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INDUSZRIALIZATICN POLICY AND INCOMKE DISTRIBUTION
by
Henry J. Bruton

Introdvction

The purpose of this paper ig to study the relationship
betweon foreign trade policles and income distribution. More
epecifically, the objectiva is to examine the way in which
mensures that affect access to and price of forelgn exchange
and imports act on the digtribution of income., Attentlon is
given to the effect of policies with respect to exchange rates;,
tariffs, licensing and other direct controls, and subsidy systems
on the extont end manner that the rewards of development are
shared amonz the population., The policy weasures in this area
have boen largely aimed at fostering industrialization in the
developing countries. In this sense then %he purpose of the
paper is to oxamine how these industrialigetion policles affect
the distribution of income.

There are seven par%s to the papor. In Part I sone
general notions are discussed. These are definitions and the

gtatenent of some of the obiter dicta that provide the point of

departure of the paper, Part II discuages the role of industry
in the overall income distribution picture and deacribes a gen-
eral model that ldentifies the principal detsrninants of income
distribution over time in the industrial sector. These include

rates of investment, wage rates, productivity growth; the



composition of dermand, ‘oroign trada, &nd rural industrisgl
nctivity., Ezch of these is discussced in the folloving parts of
tho paper. The lzst part, Part VIII, is a sunnary and a brief
review of the policy implication revealed in the various

arguents,

I.

In this part, come general notions ars discussed in an
effort to make clear vwhat is being talked about and why 1t 1is
belng talked about in the reast of the paper,

1. It is noceccary to begin with an obzervation or two
on the notion of distribution itself., Eeconoric welfare is gon-
erally more diroctly relatcd to site distribution than to func-
tional, Size distribution is not however unrelated to functional,
and one of the tasks of ths paper will bz to examine how policics
that affect functional distribution directly elso have an impact
on slze. Conventional measures of size distribution usually
encorpags tho entire cconoiy. The Gini Coofficient, the Kuznets
Ratlo, the Paroto Coefficiont aro all indicators of the oxtant
to whieh & given proportion of national incozs acerues to a
glven parcontage of tha population, These are useful measures,
but for most devalopinz countrizs at the present time, the most
rressing social problem seems to be the existence of widosprsad,
severe poveriy. It would appoar then that e moro directly

relovant gulde to policy than any of tha genoeral rmeasurcs is
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the extent to which the very poor are helped by the policy. For
exarcplo, a poverty line may be defined, and the measure of effec-
tivencos of a policy be cdotermined by the rate of reduction in
the percentoge of the population whose income is bslow this
level, *"Improved"™ income distribution would then refer to an
incroace in real income for tha* part of the population vhose
prosent income is below this poverty line, The source of
increase may bs reduced incoms of the richer groups, but way
also be increased totzl ocutput, that raises the income of tho
low end povorty groups and that of the richer groups by as much
Or nore,

This crltcric is meant to represent an empirical judgnment,
not a value judgrant, We assume here that tho very poor are
nainly intercsted in having more absolutely, not simply more
relatively to some other group, "Hainly intorosted® neans thut
the low end poverty groups have, at the present tire, a welfare
function whose arguments are absolute levels of incoms, not
relative levelsg, Evidently such a function rmay change as a
country grows richer, but that is a lator story. In the lan-
guage of Albe>t Hirschran®s tunnel metaphc [/ 31_/, we are
interested in getting the stationary lane moving and not in
what happena to the other lane == except in those instances
vhere the spsed of the fast moving lane is responsibls for the
non-ssovernent of the poverty lans, As will be argued just below,
the zttack on high end riches is best undortaken by direct tax-

ation rather than other m2ans.
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2, Tho socond general point has to do with soms of tho
notiona that underliec the approach taken in subsequent gectiong
of this papers Varlious dread tased studics of income distribu-
tion in developing countries have appoared recently, end have
idontificd a fairly comamon list of factors accounting for
incquality in general and for the fallure of those vwhose incone
is very low to cxparicnce ruch of a rice over the rast two
decudcs.l Such liots include a great variecty of factors: extent
of duzlism in the system, size of the govornrent cont-ollcd
gector, oxtent of depondence of the econony on rav ratericls
or agriculture, sitructuro of forelgn trade, and, of cource, a
variety of other things. These studies show the evident foct
that incomo distribution, 1ike other things In econonmics, depends
on everything olse. Such studies have boen helpful in outlining
the various factors that affoct income distribution, Some fow
hypotheses epecific cnough to be tested have enarged, but in
goeneral they are of such a broad, historical nature that they
lead to few policy conclusions., It is, however, important to
appreciate the point that the existing accuzulatod inoqualities
have ermergod out of the vay the economios have devoloped over
the pmst rather than to psculiarities in one gsector or another,
Also the fact that many countries have oxperionced essentinlly
the eame distritution pattern suggests that the nroblem is not
a wmatier of size of country, form of governnent, avallabllity of
natural resources, or other country specific charucteristics.

It algo appears generzlly correct to say that governrents only
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rarely seck explicitly to hold down the growih of income of the
very poor. Raothor 1t secrs that the problom smerges, or at
lengt 1o accontuated, by the policiea that have been followred
in the search for dovelopment, and the kird of ingtitutions and
power structurc tha' !ave evolved as these policies have baen
purcued, The fact thut it io now nocessary to attack the prcblen
from an existing set of policlies, institutions, and power vases
that have brought about thé problem complicates maticers. It
not only nakes the implementation of any new policy much more
aifficult than it would have bsen twenty years ago, but also
makes the design of the policy itcelf a more complicated matier.
Thero is one furtiher observation suggested by the pre-
ceding parograph. A conmon prectlco of rocent years has baon
to downgrade the lmportance of rates of grovwith of GDP a8 &8
messure of the success of poliey, Such a downgrading is sonme-
what misloading. The problen would appear %o ba with our under-
gtanding and practicoe of the development process, not with the
objective of increased output of goods and services. It seems
clcar, however, that to attzck the income distribution problem
(ags definecd above) simply by secking higher rates of growth of
output by the same methods ag those widely used during tho
1960'a will not succeed, will not cucceed in producing continued
growth or in helping the very poor., What does seem to be the
case 1s that a develorment policy built on a mere effective use
of domestically availadble resources can produce a growth rate

and a distributien of the rewards of that growth that are more



compatible with general notlons of vquity as well as with socicl
and politicnl otability than 1s the cace for the rocont post,

To argue in hilge vay 1mplics considerablo confidence that pajor
effects con ba accouplisched by spzclfic policy rmeasures of the
conventionsl sort, i.c¢., pollcy toward exchange rates, vasge
ratos, orudit, etec, 4nd, as will be argucd expliclitly later,
getiing conventional policy ripht ==~ or at least working in the
right diraction -~ is ne2cessary bofore onc¢ procceds into the
morc¢ intractable arcas of institutional change and revolution,

3. Specific reference to taxes and transfore as a policy
instrunent to help reliove low end poverty should ba noted,

This is the subjoct of another papor in this volums, end need
not be elaborvated here, At several points in later discucsionsa,
however, the key role of taxation will cnorge., It 1s copocinlly
relevant in efforts to roduce extrome wealth and to broak the
povwer hold of domlnant groupa..

k, The specific cconomic charncteristics that seem to
account for the low end poverty are also explorcd in another
paper, Daia are not very plentiful, dut four such charactoer-
isticg are fairly firmly estoblished, and are of especial
slgnificanco in tha set of issuen exarmined bslow, Thoy cay
be surmorised ao follows:z

&, Tho poor aro enguged in very low productivity
activities, 1In sore instznces they have no job at all, but
literal open unemployment is a lurury the poor can‘raroly afford,

bs Iue poor havo little hucan capltal, and are not
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in a pocition to nccuaulate it, either through formal training
or job expsrience,.

o. The poor own little physical capital or land, and
of course have little capaciiy to acquirc 1it,

Such charecterietics follow almost from the definition
of poverty, but they do help to isolato a bit more the nature
of tho problcze The question of the present paper nay now be
put: how do the ceveral tspocts of trode and industrialization
policy affeet thecoe three major characteristies of the low end

poor,

II.

In Soection A of this Part, the role that manufacturing
can plasy in the attack on low ond poverty is discusscd., Given
this rolo, Section B contalina fwo variations of a model that
will provido the baslic framework within which the romaining
toplics are analyzed,

A. The Role of MKanufactures

Banufacturing accounts for a modest portion of GDP in
most devoloning countriocs, snd offers employmsnt to an even
graller proportion of the labor forcs, In modern sector manu=-
faocturing productivity per worker snd wage income is generally
nuch higher than in other sectors of the econony., Despite this

spall size, modern gector manufacturing occupies an important



position in the cf{feric to allovistc low end poverty.3 Tho
early versiona of the labor purpluvs, dual cconony rodel of
development imply thut a high rate of growth of the rmodern
gector (doninated by ranufecturing) wouldé produce a rate of
growth of derznd for relatively unskillecd labor such that the
enployrent and poverty problci: wowld both bz colved in an

(al

acceptably short pericd of tlue, Thé regolution of {he protlcm
would work in two directions. The modern sectoer ituclf would
absorb Increseingly large nuzbers of woxrkers, gnd thercby rcduce
the nunbors who romained in traditional, low productivity oct-
ivities. Reductions in the nunmbers reraining in traditional
activitics would result in a risc in the cuantity of goods
available per capita there, and, more importantly, facilitate

a rationa)ization of techniques cnd practices in thot sector
vhich would in turn produce an incroased rate of growth of pro-
ductivity. Tho origin, the prine nover, of the process in the
model 1s however investment in the modern sector., This location
of tho prize mover is important in the stoiry as it has a signi-
ficant impact on the policy follcied, and on policy changes to
be guvzegestod below,

If the level and gtructure of woge rates do not change
over tine, if the price of capital rccains unchanged, if there
s not change in productivity duc to technological improvenents,
to lcarning or to increased hucman capital, if there are constant

returne to scale, and if there are no major changes in the

conposition of output, then ouiput and eaploywsnt in the wmedern
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sector must grow at the same percentage rate, If wage rates
(and productivity) in the modern sector are higher than in the
traditional sector and than in the economy as a whole, the growth
of the modern sector in excess of the lubor force will result
in a shift of labor from low to higher productivity activities.
The more repid the growth of investment and output in the modern
sector, thc more rapid will this shift be. 1In this context
then, growth of the manufacturing sector offers a ma jor focus
for the alleviation of low end poverty.

This way of tainking contributed to the establishment
of a series of rpolicies aimed primurily at generating as rapid
a rate of growth of capital and output in the modern sector as
possible, These policies (to be examined below) did in fact
produce the high rate of capital accumulation, especlially in
the period of t.e carly 1950's to the mid-1960's, but the ex-
pected corresponding growth of}employment did not follow, 1In
the following section, a model is established that helps to pin=-
peint the variables that are relevant in explaining this pattern

of development.

B. A Goneral Framework

1, Consider first a model in which productivity incréasinq
technical progress embodied in physical capital plays an important
_ role.u
Dlagrem 1 will serve as the basis_around which to build

the discussion and illustrate the arguments., Thoe vertical axis
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of the diagram measures the average product of labor, The
horlzontal exis id divided into units of a glven capital labor
rotlo., To ©lpmplify tho initlial discussion, it is assumed that
the game awmount of investnent (in real terms) is achloved every
year, cnd that thie investment creates the came number of new
Jobs., However, the productivity of the newly created capital
end the newly exployed labor in yecar t is (l+a) tines that of
year t-1, Thus the productivity of both capital and labor are
agsumad to rise at a constant annusl percentcge rate equal to a,
The slope of the line PAB 1s thereforc equal to a, as the line
itself is the locus of pointe of labvor productivity. Thece

aegunptions mcan that the source of ithe hlgher productivity is
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incorporated in the newly crented capital or the nowly hired
labor or both, eud once incorporated cannot bo modified. This
agsumption makes considerably wore sense for physical capitzl
then it docs for laobor, tut as discuscged later hes some meorit
for lebor as vell.

