to 
accelerate in the early 1980s, was criti-
cal to the success of the Chinese economy. 
Nevertheless, the overall dual economy in 
the United States and other developed coun-
tries would not be possible without cheap 
imports from developing countries, such as 
China, and new technologies. An apparent 
link between the two dualisms has helped 
them become durable and sustainable.
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5. MANAGEMENT 
IMPLICATIONS FOR THE 
SEE COUNTRIES 
The dual economy phenomenon has de-

veloped more slowly and lesser in Europe 
than in the United States. Moreover, it is 
different than in the United States. There 
are two reasons for this. First, Europe is 
much more fragmented than the United 
States. Despite a remarkable degree of inte-
gration achieved so far, there are still many 
traditional, state-imposed barriers between 
EU countries. This, of course, refers mainly 
to countries that are not part of the EU, such 
as South East European (SEE) countries 
or the so-called European super-periphery. 
Apart from state-imposed barriers, many 
other significant barriers are crucial for un-
derstanding the functioning of European la-
bour and other markets. In this context, the 
different languages in EU countries are cru-
cial. The free movement of workers is not 
as critical to the functioning of the labour 
market as it is in the United States. Other 
differences include cultural differences, dif-
ferent political preferences, different social 
protection systems, and the like.

The second significant difference con-
cerns the EU’s external relations with other 
countries. The EU has many substantial, 
state-imposed external barriers, such as 
tariffs, quantitative restrictions, and tech-
nical barriers. There are two caveats here. 
First, the EU has many preferential arrange-
ments with SEE, CIS (Commonwealth of 
Independent States), MENA (Middle East 
and North Africa), and other regions. All 
these heterogeneous barriers within Europe 
and beyond have contributed significantly 
to the process of a new dual economy de-
veloping much more slowly and in a differ-
ent way in Europe than in the U.S.

As far as Europe is concerned, it is in-
teresting to note an intra-country dualism 

and an inter-country dualism. The first, 
intra-country dualism, refers to new dual 
economies that develop within specific 
countries. In other words, two types of sec-
tors (advanced and backward) are devel-
oped. Here, local forces act to slow growth 
in certain countries. Of course, this process 
is more pronounced in larger and more de-
veloped European countries.

Conversely, the inter-country dual econ-
omy also contributes to the slowdown of 
TFP growth in Europe. Note, however, that 
this type of dualism acts as a buffer against 
high unemployment in some countries. 
These are mainly countries in the European 
periphery with a significant unemployment 
problem. The influx of capital from devel-
oped EU countries often cannot solve the 
problem of unemployment, while the price 
of labour becomes low. As a result, mar-
ket arbitrage causes many non-tradable 
activities, mainly in personal services, to 
become attractive for developed countries. 
Consequently, many unemployed relocate 
personal services from the EU periphery to 
the developed countries. It is known that 
the population of Bulgaria, for example, 
has shrunk by one million people in recent 
decades. Similarly, Romania has lost about 
two to three million people. The situation is 
similar in Croatia, as well as in other SEE 
countries.

Those SEE countries, not belong-
ing to the EU, belong to the so-called 
European super periphery. Here the situa-
tion is similar and, as far as unemployment 
is concerned, even harsher than in Croatia, 
Bulgaria and Romania. The relative num-
ber of emigrants from the Western Balkans 
was about the same as in the other SEE 
countries, belonging to the EU (Croatia, 
Bulgaria and Romania). The only differ-
ence is that more emigrants from Serbia, 
Albania, Bosnia and Montenegro emigrated 
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to other countries, such as Canada and the 
US than Europe. Later, however, the num-
ber of emigrants from SEE to the devel-
oped EU countries, especially Germany 
and Austria, increased significantly. Part of 
them were illegal emigrants, especially at 
the beginning of the process, but later more 
and more became legal workers. Some 
came as permanent employees, while oth-
ers were employed only temporarily. Most 
of them found work in the personal services 
sector, an essential part of the dual econo-
my in developed EU countries.

Understanding the dual economy phe-
nomenon, which is most pronounced in de-
veloped countries, is essential for structural 
management and decision-makers in less 
developed countries. In the context of ap-
proximation to the European Union, they 
face the migration of young people. Other 
management implications can be viewed 
through the prism of the old and new dual 
economies. First, globalization has meant 
that events from strong economies sooner 
or later spill over to developing countries, 
so timely perception of the dual economy 
realities allows for an appropriate response 
for growth management purposes.