This set of ascumptlons scems especlally useful in the
context of the industrislizing developing countries, New forms
of physical capital are bteing rade available yecar after year,
which for the mogst part ombody a technology that existing
cepital cannot use. Most of these economies are now ndding to
capital, rather than replacing old capital so that to a greater
degree than in richer countries capital of varying productivity
is observed, Sirilarly new managers and workers enterinz the
labor force nzy be more productive due to better training, better
infrastructure, and more efficient distribution arrangements.,

It perhaps should be noted that rising productivity of the
already cmployed lator force due to lecarning-by-doing cannot

be shown on Diagram l. What then does this set of assunmptions
teach us about diotiribution as industrializantion gets undsr way?

In Diagram 1 the newest unit of cepital and labor is that
rarked d. It is thls unit that ylelds ths highest labor (and
capital) productivity., With a wage rate equal to AE, the lcast
productive capital labor unit that is profitable to use 1is that
identified a8 €. VWith capital labor unit e the vage pald absorbs
the entire output and no profit at all is realized. The capital

to the left of e is so unproductive that, at a wage AE, labor



costa would not be covered so profits would be negative, Witih
the most productive capital, 4, profits are equal to BC., Totial
employnent equals ED, the total wage bill is EACD, total profits
ABC, and total cutput EABD. So profits share iz ABC/EABD, If
it is assumed that TAB is a stralght line, l.e., productivity
grovth and the investment rate are constant, the profit area is
equal to 1/2(BC)*AC. Total output is this arca plus AE+AC, so
profit®s sharc is =G EQEKE—
that if the wage rate were lover, e.g., HJ, profit's share would

« It 1s evident from this expression

nocescarily rice, 28 would totsl employment, Suppose now that
total profits accrue to a (8mall) fixed number of the labor
forca, evidently the per caplta income of this fixed small number
vill rice rclative tc¢ the per caplta income of the wage earners,
At the same time income within the entire (employed and uncn-
ployed) wage earning groups bzcomes more equal with the rise in
employment, and total output rises proportionately to HAEJ/ABDE.
In this context the loviering of the real wage rate added to the
quantity of capltal stock that it was profitable to opsrate,
Such a result could also be achleved by increasing the number
of hours per day that the capitol stock was utlilized,

A morae lmportant -- or at least & more empirically rele-
vant =-- case is what happens as new capitcl-labor units are
formed with £till higher productiviiy while vage rates remain
at AE., The new unit, u, is more productive than the d unit, and
1f vwage rates romain constant, profit's share is greater with m

than with d, and therefore profit's share of total ocutput must
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be greater now than was the case before m was created, Hero
again totul output rises, and the total output accruing to labor
also rises, Therefore, with the addeu employment (equal to Dii)
income diotribution among wage earners becomes still more equal,
low end poverty is reduced, and output available to the non-
profit recceivers rises., The incressed outpul is due to the
higher productivity of the new capltal-labor units, and to the
ndded employnent. On the other hand, 1f wage rates rise with
the productivity growth, profit's chare would remaln unchanged
as would lebor's, In this event, output will rise only by the
annual increase in productivity, and the total output sccruing
to lszbor will be less than if wages remained constant, Of courze
the employed workcrs have higher pay, but if it is they vwho sup-
port the unemployed then evidently they too would benefit nore
from constant wage rates than from rising wage rates.

Under prosoent assumptilons the profit rate is also rising
over time as new units of capital labor are created.5 This
process continues (in the model)until full employment is
reached, i.e., until all workers in the economy are recelving
at least a wage equal to AE. After this point wage rates would
(in tho wodel) begin to rice along with productivity, and shares
would remain constant. Vhen thls point is reached, then the
assumption of 2 given capital labor unit becomes open to even
more cevere question than before, Presumably as wages rice,
the capital labor ratio will also begin to rlse and possibly

incentives may emerge that result in productivity growth not
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affecting both inputs eyually, loro on all this later,

In this argument the enlarging profit's share is a con-
sequence of the ralsing of por caplita inconmes of the labvor groups,
l.e., 1t 18 a consequonce of creating employment in those sec-
tions of th2 econorny where productivity is higher. (This is
not the same thing as arguing that high profits are nccessary
to prcauce the saving that will pormit a satlsfactcry rate of
capital formation,) It 1lg slso evident from Diagram 1 that with
a more rapid increase in productivity -~ a greeter slope of FAB
=- proflt®s share and the proflt ratc rise nore repldly, as the
relationshlip between BD and AE govern the reclative shares., At
the same time the higher rate of productivity grouth generates
investment opportunitles, and thercby ghould contribute to a
moro rapid eastward movement along the horizontal axis, Finally,
the diagrem shows that technologlical deprcciation penalizes the
movement toward effectlve utillzation of labor and the levelling
off of reletive shures, 1I.e., if physicel capital falls apart,
then this fact reduces the rate of increase in profit's share
and eumployment growth, and thereby increases the time required
to reach the full employn~nt point,

This forn ¢f {the vintzge model essumes no eubstitution
between capital and labor after construction of the physical
capltal. Prior to conuiruction there is substitutability, but
the capital labor ratlo remains unchanged because real wage
rates and capital ccsts are agsumed constant and productivity

growth is assunmed to act on both inputs equally, If some ox
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post increase in productivity is techniecalliy possible, the
dicgram becomes more complicated, but the general argument
rernaing relativoly the same, If it 13 assumed that a remains
poclitive end constant and some Increase in productivity growth
can occur ¢y _rtoot, then FAB 1ltself shifts upward viith the same
glope, This upward =hilt in FAB would algo contribute to a
ricing profit'c share and a rising profit rate,

As this happens the wage rate AE (Diagram 2) falls below
the level of productivity of labor wilth unit e. If there existis
unutilized physical capital left of e, the producer now has an
inducensnt to bring thege machines into use, In Dlagran 2
employmant will rise by EH, the wage bill by G°AEH, and total
profits by G'A*AG. Profit's chare of the new output (G'B*DH)
will alco bo greater than it was before the upward shift in FAB.
In the event that thore are no_unutilized capital units avail-
able, then evidently thls source of incrcased employment is
impossible., If, in addition, there is zero ¢: post substitution
between capital znd labor, then a rise in wage rates from AE to
A'E will not penzlize employment growth and will contridute to
increasing per capita income of labor. Such a riss in wage rates
will also reduce the growth of profit®s share and the rise in
the profit rate. These consequencos may also reduce the rate
of castward movenent on the horizontal axis, but this cannot be
told without further assumptions,.

On the other hand, 1f there is positive ex post substi-
tutability between capital and labor (and no previously idle
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machines) the increase in labor productivity to AE with wages
remaining et AE will induce an inercase in employmsnt relative
to capital, In this case employment will rise rolative to capital
until Q/L is equal to AE again. How much incroase thig amounts
to dopends on the elasticity of substitution, The greater it
1s, the greater will be the increase, If th%s happens, then the
effect on relative sharcs depends also on the value of the
elasticity of substitution, The outcome of this argument can
not be shovn on the diagrers as it involves a chenge in the unit
of measurecent along the horizontal axis, Further implications
of & changing K/L are exanined in <he following section, It is,
however, clear what the consequerico of rising wages are in thie
6

circunstance,

To summarize briefly: Tho modiffed vinicge model
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deseribed sbove brings out the impact of productivity growth,
vage rates, profite, investment, and output growth on employment,
profit's share, and labor®s per capita incoue., It shows that a
riesing profit's share with constant wage rates is a necessary
concoquence of increzsing employizent and Increasing the per
capita income of labor, employed plus uncmployed. If government
owns the plants, profiis accrus to the governmont, but that does
not modify the argument. Rising wage rates will prevent the
share of profits from rising, but will then croste intra-labor
inequality, and ponalize employment growth, It is likely that
there i6 more sharinz vithin labor than betiieen labor end profit
recefvers, but Lt is not likely that there is enocugh sharing
within lebor to Jjustify seeking simply to raximize labor's share.
(This is not, to repecat, the same thing as arguing that a rising
profit®s share 1s necessary in.order to schieve an adequate
gaving rate. HNor ig a “trickle dovm™ notlorn involved here,)
Profit®s share will continue to rise until "full employment.®
Profit's share rises faster as does the profit rate, the more
rapid is embodicd productivity growth, given constant real wages
and the longer the physical 1life of the capital, So too does
the rate of growth of cmployment and income accruing to the
labor sector. 1In the context of the industrialization effort

of less developad countries the conclusion would seem to be

that rapid rates of growth of productivity, output, and invest-
went with constant real wages in the modern sector will in fact

produce a rising profit's share, but the same process generates



the most rapld growth of omployment and labor incorn possidls
vith a given rate of capital formation, In particular it is
clcar thut risinz real wages, though helding dowvmn the grewth of
profit'c shars, will ponulize the growth of cnployment and
labor's Sncome, The only instence where rieing wage ratces do
not penallze cnpleyment and lebor's incemo is in the cese whoro
thero iu a dieombodied increase in productivity end thero 1is zoro
substitutability between capital and lebor. In thz ease where
produciivity grows as a consequence of accunulatcd exporicncao
incressed wapge rates will add to intra-labor inoquality wnile
holding back the growth of profit's schare,

2, The argunont iz neater if it can bs sssumod that nona
of the incroaced productivity is embodied, i.,o,, that it occurs
irrespective of the level of investment.7

Suppose that all firms hire labor until tho rarginal
product of labor equzls an exogenously given wage rate., Suppese
furthor that capital formation is determined autononously, and
that the following production function dczeribes the modern
ranufacturing sactor:

1) Y(t) = F(a(t)k(t), d(t)L(%))
where Y is output

a is the index of capital augmenting produc-
tivity greuth

b is the index of labor sugmenting produc-
tivity growth

L is labor



K 4s capiirl

t refers to time period
Aogume this production function has constant returns to scale,
Then as is chovn in the appendix to the Frank-Webd paper in
this volune, the proportionzte rate of growth of the demand for

labor is

oy
2) Iy, = Tk trg Lyt Y - WL Z;:b - ré7

whore the rfs identiiy proportionato rates of growth, e.g.,
%% %f’ etces W 48 tho wugo rate, end <~ is the elastiocity of
subaotitutien, Lvidently, eéploymont grows with capltal formztlion
and capital ouzmenting productivity growth, and £alls with labdor
augmenting productivity growth, The most interesting component
is the last, which telle us that labor augrenting productivity
growth, not r:atched by wage incrcases, will producc employnent
growth if the elusticliy of sutstitution exceeds zero, 1f %ZEKEL
excosds ong and ry i3 zero, the net effect on employment growth
of labor augmen?ing preductivity growth is pocitivo., Capital's
ghare 18 of course less than unity, and generally less than .75.
A "low" capltal share therefore facilitates employment growth.
Thero are three points in particular to note about (2).
FPirat, if r, @ ry ‘then employmsnt will grew faster than ry it
ry > r, and ¢~ > 0. In this event the greater are O and ry
(relative to rw), the greater will be ry s in order therefore for
ry > X1 (1) Ty, nust exceed Ty and (2) Ty, f; r, or (3) g

must equal zero, If r., is zero, the capital labor will rise


http:gro,w.th

only if r 1) is nogative and abaolutely larger than

D &
b (Y - wL
roo This suggests that considerations with respect to Tye Too
and &7 are relevent in the incoms distributicn problem., It
may be noted in passing that in almost all dovelopinz countries,
capltal®s share i3 larger than in the more developed couniries.
Thereforce wlth a given elosticlty of substitution and a given
differcnce between ry and e employment will expand mcre rapdily
in the latter than in the former countries.

I
Secondly, if ry = 0, thenr, 7 r  if r_ > =ty
If r,=®r, = 0, then ry =Yg ™ T In either case if ry = 0,
employmont will grow more rapidly, the higher is r, and the lover
is
Third, the rate of growth of labor's share (with product

prices assumed constant) (LS) can be shown to be8

3 rg = (T =1) [ry - n/

Labor's share will rise if r, exceeds r and the elasticity of
substitution exceeds unity., If wage rates were constant, and
o > 1, then labor's share will rise over time in this model.
Earlier it was shown that enployment will grow more rapidly,

the greator lg r'y relative to r, and the greater is Now
from (3) it is evident that if € exceeds unity, the greater it
and Ty are, the more rapid will labor's chere rise, WwWith r,
equal to zerec, the increase in laber's share is due entirely

to increasing employment., In this event omployment grows more

rapidly than output, and obzarved labor productivity frlle.



These circumsiances viould appear to produce the most favorable
effect on lew cnd poverty as well as on the overall size dist=i~
bution of income., IZ T :’1, rising wage rates actuolly reduce
the rate of growth of labor‘s share by their pcnalizing of em-
ployment growih., It is mlso evident that if nwj>trb. then a
less than unlty will preduce a rising labor chare, at the expense
of a glow growih of cmploymcnt.9
In the prcsent formulaticn of the modol., the elasticity
of substitution plays a more imporiant role thzn in the vintage
version. The prowth of wage rates remains crucial as does the
rate of growth of productivity. The present formulation also
brings out more clearly than did the vintage version the import-
ance of differcnt forms of productivity growth on both eumployment
and income distridution, Also brousht out is the fact that a
rising profit's share is not a necessary condition for growth
of employment, &8 wzs the ceee with the vintazo modol,
the two forms of thse model indlcato that the following
are strategic clements in an enzlysis of the problems produc-
tivity growth (mugnitude and pias), vwage rates, factor subatitut-
gbility, and capital formatlon (and hence profit rate). The
question of the papsr may now be put as, How do industrizlization
policies in general and trade policies in particular affect these

geveral elements?
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III.,

The models just concidercd place a heavy role In invest-
ment in modern manufacturing activities, but that investment
must take place in a manner consigtent with the resource endow-
ment of tho ccoacmy. The investmint must *Tit® the economy, if
it is to serve the income distribution objectives very effectively,
In this Part I review some aspects of the role that industriali-
zation policics seem to have on the rate and the form of invest-
ment. Scctlion A considers formal investment incentives, and
Section B the profit rate and its reclationchip to tho rate and

composition of invesiment,

L., Investuent Incentives

Almost all developing countries have a variety of regula-
tions intended to encourasge invesiment in manufacturing. There
are a great variety of such regulations, but some common char-
acteristics do obtalin, and some gencral obscrvations appear
legitirate. In almost all instances the incentives are In terms
of exemptlons from company taxes or from customs~duties and
inciuvde measures that may reduce the level of taxable income
(at loast for a time), e.g., accclerat~d depreciation and
investment allowances, The latter sro less frequently found
and result essentizlly in deductions of part of the cost of
investgent from taxable lncome, Outright grants for investment

are very rare. The range ol variations and modifications within
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thcoe catogorics iz great indecd, Tax holidays vary widely in
the length of tlwme that they are spplicabvle, may apply to the
entire income or %o come pert only, may or may not apply only
to plencering cnierprises, wmay or may not apply to a firm's
expenuion, or to its locatlon, and o on. Exemptions of custom
dutics are here and theve dependent on avallavrle douestlc sup-
plios, type of commodity, sometimes apply to raw raterials and
gometimes not, and on egnd on, In rany instances the advantages
incrcnge a8 +the absolute size of the Investient increases, and
gome indeced have a nininun size investméht requirement. In
most countrics the vast majority of investment projects 1ln torms
of numbor are not affected at all by the incentive system, but
in terma of moncy value of invesiment the proportion is much
higher.lo
It is correct to say, &s many have, that a2lmost all
incentive systems favor the use of capital at the expense of
labor. We have little ewpirical evidence on the extent to which
tho incentives themselves contribute to the observed rising
capitel labor ratios or result in activitics being chosen that
have a higher capital lzbor ratio than would have been the case
in their absence. If one believed that these particuwlar incen=-
tives were necessary to produce the investiment, then of course
employment growth is greater with them then it would be without
then, Again efforts to measure the effect on the rate of
investmont of incontive systems have not been successful, but

qualitntive evidence is leading an increasing number of economists
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to concluce that any such effect is minor. This cvidence is
largely from reports on interviews vith producers and from studica
in developed countries of the determinants of investnent. Ancwvers
to questionnzires on thic kind of lssue are not completely reli-
able, but the consistency with which tax adventages are down-
gredoed cppears convinclng. These cuesticnnadres usually consigwh
of a set of quescticns as to the factors that led to the decision
to invest. Tax asdvantzge rarely appeared high cn such 1lists and
were freauently not mentioned at all. In particular countriscs
at particular times, tax Incentives may be crucial, but it now
secms cafe to conclude that the case should be proved, and where
there is no evidence on the contrary the best assumption is that
tax advantagos have little impact on the rate of investuont,

From the standpoint of employment growth and gllocative
decisions, the worst of all worlds is the situatlon where the
rate of investment is not affected, but the choice of techniques
and cholee of scctor are affected in a ranner that penallzes
employment growth of unegkllled workers, discourages the use of
domesticelly produced inpute, and discriulnates relatively
against small-scale operations, This in fact seems to be the
case in many countries at the present tlme., There are other
consequences wore dircctly related to the distribution of income
that may be vorth discussion in the present context.

Any incentive that is built around relief from profit
taxec evidently depends on profits being earned, If profits are

not earned early in the life of the firm, or 1f they are not



expected to be earned, then tax forgiveness can have no effect
on the investment decisions. It therefore increcases the varia-
bility in profits reletive to that which would obtain in the
absence of tax holidays., Thus the rich firms get richer, end
the firm that may have & hope if it can survive for a few years
¢gots no help. Evidently whero the extra profits (profits that
would otherwlse be taxed) are pald out in dividends, the size
distribution of income in favor of the higher income groups is
enhanced,

A second aspect of inveutment incentlives relevant to the
employment and Iincome distribution follews from the fact that in
many countries the incentives apply only to certaln types of
activits 3, or additional governmeat authorizatlons are necessary.
For example, imports of capltal goods may be exempted from duty,
but an import license must be obtained, The retvalning of con-
slderable discretionary power fequires consideration of criteria
for declding which activities to permit and which imports to
allow, One such criteria that has found favor in a number of
countrics is whether or not there is "room* for an additional
producer. This usually means that the decislon~making authority
asks 1tself what would happen to product prices and to the utili-
zation rates of existing capacity were new capacity to become
avallable, If such congseqguences appear undesirable from the
standpoint of the existing producers, new applications are
rejected. This arrangement means that the new industry is

offered not only protection from imports, but also protection
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from future domestic competition., As is discussed more fully
below this kind of protection has especlally adverse effects on
the kind of productivity and employment growth that helps reduce
the proportion of the labor force left beyond the reach of the
modern sector, It is evident that such an incentive provides
more or less guaranteed profits without any inducements to find
and install cost reductien measures., Evidence seems completely
lacking on this point, lut it may well be that removal of guar-
antees of protection of this kind would have marked necgative
effects on the rate of investment in some countrics, especially
in thosze @ctivities vhere exporting potential is assumcd to be
slight.

A third point having to do with incentive systems has to
do with thelr cozt In terms of government projects foregone
because of lacks of funds, It has often been noted that if tax
relief has zero effect on the rate of investment, then the pro-
ducers have profits rather than the government having tax
revenues, The amounts involved may not be large, dbut in nany
cageg are large enough to matter, especimlly .f foregone customs
receipts are included, Lent estimates that revenue foregone
(on the assumption that the incentives have no effect on the
level of investment) ranges between two and thirteen percent

11 For countries at the upper end

of total government revenues,
of this range, foregone receipts can clearly matter, They matter
even more if the government seeks to obtain revenue by other

taxes, e.g., payvoll taxes, that unamblguously penalize employment
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growih, The consequence of this for Income distributlon and
employment depends of course on what each government and Industry
does with resources avallable to it, The situation doubiless
vaeries fro.a country to country, but in many countries evidence
would scem to suggest that governnent projects could be devised
vhich wvould contridbute more to these objectives than 1s llkely
to ba the cuse out of the untaxed profits., In particular,
government expenditures that fecilitate the growth of small
scale industry, and still more pazrticularly that fecilitate new
activities In non-urban areas, are more llkely than private
expenditures for tho same purpose.

L final general point 1s this: <the investment incentive
packages almost always refer (in fact or in law or both) t¢ lerger
scale, modern cnterprises. In some countrics they are more often
aimed at forelign rather than at domestic investors, This often
means that the government officlals neglect or actually dis-
courage smaller undertaking and those 2employing the more tradi~
tional methede and the more traditional techniques., This in
turn has two effects on low end poverty and income distribution
in gencral. Indizenous activitlies that fit the economy are
rarely helped and are sgoretimes destroyed by the (unneccsgsarily)
subsidized new firms, and thereby oprortunities for income earn-
ing activities that can reach a significant segment of the labor
force are hurt. Nore generally, however, is the fact that the
investment climate that is created militates against indigencus

activities and the evolution of those kinds of activities that
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bost fit the system, This notion is both vague and importiant,
Discussions with industrial policy officiales in many parts of
the world confirm this attitude. It is an attitude based partly
on an luplicit asswipticn that the oniy hopelul ong-run prospect
is rapid growth of large-ccale, modern factories., Hore generally
it ccemz to be basced en the notion that no policics can bve
designed that will help the trvly indigenous enterprises. This
latter notion, like export pessimleu and variable coefficlent
pessiniom can ba eroded away, if at all, only by success stories,
To sunzarlze briefly, Logt doveloping countiies lLave
investment incontives that ususlly involve tox advantages to the
investor. Although empirical evidence is slim, several reports
of interviews and questionnaires indicate these incentlves are
not especially important in generating investment. They do have
other effects, however, most of which dampen employment growth
and contribute to incraacged incquality of earnings among pro=..
ducers and among reciplents of firm income. Guaranteed protection
from foreign and domestic compzctition does uppear important, and
has adverse effects on productivity growth, These incentlves
are genecally relevant, and in some cases only appllicable, to
larger gcale, modern sector activities, Ae such they direct
attention and energy away from small-scale, indigenous operations
which fit the economy better and that are more likely to generate

employment for the low end poor,



B, The Profit Rate

In any dlscussion of income distribution the rate of
return on physical capitel in manufacturing enters in a variety
of ways. (The return on huizan capital is discussed in the sec-
tion on wage rates.) On the one hand, of course, is the pré-

return on physleal caplital induce

-

aumptien thot high mics ©
the furthor accumulution of more capital, and the further pre-
puwption that variation in profit rates affects the allocation
of capital among menuiacturing scctors. On the other hand, asg
notad above, profits go (or arc assumed to go) to the rich at
the expense of the poor, and theredby to oxacerbate the distri-
bution problem, Kore revealing language is to distinguish
betwreen uveseful profits and uselessg profits. The former being
those profits that induce investiment and that measure the gocial
contribution of investment, and the latier are those that result
only in income inequality. The point here ile not just that high
profits way be saved or may be consumed. The point is to under-
gtand their lmpact on the rate and allocation of investment.

The modele of Part IT showed that 1f a large part of
productivity growth is of the embodied type, then it is expected
that profit's chare and the profit rate will rise over time if
the maxinum contribution to relieving low end poverty and to
preventing growing intra-labor inequality ie to be made. If
these high and rising profit rates are legitiwate signals and
if they induce a high rate of investment, then movement toward

the elimination of low end poverty 1ls accelerated., If, however,
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the high profiis cone iron excessive protectlon, from inappro-
priate incentives, ifrom ponalizing productivity growth, etc.,
the result wiil be siuply inequality o income distribution.

In thie section two general lssues are dlscusseds How
in fact have prolit rates evolved over the last two decades or
so, and to vhat extent have these developments produced satis-
factory rates of investment? The examination of the first lesue
inclvdes an effort to explaln the impact of incentives and tariff
policy on this evoluitlon. HNelther lesue can be discucsed catis-
factorily. Data on these ratters gire the least available of
leos developed country date, end efforte to accumulate enough
data to Justify upeaking of a general plcture were, at best, a
flat fallure.

1. Profit Rates, While data do not vermit a very

inclusive analysis, there are several general pleces of evidence
and a couple of case giudies that are helpful in understanﬁing
the prodblem,

All avzilable data show that total value added less the
wage bill ie a much larger share of value added in almost all
less developed countries than it is in the richer countries.
Thia holds for maxnufacturing as a whole and for almozt every
gector, at least at the two-digit classification., Ve also know
that the capltal-output ratlo in ranufacturing in the developing
countries i1s much more nearly the same in both the developed and
less developed countries, Where it is higher, it 1is not as much

higher ay i3 capiinl®s (i.e., non-labor's) share. This last
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statemant holds even if with sutstantlal undervtilizailon of
physical capltal. If non-labor share is rcad as profitfa ghore,
this clrcursiance produces & higher rate of retiurn in doveloping
countrics than in +he richer countries. For exanple, in the
United Statces labor chare of panufacturing value added is about
0 percent., In less doveloped countries 1t will generally ve
between 25-35 percent. A capital output ratio of thrce would
produce a rate of return of 16 percent in the United States and
20 to 25 percent in the less developed countries, For manulac-
turing, a capital cutput ratio ol three is often high, Indeed,
vhere capacity is fully utilized over the relevant time reriod,
the capital output ratlo is almost sure to be bvelow three. So
a rate of return of at leagt 25 percent would seem indleated by
this rough and ready calculatlon.