In addition, the dual economy has es-
sentially led to a migration of labour from 
less developed to more developed European 
countries, making it much more difficult for 
entrepreneurs from less developed countries 
to function and survive. However, entre-
preneurs can indirectly influence the mac-
roeconomic impact of particular policies 
by choosing the appropriate combination 
of production factors. Based on the knowl-
edge of the different stages of economic 
growth and the productivity paradox, public 
administrators and macroeconomic deci-
sion-makers have the opportunity to create 
better policies, affecting the stability or ac-
celeration of economic growth (based on 

the optimal distribution of labour between 
the two types of sectors - advanced and 
backward).

6. CONCLUDING REMARKS 
This paper attempts to highlight and 

explain the significant reoccurrence of the 
dual economy in developed countries. It 
has been hypothesized that there is a rela-
tionship between secular stagnation, declin-
ing productivity growth, wage stagnation, 
and the dual economy reoccurrence. Core 
processes that explain this relationship 
are technological progress and globaliza-
tion, which have been prevalent in recent 
decades. This type of research is mainly 
based on literature reviews that deal with 
the phenomena under consideration. The 
dual economy reoccurrence in developed 
countries has only been noticed and stud-
ied recently. To date, there is very little re-
search that directly addresses this problem. 
Further research should focus on empirical 
research, especially in the European super 
periphery. 
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NOVA I STARA DUALNA EKONOMIJA

Sažetak
U ovom se radu pokušava pružiti moguće 

objašnjenje neobične ponovne pojave dualne 
ekonomije u razvijenim zemljama. Nju se razu-
mijeva u smislu postojanju dva sektora, koji se 
razlikuju u produktivnosti, plaćama i drugim po-
vezanim karakteristikama. Postavlja se hipoteza 
o odnosu između sekularne stagnacije, uspora-
vanja rasta produktivnosti, stagnacije dohodaka 
i ponovne pojave dualne ekonomije. U objašnja-
vanju ovog odnosa, ključnu ulogu imaju tehno-
loški napredak i proces globalizacije, kao ključna 

obilježja proteklih nekoliko desetljeća. Zaključuje 
se da era nove dualne ekonomije i paradoks pro-
duktivnosti predstavljaju posebnu fazu ekonom-
skog rasta. S obzirom da je fenomen ponovne 
pojave dualne ekonomije u razvijenim zemljama 
tek nedavno primijećen i tek se odnedavno anali-
zira, potrebna su njegova buduća istraživanja, s 
naglaskom na empirijske studije.

Ključne riječi: dualna ekonomija, paradoks 
produktivnosti, sekularna stagnacija.
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APPENDIX
The distributional equation for production in sector j is given by:

 (1) 

Here  stands for the level of production in sector j, Lj and Kj stand for the quantity 
of labour and capital in that sector, while , , and  present prices of capital, labour, 
and products in sector j. Under the assumption that the production function is linearly ho-
mogenous, following Euler’s theorem, the above-given equation can be treated as a produc-
tion function of the respected sector. In that case, the relative price of respected factors in 
that sector would be equal to the marginal productivity of capital and labour,  and 

. 

If we now take  to present rate of growth of variable , then the rate of 
growth of production in the respected sector can be decomposed in the following very well-
known way: 

 (2) 

 

Obviously,  and  represent elasticity of production with respect to capital and 
labour, respectively. Consequently, the first part of this equation presents the contribution 
of capital to the economic growth of the respected sector, the second part presents the con-
tribution of labour, while the last part presents the contribution of total factor productivity 
of that sector, which, as we see from the brackets, equals the difference between the growth 
rate of factor prices and price of the product. 

Since total GDP is equal to the sum of production in all sectors, that is 
 , it is possible to present the rate of growth in the 

whole economy as:

This can be further transformed as follows:

 

 (3) 
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Now, after subtracting and adding  and  from the above expression, we get:

 (4)

The first and second part of the expression (4) presents the contribution of aggregate 
capital and labour to the economy growth rate, while all other parts together present the 
contribution of aggregate total factor productivity (TFP). Note that aggregate TFP is here 
decomposed into three parts. The first part, , obviously presents the impact 
of change of sectoral structure of capital on economic growth. Similarly, the second part of 
this expression, , presents the contribution of changes of labour sec-
toral structure to economic growth. Together, these two parts present the so-called impact 
of inter-sectoral technological change on economic growth. The last part of the above equa-
tion, on the other hand, presents the so-called intra-sectoral technological progress. 

Assuming only two sectors, we get: 

 (5)

This is equivalent to expressions given in the main body of the paper.