Thera are a few studies that have made efforts to estimate
directly the rate of return., Three of these moy be mentionad,

a., Rent Hangen and Girgie A. Karzouk provide some data
on Egypt relevant to the lssue / 28 /. Thelr rajor estimate is
for 1960 and amounts to 17 to 18 percent of replacement costs
for total industry (of which manufacturing accountg for about
90 percent of value addéed, employment, and wages). This i a
before tex figure, end profits are net of depreciation, If book
value capiial figurcs ere used, the rate of return is 21 percent.

Hansen and liarzouk quote censuses of preduction data as
showing wages and salaries emounting to 32 percent in 1950 com-

pared to 40 perccnt in 1952, For 1960 they sugzest a capital
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output ratio a blt less than threce, and hence a profit rate of

2k to 25 emerges with this way of calculation., This is higher,
but not abasurdly higher, than the figure they arrived at by
direct catimation. Thelr data also show that (most probably)

the capitnl stock grew less rapidly then output over the decade
of the 1950's, If profit's share rose (from 60 to 68 percent)
gnd the capital output ratio £cll, then it can confidently be
concludcd that the profit rate rose over thls period. The data
show that wage rates probably did not grow &8s rapidly as did
observed labor produciivity, and there was a rise in product
prico vhich also added to capital®s share. Vhile no specific
rolationship between the rising profit rate and the rate of
investmont could bo shewn, there wag, during those years, a rate
of growth of physical capitasl of ncar seven to elght percent,
This rate produced & marked rise in the capital-labor ratio.

Phis increace in the capitul-labor ratio may have been due mainly
to & composition of investiment effect rather than to increasingly
capital intensive t. iniques with ecach scctor,

The authors do not attach a great role to any government
policy to nccount for these favorable profit rates. They do note
that protection gave sowe nonopoly power, but do not emphasize
this as the full panoply of import subztitution measures viere
not in effect in these years,

b, Stephen R, Lewis® story of Pakistan's industrialization
is more directly applicable to our general frameworx / 44 /.

Although there were a variety of measures in effect during the
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1950%g deuigned to encournge manufacturing investment, the
policies of the 1900°g were much more potent, In particuler,
during the 1950°'s inport limitatlions and tariff policics did not
create aifferential rates of growth of investuent and pirofit
rates, The general scarcity of manufacturcs cvamped cny differ-
entizl effeets of the tarlll structurs night have had, end the
turiff citructure was much less differcniinted in the milca-1950's
then in the 1960's. Profit rates wero high across the board,
g)though Lewis offors no actual cstimates on this, but there is
no doubt his susertion is correct. Inductrico regponded riemarke-
ably well to thege profit opportunitles end investment and output
grow rapidly. Leowis alego chows evidence that costs of production
in mout Paklistani manufacturing activities declined over the
1950's. Tho general diccoullibrium crested by the partition and
by the rcoctrictions on imports were being eliminated in the
textbook manner., Similarly the munufacturing gector chowed
good capacity to brcak eny bottlenccks that appeared,

The major problems appzared when the general scarcity
was rellcved, end the (Sncrecased) differential tariffs and other
discriningtory instruments began to bite charply. The bottle-
necke that then appeared werc rauch lccz casily broken, the
growth rote glowed down, and a stop~go situatlion ererged.

The 1950's in Pakiutan were not characterized by ideal
econotdc policies by any weans, The capital-labor ratio probably
roge significantly, and industries appeured that could hardly

meet any test of eificlency. The point at the moment, however,
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i that profit rates woro high in ihe fifties, the Industrieliste
reeponded, cnd profit rates bagen to decline. It was not until
thy heavy distortiens of the 1960%s beoan that high profits
fziled to produce the rodel resulis, and the botileneck domine
ated gtop-pro plcture appeared,

Similar cvidonce rzy be edted frow Latin Americn, Carlos
Dinz-Llejandro /719 7 has pointed out that the industrice vhich
developed in Argentina, Brazil, Colombla, and liexdlco in the
earlicr purt of the twenticih contury did so with very nrodest
lovels of tarif{f protcetion, and did not rcquire the complicated
pogtuar type of importi subztitution pelicles., Investment in
textiles, shoes, cecument was substantlal behind only very simple
tariss protection, In the language used carlioer, these indus-
triecs scomed to it theoe economles at that time much better,
much more satisfactorily, than the nmore complicated and capital
intenzive uctivities that the more poweriul protoctive devices
of recent yeard have brought into being.

c. A detailed study ¢ Argentinian profit rates over the
yearn 1961-67 has becn made by A.H. Petrei / 66_/. His calcula-
tiono show rates (before taxes) ranglng from a low of ten percent
in 1962 to a high of 25 pzrcent in 1965, The rate for 1963 was
12 percent, and all other yecars wvere in excess of 18 percent.

No trend ecppcars over ihcse years., Veges and galaries share of
value added in 1663 amountcd to 38 percent, With a capital
output ratio of three, the rate of return would be over 20

percent;
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Petrel aluso calculates a varlety of repreassiona of invest-
ment in menufacturing on rates of return and variation over timc
in the rates of return. These regressions all yield coefficlonts
Wwith the uxpected sign and t values that are significant at all
conventional levels, The regressions show that variation in
rateg of return exploin over one-third of the variation in
investment,

Very little in the way of generalizations can be derived
in this way.lz At the sane time it is difficult to convince
oncself that profit raies have been cignificant bharriers to
investuent in the rmodern sector, Indeced the bits and picces
of date avallable on this key subject would suggest that profit
rates were generally quite attractive. The evidence from capi-
tal's gharce and ICCR's is not incensictent with the assuaption
that profit rates have been rising over time., It is impossible
to sgay whether these rates, if they were in Tact as high as
suggested, arose from the kind éf ph¢nomena aacounted for by
the models of Part II. The rising capital labor ratio and rising
profit rate however can reflecct a variety of other developnents
as well, and full explanation 1s not possible with the data that
are available.

There are even fewer data from vhich to estimate profitis
for indigenous manufacturing activities. In such sctivities
proflits and wages are genecrally so entwined that a breakdown

does not make much sense, Cacual empiriclenm suggests that most

(In terms of numbers) of these activitics have little capital
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and carn much lower return than do medern scctor zctivities.

As will bve argued later, the contribution of such activities

«©

3g much more strategic to the incoue distribution problein than

{g indicated by relative rates of return.

2, nates of Betvrn end Pates of Inveztment., The effect
of high and rledng proilt rates on {ncome distribution and the
alleviation of low end povertly depends on the extent to which
they induce capliel formation in an economlc cnvironment in vhich
the distortlons are relatively modest. The models of Part 11
sugeest thet a rising profit share and profit rate can often be
expected if the maximum contribution to the relief of low end
poverty is to be made. But the more rapid is the rate of capital
formation, the sooner vill a situation be reached in which vage
rates can begin to rise without penalizing cmployment growth.

Most observers would probably agree that investment rates
1n manufacturing have been recsonably aatisfactory over the past
15-20 yearc. The precarious conclusion juct reached that profit
rateg have been "high” does not necessarily mean that the latter
induced the former. At the same time, it seems reasonably safe
to arguc that the attractive profit rates were a necessary con=
dition for the high investment rates. Ve have also argued that
the various tax incentive arrangements were rarely very important
to the investment decision., What docs seenm unambiguously inport-
ant ‘n many instances 1is protection from imporis, and probably
(implied or explicit) protection from domestlc competition., The

distortion created by the tax incentive arrangements can be
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removed therefore without penslizing investment. Lewis's analysis
of Pakistan in the 1950's sugcestis that a relatively undif eren-
tiated import pollcy and high rates of investment can co-exist,
end the high rates of profits can be reduced over time by high
rates of capital formation, Studies of reccent Brazilian experi-
ences, though much loss complete than Lewis on Fakistan, suggest
a gimllar conclusion.13
can then protection schemes be designed that afford the
necessary time and encourcgement for industrial developuent,
without so lmposing distortions that the investment generated
does little toward absorting unskilled labor? Along with foreign
trade policy, two other general categories of policy appear cxtra
gtrategic:s wage rates and technology. These three compononts
of policy -- foreign trade, wage rates, and technologlcal
development -- must be consistent with and contribute to a high
rate of capital formation, if the manufacturing sector is to play
a very strong role in effecting a more accopteble gharing of the
revards of development., In addition, ways must be found to
generzte productive manufacturing activities In eagsentially rural
ereas and small towns. The following Farts of thls paper con-
slder some of the aspects of thesec gseveral issues, Before that,
however, a brief ccmment on the rationale and origin of direct

controls and the role of the narket,
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Iv.

In the models of Part II, a constant wage rate wvas founa
necesuary LT the maximum contribution to employment growth and
to the elluwlnation of lov end poverty were to be achleved from
a given rate of investment. Richard Webb considers the general
question of wage ratcs in his paper in this volume, and it is
possible to limit the discussion here to specific igsues connect-
Ing vage rates and industrialization policy. Conalder first somo
very general points,

It is not surprising that a government would look upon
raleing vage rates as a 1likely mcans of cffecting a change in
the distribution of Incorme, Profit in many societies is cquated
to riches and, ug noted, accrues to a very small proportion of
the population. Rising wages then seem to imply simply taking
from the rich and giving to the poor, For example, the Supreme
Court in India ruled (in 1958) that *no fixzaiion of wages which
ignores thisg c¢ssential factor of the capacity to pay could ever

I
be suppor‘cod.,"l'|

The argument gains even more appeal when for-
eign firms are involved, and the profits accrue in large part

to forcignerc which are then transferred out of the country.
Implicit in such a position it the notion that wage rates should
be the means by which profits are distributed from the rich to

the less rich, It is also evident that it is the workers employed
by the profitable firms who are to be the galners, not the

unemployed or those employed in lower productivity jobs.



Finzlly, such a notion, if effected, would result in great
diversity of wage rates, as the capaclty of flrms to pay varles
widely., In gecking %o prevent severc slze Inequalitles avising

ovi of "high" proilts, suvch a preacthlce would znad to incoualltics

o

within the lzbor sector, as well as slow down omployment growtie
Phere are also many oxemples ol governments trying to

link wage rates end workers® needs. Thus é&urts in India have

ruled that Lf “the worker does not get enough to enable him to

S

1

——

¢ his cmploycy

»

nointain o suitable standard of living -~ he can &

-

to pay him wages which would enable him to do o." There are

instances in which governmenis and courts have argved that if a
£irm cannot pay euch a woge, it should not be allowed to eriste
Development plang often announce that wage rates ghould »ise
with produvctivity, but then demur by noting how aifficule it 1s
to meapurce productivity growih. In a similar vein, polichcs
geck o rclate wege rates to the level of nationnl Jncome or

the “stage of development® of the covatry, and viages that yleld
incomas below the level fmplicd by these are deemed unacceptable.
there are algo & grocty variety of examples of non-wage costo,
extending from provision of dsy nurccries to the covering of
funeral expenseg, that sdd to labor costs. Fotimates in Latin
imerica and Africa show that these non-wage costs often are over
50 pexrcent of the wage blll. Government employces are especlally
helped (relative to non-government workers) by these mcans,
Larger private companies, however, ere frequently required by

law to provide ceriain services, e¢.g., medical. Arguments in
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favor of minimum wages usually include statements to the effect
that they are necessary to insure that the wage earner recclves
a falr wage, that he ls not exploited, is not a “victim of the

gupply and demand for labor."16

There are many similarly motivated regulations applying
to employient and discharge policles, In many countries there
are legal rcqulrements to the effect that employees of more
than (e.g.) three month standing cannot be discharged without
lenpthy preccedings or cestly severance pay. Along with these
types of rezulations, one also finds prohibitions of overtime
work, and rules governing vacatlons and holidays which appear
rather generous. In Peru one investigator found 103 different
legzal enactments that applied to hours of work [fﬁ3_7. There
are algo nunerous examples of measures aimed at preventing undue
mechanization, For example, in some Caribbean countries the
chipment of sugar in bulk was prohiblted as was the use of
automatic sugar cane harvesters.

There arc few solid empirical studies of the 1mpact of
these policles on wage rates, employment, and labor's share.
Several qualitative points, however, appear valid and relevant
in the present context.

a. Su.h regulztions (inzofar as they are not mere poli~
tical gimmicks) imply that governments can by edict enforce a
certain behavioral pattern on producers, can, in effect, counter-
act merket forces. This is to be done without dampening or

penelizing other activities that would contribute ito the same
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end, e.g., investrent, productivity growth, reductions in product
prices, It is truc thet labor regulations often do affect pro-
ducer behavior in the direction intended, but it is alsc true

the produccrs circunvent the regulations. Indeed in sowe in=~
stances the regulations induce actions that have contrary effects
to these intended. Rules agzainst discharge have surcly added to
the reluctance of firms to increase cmployment, and have in some
cases reculted in Incrceansed lay-offs to prevent workers from
geining job security. Thus the job security that the policles
gought to zccouplish have in fact contributzd to more insecurity.
Such rules have alro added to the inducements to replace men
with machines, While these regulations may have had soue effcct
in transferring rcal income from profit receivers to employed
labor, there geems 1little doubt that they penalized both the rate
of growth of modern sectcr employment snd of productivity. In
this way, they have probably contributed to an incresse in the
proportion of the populatlon in low end poverty.

b. In any developing country where a great number of
labor regulations ure on the books, they are effective in varying
degrees among the indugstrial activities, This fact adds to the
imperfectiong of the labor market, as well as to inequalities
in wage incceme, The variance of the growth rates of wages amon?
manufaciuring categories is rarkedly higher in less developed
than in the more develioped countries, Part of the explanation
of thls is the great number of labvor regulations, their haphazard

enforcement, and their unintended side cffecis.
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¢c. To the cxtent that the kind of wage policy and
philosophy described above does in fact push wage rates up,
employinent in nodern scceior nctivitics Ls penalized, The evi-
dence on this ecems bayond diﬁputc¢17 ‘hether 1t also dampens
the rate of investment is a matter on which there ig little
evidence., If productiviiy and product prices are constant, &
rise in wage raies reduccs the proflit rate. There ic reason to
belicve that many multinational companies do invest in certain
countrics to take edvantoge of the low vage rates, and rising
wage rates may be expected to danpen that type of investuent.le

In cuch an economic and social context, it is not surpris=-
ing that vage rates in the modern industrial sector tend to creep
up inspite of a general excess supply of labor. Increasing
wages, cgpecially by foreign firms, does help to keep lator
peace, does usually appease governmeent rcgulstiore, and, vhere
productivity is growing, does not harm proiit rates, It therefore
is an easy way for firms to act, and does not causc the leading
firms eny difficulty. That it causes other firms end the society
much difficulty hag already been ecmphasized.

There 3o however & second questions Wwhy does not the
economy respond in such @ vay as to demonstrate that rieing wage
rates are heavily pernallzing and thereby force wodifications?
There are rany sides to any answer to thic questlon, and come
sides apply to some couniries and others to other countries.

One po@nt, however, is general enoush for special attention,

The eystem of protcction and exchange rate policles generally
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penalizes all exports, The traditional sectors, where vage
rates have not risen or have risen only moderately or foroeipgn
demznd ic quiie inelastic, can cxport to the cxtent necessary
to keep the balance of paynmenis afloat (with protection,
licenses, etec,). Foreign aid and private capital irflows also
help. The protection of “the donmestic manufacturing activity

eliminates forcign competition, and traditional exports (with

e

protection, ald, capital inflows) naintzin the balance of pay-
ments. The new manufzcturing sector has then a captive rzrket.
and nothing happens to penalize the existing activities in this
sector as wvage rates risc,

To dramaztize thic argument congider an example suzzested
by John Pover / 68/, Suppose that almost 21l of Philippine
industry were located in Kanila, And then suppose lianila
seceded from the rest of the Philippines. The rest of the
Philippines would no longer te forced to buy ianila's high cost
manufectures, but could buy from chcaper sources in other parts
of the world., The new Manila industry could not continuc (in
the absence of lerge caplial inflows) its practice of paying
high wage rates ags its balance of payments would collapse, Wage
rates and prices must fall or there must be a devaluation that
has the cane effect. Evidently then the rising wage rates could
not take place without the captive rzrket, i.e., without the
marked inequallty in wage rates (and presumebly income) between
the manufacturing enclave and the rest of the economy, Evident

also is the fact that new manufactures in city states (Hong Kong
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and Singapore) cannot indulge themselves with high wage rates
as thcy have no captive rarkets and no traditional sector to
paintain thelr balance of payaents,.

In thie argweent,; cnphasis is placed on the protection
of the wanuiacturing secior from foreign coupetition. kKodern
sector activicies grin ot the cxpense of the traditicnal szctivi-
tleg, we the latter support the balance of payments and are
forced to buy the high cost domestically produced ranufactures.
Jt nay alco bz noted thot income distributicn could shift in
favor of the workers and owners of the newly created manufact-
uring activities vith very strong talance of payients pressure
and cven stronger upward prescure on manufceturing vage rates,
In this event, the non-nmodern sectors are pornalized (as modern
sector wages rlse) because of balance of paymants pressures,
Something like this nray happen‘in most developed countrics.19
In this event, wvage (and other) incowmec in some sectors is forced
down by happenings on the balance of payments front, made
necessary by the (autonomously, e.g., union induced) rising
wage rates in manufacturing. For the developing economies, to
which the argument applies, the milleu in which modern scctor
wages rise is less definable, loss pin-pointabtle than strong
labor union pressures. And the role of protection from foreigr
and donmestic competition is crucial,

The extent of the applicability of the above argunents
varies from country to country, 1In some countries, e.g,,

(posaibly) the Central American countries, the observed rate
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of increase in wage rates is probvably due to more conventional
supply snd demand matters. More complete country ctudies are
necessary of course, but there seems ample rcason *to believe that
the kind of argument sketched here 1s applicable in a substantizl
number of countries,

This argumeni suggests that a significant source of intra-
lobor incquality arises out of the protecction systen. \This same
gystem also helps prevent any excess supply of labor from imped-
ing the pushing up of wage rates, In this case thercfore it is
not only profits that are protected, it is the workers employed
in the modern indusirial scctors as well., The strategic policy
instrument in this situation appcars to be the exchange rate,
to be discussed Iin the next section,

Consider once again wage rates and productivity. As
productinty rises the equating of productivity and wage rates
should be achicved by increased employnznt rather than by in-
creased viages 1f the maximum effect on employment and on the
elimination of low end poverty is to be achicved, The models
of Part II demonstrated this. There are several complications,
however, and two deserve attention in the present context:
increaced productivity due to education and that due to accumu-~
lated experience,

8. In Part I attentiou wns called to the fact that the
very poor are as lacking in humon capital as in physical capital.
One reason for the existence of )ow end poverty and for income

inequality is thercfore the inequality in the distribution of
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education and training., If the educated manpower is technically
neceggary for production, and if woriers pay for their own edu-
cation, then a satisfactory return on this outlay is necessary
to preduce this educated input. The policy task then would be
to try to insure that everyone has equal access to educatiocnal
opportunltics, This is not czsy, practicably it is indeed
impozsible, but conceptually there is no great difficulty,
Rising wage rates over time and constant educational costs

would mean that rates of return on educational Investment would
be rising. If this reflected o demand and supply situztion then
we gak the same kind of question that was asked for physical
capital, namely does the higher yleld elicit the called-for
Increased supply. Here rising wage rates become a necessary
condition to produce the necescary quantity of a glven input,

If there exlists sultably trained unemployed labor, then the wage
is "too" high, i.e., the rate of return on investment in educa-
ticn 18 uselessly (in the sense used above) high.

There are many examples of wage rates of educated workers
being and remaining "too high" in this sense, The problem dis-
golves if all education were provided at zero cost to individual
recipients. In this case presumably none of the return on the
cost of tho education is necessary to induce the training, and
hence no payment necessary to the vorker for the productivity
increase due his education,

Though there may be instances where rislng wage rates

are due to the costs of education, it is diificult to be persuaded
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that it is a frequent occurrence, Existence of educated uneu-
ployed, widespread programs of free (to the individual) education,
evidence that formal education is rarely necessary for most jobs
in manufacturing all militate against the empirical inportance

of the argument,

b. Vhere the Increased productivity is due to accumulated
experience the problem is, conceptually, wore complicated. In
this event an increase in productivity with constant vwage rates
cannot result in increased employment, because, by assumption,
the nowly employed are less productive than the veterans, If
the experience generates increased productlvity only in the job
in which the experience was gained, there are no slternative
opportunities to enzble the worker to use in bidding up his wage.
In this case what happens to these wage rates is pretty much a
matter of bargaining., Where it is possible for the expericnced
vorxer to take his increased productivity and go elsewhere, then
presunably he will be more neaily able to get his vage rate up
as his productivity goes up.

The general outcome of all this is quite likely to be
sone Increase in wage rates due to accumulated experience, It
is difficult to be alarmed about these increases, They do not
penalize employment growth and they do not result from exercise
of any monopoly or discriminatory power. Such inequalities as
do result from increases in wage rates due to this source,
hovever, bring out the crucial importance of employment, Tho

onl; way to accumulate on-the-job experience is to have a job,
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In a situatlion in which jobs which result in the accumulation
of such experience are avallable only to the select few the
inequality ls damaging. It would seem that the best way to
attack this issuc is on the employment gide, not on the wage
cide,

In view of wll this what conclusions about wage policy
can be reached. It scems clear enough that the same set of
indugtrialization policies that have produced distortions and
bottlenccks se well as "excegs" profits have also produced =--
or at least, allowed =- rising vage rates., A case can be made
that, in some instances, such wage increases are necessary to
induce the acquisition of a necessary skill or as the outcome
of a bargaining exercise consequent to productivity Increasing
expericnce, These instances appear relatively rare, and the
general presumption prevalls that rising wage ratei are unnec-
essary and penalize the employment and ircome dictribution
objectivee. It is a particularly relevent part of the present
argument ~- and hence worth repeating =-- that the industriali-~
zation policies that have been so frequently condemned for
creating unnccessarily high profits have also created high and
rising wage rates, therety exacerbzting the dlstribution problen,
The firmness and severity of this conclusion depends in part on
the extent of substitutability between labor and other Inputs
ag modified by capital's share, (See Expression 2 in Part 1I1.)
Even so, however, the concluslion appears defensible in light of

the empirical evidence on the extent of that substitutablility.
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V.

In the modele of Part II productivity growth entered in

a crucisl way in the explanation of both employment growih (and
the conscquent reduction of low end poverty) and the functional
and size distribution of income. The task of this part is to
eyamine tne nature and sources of productivity grewth in some
further detail. The first section considers a number of general
points assoclated with this iegue and then develops a rather
specific model of productivity growth., The gacond sectlon
considers what kind of policies and economic environment facili-

tate the approprizte kind of productivity growth.

A, The Role of Technology

There are assumptions that will result in technology
domi..iting the entire process. If one assumes that the produc=-
tion coefficients are fixed by engineering consideratlons, that
the composition of output is also given, and that there is no
productivity growth, then the growth rate of employment is set
by the growth rate of capital formation, The wage rate 1s deter-
mined by instvitutional factors of a social and political nature,
but has no effect on the choice of technique used or on the
choice of product to te produced., In terms of Equation 2 of
Part II all of this adds up to assuming r, =ry* g =0,
The picture can be further darxkened and the role of policy

further downgraded by assuming that enginzering congiderations
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produce over time an ry in excess of zero wnhile lecaving r, about
zero, This alone would explain the observed excess of outrut
and capital growth over employment growth, iore discouragenznt
can be generated, however, by assuming that changes Iin the com=
position of demand result in demand for products that "require”
increasing capital (physical and human) intensity in their pro=
duction. This assumption too adds to the probability that
employment will lag behind capital formation and output growth,
and that a privileged (and emall) group of workers and owners
are an inevitable part of the development of an industrial complex,
The income distribution problem 1is worsened by the fact that the
technology used often imposes heavy demands not only for physical
cepltal, but for humzn cepital as well. High skill requirements
on the part of labor adds to the costi of creating the productive
unit and increases intra-labor inequallty as the skilled workers
munt be paid at least enough to induce the acquisition of the
skill,

The technology that produces these results is imported
from the rich countries and is modified only slightly, if at
all, in the course of its use in the developing countries.
Productivity per worker is high and rising, but employment growth
is low., The policy implication of this way of thinking is unam-
biguous: do everything possible to achieve a rapid rate of
capital formation., "Everything possible® includes heavy sub-
gidies to capital formation because such subsidies cannot

penalize employment growth or labor's share because both of
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these are determined by technological and Institutional factors
that arc not affected by the subsidies that favor the use and
accunulation of caplital,

The preceding summary of an argument underlies many of
the approzches to development found around the world, and as
noted earlier, is a major part of the rationale justifying the
development strategy pursued. It is not a nonscnse strategy,
and if population growth in developing countries since 1950 had
been one percent rather than zabout three, it might have worked.
However, to achieve a capital labor ratio in the developing
countries equal to that in Western Europe or Japan at the ocane
time that the labor force is growing at three percent imposes
what 1s surely an impossible task,

A more important reason why the above describved strategy
has accentuated the distribution and low end poverty problen is
simply that its besic assumptions now appear quite inappropriate.
As producing units responded to the incentives and to the investi-
ment environment there emerged the rising capltal labor ratios,

a constant or only slightly fzlling proportion of low end poor,
and the appearance of bottlenecks that brought the growth process
to a slowdown or halt. Thus, 1t scemc that policy measures do
affect what is done and how it is done and that technology need
not be, in all lnstances, 8o dominant.

Increased productivity (a positive ry and ry in Equation
2) comes from new knovwledge, and new knowledge comes from many

gources. New technical knowledge is most frequently assoclated
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with Rencarch and Dovelopment projects., There are in many
developing countries research jnstitutes of one kind or another
that do %training and reseuzrche AlsoO universities support formal
rescarch projects in techniceal fields. The general rationale
justifying thcge inetituticnal arrangements rests on the assump=
tion that creating scientists will in turn lead to the creation
of now techniczl knowledge that will in 1ts turn result in a
technology that is more sultable to the factor cndownent of the
gociety, In scveral iInstances the formal articles establishing
the research feelllity includes a statement to the effect that
ita ultimate purpose is to discover sultable new technologies

or labor intensive technologles.,

It is difficult to find evidence that such formally
arranged research institutions have in fact contributed very
much to & resolution of the problem., It 1s often observed that
many inctitutions are patterned very much after similar western
research orgznizations, and as such are concerned mainly with
baglc research and very little with applied matters. lany cf
the scientists are trailned in the rich western countries, and
are able to function as sclentists only in the context of these
types of organizations and with the ™Jestern type" research
problems, It 1s then a form of import substitutlon that appar-
ently faces the same kind of probdlems that other import substi-
tution activities have faced and not rcsolved.20

These polnts are important, but there is another issue

that is more relevant. A supply of trained engincers is of
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coursc essential, and measures that do result in the production
of sclentists are necegsary. It is easy to look around the
developing world and conclude that there are so very few sclien-
tists that the heart of the problem is unambiguously on the
supply side, But it is the supply of new approprizte techniques
and new preceseeg and products that matter, not just the supply
of engineers¢21

The problem seems rather to be on the demand side, There
is some evidence to support the notilon that small indigenocus
entrepreneurs do not appreclate the ugefulness of new techniceal
knowledge or are unwilling for reasons of conservatism or risk
aversion to accept new techniques that are avallable., lore
recently, however, evidence has becen accunulated that suggests
that entreprenevrs, foreign and indigenous, do respond vwhen they
recognize an opportunity. In particular, they accept new ideas
and new procesges if convinced it is in their interest to do &
This fact (assuming it to be a fact) suggests that part of the
problem is in those charactoeristics of the economy that protect
the manufacturer from inducements end necessities to reduce
costs, AS noted above some of the investment incentives do
just this. Cost reducing incentives are rarely sought out if
acceptable profits can continue indefinitely without theme In
this way contact is made with the pclicies and practices followed
in the developing countries to promote investment in their manu-
facturing activities, 1In appraising the effectiveness of a

given set of investment incentives, therefore, it is necessary
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to inveotigate the exient to which such policies act on the
inducement to innovate and on the awareness of the neced to find
(or the profit from Tinding) ways io reduce costs.

- The other aspect of the problem has to do with the link
between research and development and industrial activity. Only
in rare instances does one observe an effective vorking link
between the recearch institutz and the actual lzanufacturing
sectors. Thie scparation in a very real way conforms to many
grovth models in which technical imprcvements occur independently
of the opcration of the firm, but then somahow become part of
the knowledge avallable to the firm. In cuch a gltuat ion, the
process by which the firm becomes aware of the new knoviledge
is of great importance, and the various analyses of the diffusion
of knowledge are relevant in this respect. Nore importantly, of
course, is the fact that a technical research activity divorced
from the manufacturing activitics that it is supposed to serve
can be expected to procuce the most appropriate new knowledge
only by accident. Edlcts from the government to "invent new
labor using processes" cannot be expected to be effective, 1In
such circurstances mozt of the research activity is likely to
be little more than an expencive form of consumption expenditure.

The importance of a close link between research activity
and ranufacturing activity in the economic and social context
in which the latter operates is further enhanced by noting two
additional points, MNocst of the applied industrial research done

in the richer countries is carried out in Just such a2 context,
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Thus, the very fact that the technology irported into the develop-
ing countries is inappropriate is due, in part, to it belng cre-
zted in close contact with the eccnomic environment of the more
highly developed countries, If the rescarch done in the richer
countries were as isolated from the needs of the industriel
concerns as seem3 to be the case in the developing countrics,
then presumably the new technologles develeped would not be,
except incidentzlly, designed to fit the rich country's environ-
ment, And thils 1is surely not the case,

The second point to note has to do with some of the
earlier history of thz cmergence of new technologies. In dis-
cussing the rapidity with which new technolegy spread over Europe
in the nincteenth century, Professor S.B. Saul emphasizes that
the requisite skills for the new industries of the bulk of the
workers were easlly come by.22 tiuch more of a supply problem
were chilef technical men who could train other men and adapt,
and recproduce a technology. itost englnecers on the contlnent
and in Britain trained In the works of other engineers, as there
was no substitute for first-hand knowledge and observation. This
seens to have been the case whether or not the individual attended
techniczl schiools, Professcer Saul cltes many examples of the
way and the speed that new industrial technology spread. ke,
along with others, notes that tolerances were greater and pfe-
cision not so essential then (early and mid-nineteenth century)
.as later, This nade learning by doing a bit easier as well as

less costly., Finally. there was great need everywhere for
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repair and meintenance personncl, an activity that 1s at once
very labor intensive and a skill that is acquired primarily by
on-the~job experience,

These paragraphs underscore the argument that effective
technical develcprment occurs in the context of -~ as part of ==
the industrializing process. To separate it out as an unrelated
and exogcnous process means that the productivity increasing
effects are either minimal or of the wrong sort, These consid-
erations enter directly into the discusslon in the next sectlion
in which an approach to the creation of an indigenous technology

takes place,

B. An Approach to the Creation of an Appropriate Indigenous
Technology

In thisg Section I try to sketch the mechanism by which a
process of technological chanze can emerge that makes increasing
use of the most abundant rescurces, Once thls process 1s de-
gcribed, the next question is how have the more common industri-
alizatlon strategles affected this process, and then what kind
of a strategy will facilitate the emergence of such a process.,

Congsider first an example. A new plant 1s built by foreign
or domestic entrepreneurs, This plant will incorporate a fairly
modern technique, It will probably not be the most modern,
especially 1f 1t is a foreign owned firm., Foreign owned firms
tend to install a technlque for which all bugs have been removed.

This is done to reduce the probability of hreakdovns, the need
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for an inventory of spare paris, and the necessity to keep or
brinz into the country highly skilled repair people., The cioice
of initizl technique or process as to labor intensity or capital
intensity is not as cruclal as other matters to be descrived
below. Evidentily the more labor using in this initial version
the better, but the cholce of the initial icchnigue frem the
nshelf* of techniques 1s not the crucial issue, The plant oper-
ates and the workers and managers galn expericnce. They learn
more zbout what the supply problems and possibilities are, about
alternative courcos of Inputc, about marketing oprortunities,

L5 a conscquence of thig learning process ad justments are made.
It becomes crucial therefore for the economic environment to be
guch as to lead *%his learning process into channels that exploit
fully what the economy has to offer, Industrialization strategy
has great relevance in maklng clear what in fact it is that the
economy has to offer.

An illustration or two may help, At the outset of opera-
tions the new plant uses an imported input, This it does partly
beczuse a foreign source has supplied this particular input to
other producers around the world, and partly because of unfamili-
‘arity on the part of management with possible alternative domestic
gources of supply. If the exchange rote undervalues foreign
currency and if import policles permit the item to be imperted
easily, there is little inducement to loox toward internal
sources, On the cther hand, suppose the undervaluation of

foreign currency is eliminated, and the imported input becomes
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very costly. The firm then is pressed to find a domestically
available replacement, It may do this by search by its own
people or it may do so by asking speeific help from a research
organjzation, The latter has appazrently happened with Korean
manufacturers and the Korean Institute of Scientific Leveopment.,
4 second example ls more gencral, Some recent studies
have shown that producers mey use a technique that is less
appropriate than the prevailing technology and factor prices
would allow., I.e.; even granted that factor price distortions
exist, observed techniques are still less suiteble than would
obtain if these prices were dominant in the choice of technique,
Two explanations are sugrested to account for this.23 One is
that enginzers are more potent in deciding what is done than
economic advisors or the business executives, Engineers, it is
asgumad, are more interested in using machines than in using
labor. The second is that managers and foremen accept at the
outset the engineers' decisions, but then adapt and ad just as
they learn more about the cconomic environment in which they
operate, The policy objective then is to create inducements to
move from a situation in which the employed factor combinations
are inappropriate to the employment and incone digtribution
objectives (because either engineers dominate or tecause an
examination of alternative techniques was not feasible) to one
where the combination used is much more apprepriate to these
ends (as alternative techniques are examined and managers learn

how to exploit thne advantages the economy offers), The literature
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often distinguiches between ex_cnte and ex pozt substitutability
of factors, and the former is assumed greater than the latter,
i,e,, that bzfore congiruction or purchase optlons exist, but
afterward few changes can be made in response to changing con-
ditions. Such arguments alwoys assume that the initial choice

is the optimum for prevalling factor and product prices. The
argument here Js that ex_rost subatitutability is greater (or
that it rises over time) as managers learn and as new techniques
are sought out., The common practice of requiring by cedict that

a firm uge an increacing number of domes%ically produced inputs
is an attenpt to achieve a similar end. Such edicts, however,

do more to penalize productivity growth than enhance it, and,
more Importantly, tend to reduce geerch and efforts to create
more flexibiiivy.

The argurent may be summarized by use of the familiar
isoquant diagram. The dlagram follows clogely that used by
Pickett, Forsyt', and icBain / 66b_/. To produce an output of
100 the origiazl poslitlon at d on ray D with a capltal labor
ratio equal to the slope of OD is chozen, for reasons noted
above, This technique ig elther the latest one avalleble from
the advanced covntries or is a slightly earlicr version of the
latest onc available from the advanced countries or is a =lightly
earlier vcrsion of the latest, Possibly some used equipment is
involved, The factor price line rw ls the one which obtains,

more or less, in the advanced countries. The cost line r'w!

repregenis the (distorted) marxet signals prevalling in the
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less developed countries, and r"w" the undistorted price ratio
line. Evidently technique OA is the socially preferrcd tech~
nique, and 0C is preferred to 0D, The movement from d to ¢ is,
hovever, a movement through time; it 1s a consequence of learning
and a consequence of increased efforts to adapt to the prevailing
sltuation., It ls a principal thesis of this paper that this

move over time can be accomplished, can te induced, by appro-
priate policy meagures, It is also argued that present strate-
gles in many developing countries include policles which dis-
courage such nmovements (ag well of course as encourage the use

of d to begin with), The movement from ¢ to a requires the

elinination of the distorticns, and that too is, of course, a
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ratter of pollcy,

Diagram III does not bring out one additional important
point. In many, probably most, manufacturing activities there
exists a hard core of machinery that does not lend itsclf io a
great deal of modificavien, This core 1s usually in the actual
procescing operation; and observed differences in the labor
employed for similar actlvities among countries appear small,
It is In the activities ancilliary to the core operation that
substitution leooms the largest and ad justments become most

)
feasible, >

In seeking out such adjustments, it is cften the
managerc or forenan who is the cruclial person rather than the
engineer or sclentist.,

Dizgram III also does not show another aspect that is
equally Important, namely that productivity growth is strengthened
by these kinds of adjustments., For the same reasons that the
process can be expected to move from d toward c, we aleo expect
the productivity increases that occur to bz those which facili-
tate the use of the economy's most abundant resources. Howard
Pack, for exemple, observed in Kenya instances where a simple
change in thé position of two processes within a plant increased
output / €2_7. Perhaps the most obvious kind of change that
facilitates the increased use of labor is that which results in
physical capltal veing utilized a larger and larger proportion
of the time.25 ¥oving to arrangements that are more consistent

with factor endowments aids productivity in other ways. Evidence

on some Latin American countrics during World War II indicates
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that, when these counirles were forced back on their own re-
gourcef, bucause no importg were possible, they were remarkably
effective in finding ways to use their own resources, In this
process, productivity (ra and rb) grew more rapldly than it did
loter when these countries began thelr big push toward industri-
alization throush import substitution [ 1ia_7/.

This way of thinking about both the substitutability
between factors and the sources of productivity does not mean
that formal research snd development projects have no role to
play. It is evident that sclentific investigations are a2t the
source of most modern major technical dcvelopments. It does
geem clear enough (from casual observation) that too much is
gpent on R and D in many developing countries, but that is net
the point of this discussion,

Emphasis is placed in this argument on the role of
managers and foremen, a2nd on the existence of inducements and
signals and informaticn that push the managers and foremen to
adjust in the “"right" direction, 4s noted above, most evidence
is consistent with the agsumption that workers' skills are so
rarely a bottleneck that, except in specific instances, they can
be ignored, The "sunply" problem then 1s ranagers and foramen,
and one important rcason why the evidence often indicates that
foreign owned and run firms use more labor iatensive techniques
than locally owned ones is that the former have better managers
than the latter,

The question that emerges that is of direct relevance to
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this paper, however, ig the impact on this machanism of indus-
trialization strategles. A general sintemert is virtually self-
evident., !ny policy that protects or results in the creation of
migs-infornation impedes this substituting, productivity increas-
ing process. In a like manner any policy that creates adventages
and pressures and inforrmation on how to move from d to ¢ and on
to a facllitatecy the process. 1In the example above, the cor-
rection of the undervaluation of foreign currency set in motion
a search procegs to find donestic sources of supply of certain
inputs. Investment incentives that r:vward on the bagle of
employment per dollar of investment could have a similar cfiect.
There are few examples of invesiment incentives built around
employment, and even fcwer that sre bascd on investnent employment
ratios. Policlics that point up, that bring into unmistakeabdble
relief; the dircction that the technology (and other) search
offorts should move, (in the language of Diagram IIY the direc-
tion of d to ¢ to a) appear neceegsary in moegt develcpinz coun-
tries. This would seem to indicate that the prineipal policy
approach ig that of creating a set of inducementis to gearch
and incentives to reward finding.

There 1ls one inportant sdditional consideration that
has to do wlth small, indigenous industrics, Thege industrics,
almost by definition, fit the cconony nmuch better than do most
modern sector manufactures, These small-scale industries are
in many ways analogous to agriculture /51 7. fThere are many

units, geographically dlspersed, operating in a varlety of types
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of markets. Alco, as 1s the case in agriculture, they are
generally unable to provide thelr own technical needs. A case
can bo made thereiore for more centrallzed research efforts and
extenzion services along the lincs of zgriculiure research and
diffucion. Agriculture research has had of course 1tg problenm,
but elro come considerable ouccecees, Much work has beon done
on helping cmall indusiries, but it ie not easy to find specific
formulss that have helped much. I return to this subject in
Port VII,

To summarize: Technical cholces enter directly and
significantly into the determination of the rote of roduction
in low end poverty and in the reduction of inequality in the
gize distribution of 3ncome. The near exclusive rellance on
imported technology (1n'collaboration with the investment incen-
tives desceribed earlier) has tended to dofeat the contributions
to these objectives that approprizte technolozy could make, In
terma of the models of Part II such relliance has produced low
elasticitios of subztitution, high rates of growth of 'y (labor
augienting) relative to r, (capltal augmentinzg), some relative
increase in high sklll reguirements, and uprard pressure on vage
rates., All of thesc effects, as chown in Part II, handicap
efforts to Jncrease cmployrent growth end develop an industrial
sector sultable -- that fits -- the resources of the community,

Efforts to meet this preblem by establishing formal
rescarch institutes of a varlety of kinds have not been very

effective, Arguments have beon suggested to the effect that an
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approach that roljes moro heavily on individual firm searcn
activity, cearch for ncw processes, now tochniques and new
products, This approach putc more of the burden on ranagers
and foremen than on enzincers and selentists, and the former
have a much closer working knowledge of the firm's needs than
do the latter. It also puts a burden on the policy maker to
gco thet incentives and other rewards arc such ag to force this
scarch into dircctiona consistent with the achicvement ol the
objectivez, This zpproach ray be lcss effective for the emall,
indigonous ranufzcturcrs vho also play a strateglc role in tho

argunent. This qucstion is considered in Part VII.

VI,

Foreign trade ig perhaps the mosi foertile area of policy
for affccting industrialization., Almost all countries have in
one way or enother uced trade policy to try to step up thelr

industrialization efforts, Such policlee have had cifectis on
wage rates and icchnology, which as we have scen, act directly
on the income digiribution and employment objectives. Trodo
policy aleo affcets the quontity supplled and the price of
consurptilon comzoditics, and in that way too aifects income
digtrivution. This Part begins with a brief discussion of the
general quection of outward snd inward looking etrategies, and

then proceeds to examino a range of more specific isoues of

trade policy.
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Althoush much attontlon has been given to the role of
trade policics, it chould be noted at once that trade policices
may be & contequence of othor Ceclslonz, rather than the Initi-
ating force, Thus e devclopnent corporation or Ministiry of
Industry may decide to build a particular kind of factory. Then
{radc policy will bte srrenged to accormodate that decisglon.

Thls fact Lo one rezson why chanzing and dcsigning trade policy
jg po difflcult. It may also mean that in rmany Instances efforts
to change trade policy must include references to investoent

decisions by the government and the private sector,

A. Inverd and Outward Looking Policies

The many critical examinations of the import substitution
atrategy of developucnt in the 1960's producaed the widesprecad
opinion that the opening up of the economies was essentinl ir
the employnent and income dictributien protlems werce not to
worsen, end if distortlions were not to beccud so covore that
gugtaincd growth was impossible, The general policy objective
advocatod was that of trade liveralizetion, icre or less equali-
zation of tariff retes, climinztion of discrininatory exchange
rates &3 vell es the employmzn% of nore rcalistic cxchange rates,
end possibly the Introducticn of spocific expert and cmployment
incentives, The ompiriczl estirnates of effective protection
along with studies that show that such protectlon often results
in the lowest income groups (peasnnt farwrers) paying more for

many of their consumption 1lteus and recelving less for thelr
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output adacd to the urgency of cihanre that wany expressod. A%
best, it wes argued by a few, import cubzitituticn was a phase

ro iy

-,
O

through vhich 4t vas neccscary for a country to pass bel
made ccononic senac to move toward a more outvard looking
gtrategy. Even this firal defense did not last long, &nd has
been pretiy thoroughly demolichad,

Recently, however, a btacklash hag sct in, not so much %o
support the lmport substitution strategy itself, but in suppert
of encouraging trade zmong developing couatries, and stirongly
discouraging it botwecn developed and leco developed countrics,
The centrel ther2of tho argunent is that openness and outward
looking rcduces the incentives and capacity to develop indigenous
proceecses and producte sultable for tho low inconz, labor plen-
tifvl economy., Thug, cconomic contact with the rich countrles
is self-defeating, It necessarily results in the reproduction
of rich country techniques of produvetion and in the production
of rich country products in zn economic environment in which
they are possgible, if ¢ all, only in a swzll enclave. By
isolating an ccononmy, or at least mininlzinz the contact 1t has
with rich countries, tcchniques, procecsss, and products that
are conglotent with that environnsnt are much more likely to
emerge, Tho idea is not protectlon of infent industry or to
provide learning tiue or to crecate investment Incentives,
Rather the idea 1s to protect the socliety itself from a contact
that neceesarlly lcads to wants, to practicesz, and to products

that are not appropriate. By virtuz then of thisg development
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in (almost) isolation, employrent and income distribution
problens would be solved, because of the fact that the develop-
nont Tits ihe economy so well, China 1s Ifrequently cited &s an
exauple of guccess with this kind of an approach, just as Talwan
18 usvally cl¢ed ao an example of & succesgful outward looking
ntrategy.26

This attack on openncss and libsralization secks the

same objcectlive as that of those vhose position is being attacked.
The latter have emphasized the role of price distortions, mic-
lerding signals, indiccrininate adopting of rich country tech-
nologlee Iin the emorgence of an industrial estruciure that
exacerbates, rather than rcsolvesz, the dlsctiribution prodlem.
To correct thic, open the cystem to cowpetitive pressure, remove
sources of distortions, provido accurate price signals, and
bring the entreprencurs into contact with new idcas., The alter-
nate strategy saya that the same reeult will b2 reached only by
an Internzlizing of effort, ‘The advocates of the inward looking
appreoach have not apelled out a mechanism, a process by which
thelr result is achieved. Until this is done appraisal is diffi-
cult, Study of China®s recent developmonts may bring out what
this process is.27 Clcariy merely icolatiion is not enough.
There must be somethirg nore, and vhat this something nore is,
ls cru.ial. It also gcems probable that a larges country is
better able to proceced in this way than 1s a small country.

he argument, therefore, is interesting, not because it reveals

riew mechanisms or processec of devalopment, nor because it
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suggests a new ldca, as autarchy 1o as old as ¢conomicecs, Rather
it is interesting because 1t reveals another way of caydng vhat
is surely valid and imporiant and has been caphasized bofore:
nemely, that & pattern of cconomic developmznt that fitg the

soclety 1s more likely to succeed than one which does not.

B, Protection

There is rniuch reason to belicve that the major source
of the distortion that producec low employment growth end con-
tinuing inequality in income digtrivutlion is the very high and
uncven level of protvection that characterizes so many countrics,
The major problens are not with protection us such, but rather
with 1<s height and pericnence end its unevenncss, The charac-
torisilc of protcction that has been cmphasized most frequently
hag been the low duties on capltal goods (plus 1hoe usual case
of getting an import liccnse on capitol goods), This wzone not
only that capital intensity is encouraged, but that domestic
production of capital goods ig discouraged snd thét of praeviously
fimported consumer goods encouroged,

This kind of protection dampens employment growtﬁ in a
rather obvious way, Hore importantly <the consumer goods that
vere lmported were generally products consumed only by the rich.
Thus & productive capacity is encouraged whose use reguires --
a8 noted atove -~ inequality of incowe. This process has created
a small group of industrialists and workers in many countries

whose private productivity is very much higher than the average
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of thao soclety, In this way thon, the protection of the consumer
goode uanufacturing activity egoravatos and then requircs for
ite use incquulity. It is eleso evident that this chain would,
or at least could, te broken if the goods produced could be
exported. But the very neturc of protcction makes exporting
very difficuld,

Protection affeccts distributlicn in another, sharper vay.,
In nost dcveloping countries manufactures were imported and
agriculiure preducty exporied. Keeping out low coat forelgn
manufactures means that fariccrs must then buy from the high
coast domestic preduccere, The pznaliy can be severe., S.R. Lewig®
datn show that for Pukistan over mozst of the 1950°%s formers
reecelved dess than one-hnlf the value thet theilr produce would
have brought at world prices, and in sons yecars it was loss ‘than
one-third /4 7. Pakistan's tariff has been studicd rost com-
pletely, but a glmilar result applics to many other countrics.28
The bagic ratlionale of cuch a policy is, of courae, an infant
Industry crgument. If productivity in the new indusirice rises
rapidly enough and if prices follow productivity, then the
originzl ghift in incoro dlstribution con bve reversed, The
costs of a nuatcr of now manufacitured goods in Pekistan did fall
significantly during the 2.950%s / L4 /. The great questions
then are the productivity growth question, erlready considered,
and the pricing queastion, If precductivity rises and prices do

not fall, then the incoms distribution effect ip more severe

and continues longor, A protective policy that centinues, more
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or legs indcfinitely, thorafore creates en indefinitely long
change in the doitestle terms of trade. Protection from foxcign
and domestic conpetitors tends, almost inovitably, to have this
eficet,

In many countrics studies ghow thet domestlc pricop often
excced the importsd col.fe price plus the tariif. This kind of
evidcnco is pretty convincinz of the existence of monopoly pro=-
fits., And ggain the concluclon that the protection sysiom is
not just providing e time for Jecarning, tut really a tine to
reap unneceseary proflts at the expense ol the sgricultural
concumer. Agriculture products are the principnl wage good of
the manufccturing worker, an' tn2 corlicr labor surplus models
enphacized the importonce of keoping food priccs low in order
that urban wage ratcg would not be pushed up., 7This, hovwever,

i a diffcrent argument frem that vhich lecds 1o a situation in
which the egriculiure sector puys not only the necescary cost
of the beginnings of the indugtrialization elfort, but also is
forced to continue to pay monopoly (i.e., unneccscary) profits
to the industrialicts and thelr workers,

Efforts to define and mzasure effeective protection showed
that relevant tariffs were in fact usually nuch higher than
nominal tavriffy generzlly indicated, "™This meanc that douestic
prices of the product of a glven activity can be higher than
world prices by a larger margin than nominal tariffe would indi-
cate, The penalty con those who must buy dozostically produced

itoms rather than imported ones may bo very great, While in
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only a vew countries have reliable estimrntes been made, the
preounption is otrong that the penalties have beon great., dore
fmportant is the fact that the penalty once created, Coems to
declino only in luolated Instances.

The failurce of tho domestic price to fall 1s, as just
noted, partly a ratter of technolezy and rartly a matter of
price, The fallure of prices %o fall with productivity can be
due to a nwaibor of things of course, but the two most lmportent
are the bshavior of wage rates and quasi-rents, discussed in
Parts II and IV above,

The problem is further complicated because tariffs (with
the exchange rete) rarely limit imports enough to protect the
balance of paymenis. There mugt then be other controls to hurdle
before importing is pozsible., In a number of instances the
tarifT may in fact be relatively unimportant in determining
what 1s imported and vho imports it., Where the actual imports
depend heavily on specific dcclgions of a government official,
the effocts of the tariff level and structure are difficult to
pin down. A8 alrcady noted, however, there is little evidence
that licenses and other sgpecific import controls do much to
counteract ithe direction the tarifis work. In those cages where
imports of inputs are essential 1f cxieting capacity 1s to be
utilized, {the non-tariff sysctem of rationi.,. imports can be an
important element in the preventing of monopoly rents from being
compated away. This huas surely happened in nany developing

countrics over the 1960°s. Also there appears conslderable
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evidenco that direcct contirol systems almost inveriadbly favor
the large, establishoed firm, This favoring is due in part to
the ncecesslty for preparation of documentation and for negotia-
tion with governmiunt officizly, Swall firms (and especlally
new, csmall firws) find this difficult to do. Government
officials scem to find it easier and safor to deal with the
established producer, 7This effect 1s strengthened if, as is
often the case, retall importers of capiial goods are less
favored than direct users, Small manufacturers who uge the
retail importer are, therefore, further handicapped. These two
congequencces ~- (1) the allowing of monopoly rents and monopoly
wage rateg to come into exlstence and to continue indefinitcly
and (2) the reclative penalizing of enall and new firms -- are
perhapg the major ways in which non-tariff tradc controls affect
manufacturing employment and income distribution in developling
countries,

There is cne important quzlification to all this inscfar
as 1t bears on the incoms distribution issue, Conslder an exireme
example, Suppose only the already rich were importing consumer
goods, Suppose further that these same goods are now heavily
protected, and high cost domestic production comes into being,
and the rich continue to buy, If the poor were not prcviously
buying the cheap imports, then they are not penalized by tho
protection. Supposce again that as a econsequence of the protec-
tion, domestlc entrepreneurs are induced into action and learn

by experience. In this case, it 1g the rich who are paying for
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the entroprencurial leorning, If this learning then results

in increased productivity, falling relative prices, and more
effective ure of domestic regcurces, then the distribution

cffect can bo toward greater cquallty, and the rich paid for

its This purc case 1 hardly reallstic, but it is not complesely
unrealistic In msny instances. The fact that manufacturing
prices riuve relative to agriculturel prices is not surficient
evidonce thot the pcor peasants are paying for the industrisli-
zatlon, though, of course, it is a necessary condition for %that
result, Thle example brings out once arsain the cruclal rolc of
learning, preoductivity growth, and the climination of nonopoly
ranits,  That these ghould all be accomplished is, in fact, mors
importent then the initial situation croated by the protection
systems Tho extent to which rceponzes to inequalitics occur is
rontral a8 woll as the question of who pays the coot of learning,

This arca 18 one in which 1ittle research has been done,

C. Exchenge Ratces

Part of the industrialization package wsually includes
an exchange rate that undervaluecs foreign exchange. There are
two aapects of this question that bear on the income distribution
question; on2 has to do with the quection of what is the appro-
priate exchange rate in the context of an industrialization
program and the other with the question of the impact of changes
in the exchange rate on a varlety of the variables that act on

income distribution,
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What 18 the approprinte exchange rate? When we say that
an exchange rate undervalues foreipgn exchange we usually mean
that, with existing turifi rates end other lipediments to trade,
the prevailing exchange rate does not protect the balance of
payments,., Consequently, as just discussed, sonme kind of licens-
Ing or other raticning device is often neccessary. Suppose,
however, that the exchange rate ¢id in fact maintain an accept-
able balance of pzymenis position, would this then be the “righte
rate from the standpoint of an industrializaiion etrategy that
seeks to nake the greatest conirlbution %o cizployment growth and
reduced incgusnlity,

Ve lmow of couree that with tariffs or other impedinmentso

o

to imports, the exchange rate that maintains the talasnce of
payments values foreign currency below that value that would
prevail with free trade. It iz in this sense that any form of
protection necessarily penalizes exportz. But most developing
countries have significant inflows of foreign capital and aid
that further bolsicrs the balance of raywents, Also miany coun-
tries have a small number of raw materisl oy nineral evvort
items that have few linkaszes with the rest of the cconomy, but
that do produce foreign exchange, All of these factors streng-
then the balance of payments, and heree pernmit a still lower
valuation of foreign exchange, Thise means that exchangze rate
policy in the eontext of development -- with tariff protection,

aJd and nther capital inflows, and export enclaves -~ that seeks

simply to maintain a stable balance of payments will also be



=76

one that makes it very difficult for new manufacturcs to enter
export markots. (Thic %ype of sltuation may bo becoming more
common and nore severe now as prices of many traditicnal experss
#rom legsa developed countrics continue to rise narkedly.)

Devaluation, however, in this context could well reduce
forcelign cichango carnings, cven il manufectwred exporis shoot
up, if fereign demand for the major foreign cxchange earncrs is
guite incimstic, A cubsidy to manufuctured exporte vith no
develuation or a devaluztion and & tax on the major traditional
exports would overcome the impedimént to the new manufactures
becoming cxporiable without reducing forclgn cxchange carnings.
Subsidics are difficult to administer, and the devaluztlon nakes
more profitable the uge of demestieally produced raw materiels
and other inputs, i.e., providea further induccment to replace
other thzn consumer good importc., In either case foreign
exchanze earnings should tend to rise, and this in turn should
permit s stapped up rate of investment, In thic case the higher
value of foreisn exchange ropresents a more accurate plctwre of
the resource endowment of the ecenomy, and leads tv more scatise
factory allocation of rcsouirces,. In more extrone language, one
night say that the source of the increcased growth and employuent
following devaeluation is not wore forcign cxchange as such, but
rather an allocation of resources that wmakes more effoctive use
of domestically available resources,

To illustrate this last point, consilder the following

argument, After a new manufacturing activity is created, we
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expect, and Indced scek, rapid inerease in productivity (both
r, and r, of Equation 2, Part 1I). This increased productivity
occurs es the uctivlty expands its output rapidly to supply the
domestic market., When it has more or less ugurped all of the
domestic market, its growth rate must fall as further increases
In demand now depend prizzrily on the growth rate of total
incoue, This slowdown in the growth of demand at the came time
fhat productivity rises (at given capital labor ratiog) will
mean that employuont growth must fall op even that the absoluto
level of employment must decline, On the other hand, if tho
activity can bogin to export, its .ate of growih is not so
limiteda, and the advantegoous effect of productivity growth on
employment, previously outlined can cbtain. Furthermore, the
capacity to export avoids the kind of premzture widening of the
industrial sector that has characterized 80 many countries and
that represenis the use of resources in increasingly less
suitable activities,

This discussion of exchange rate policy is built around
the assumption that %o export nanufactured goods of great Import-
ance, and that the exchangzo rate policy is an cssential part of
any export strategy. The principal renson for exporting is that
described in the previous paragraphs  There are others. Exports
must in general meet the vorld conpetition and in that respect
producers are pushed toward the search and acaptation process
degceribed abdove, Exportis; of course, can be pushed by policies

that In effect protect them from world competition, but this
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i much less common iIn the world.29

An cxchange rate favorable to cxporting manufactured
goods 1s also helpful in inducing producers to think in terms
of exporting and in searching for export markets, In meny ways
an extra favorable exchenge rate is necessary in the same way
that an incentive system that rewards rapid rates of growth of
employment is necessary., It tends to emphasize, to call atten-
tlon to the advaninges of exporting, The impossibility of
exporting is referred %o frequently (just as is the neceggity
of growing capital intensity), and a favorable exchange rate is
often necessary to overcome this attitude, This argument is an
arguncnt for exporting, not for the dismantling of direct con-
trols., Evidence from the Republic of Xoren, Brazil, Colcabia,
and Talwan suggeet that exchange rate manipulation can be instru=~
mental in Inducing exports. Carlos Diaz~Ale jandro suggesté that
a least risk approach is to get exports growing rapidly, then
initiate the liveralization efforts /20_7., The exact implica=-
tion of this point is not clear, but it does suggest that an
export oriented policy brezks -~ or rrevents from appaaring -=-
bottlenecks that so penalize many inport substituting economies,
It 1s doubtful that the export orientation dues this merely by
meking nore foreim exchange avalladble than otherwise vould be
the case., If thic were the case, then one would c¢xpect that
forelgn aid, private capltal inflows, large autonomous exports
of minergls or raw materlals would have an inpact similar to

that of increased exports. This is decidedly not the case,
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The mechaniem then appears to te that export inducoment policies
(Just ag labor inducement measurements) result in a structure of
industrial activity that “Lits" the economy better, and it is
this better £it that prevents the tottleneceks and allows a more
sustained growth, The very fact that bottlenccks stop the
economy less frequently implies that the growth process 1o one
that takes more effcctive advantage ol the country®s endovment,
This discussion of exchange rates puts into clearer relicf
a central polnt of the underlying theme of this raper and (what
I believe to be) a significant difference between current and
carlier thinking about developmont policy. The argument here
glves primc place to the creation of an environment in which
Inducements and incentives exist to make maximun uge of evailable
resovrces, to solve all micro policies, Vere this done then the
aggregatie problems would be solved more simply and casily, The
alternative arguments seem o be that if it js possible to
achleve high rates of growth of key aggregates (espzcially
capital formation) then the micro problems would be gwamped,
Experience has surely shown this to be false. Jozn Robinson
ie reported to have said that grovth is the result of rational
policy, not the objectivc.BO When it 19 sald that it is not
that "more forelgn exchange is earned" ag a consequence of
devaluation that is most relevant, but rather the establishment
of a better fitting manufacturing sector, a similar (to that
of lMrs, Robinson's) notion is implied.

An extra favorable exchange rate ray also mean an extra
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high price for consumer goods imporis, some of which may be
concumed by the very poor, 6.g., certain basic food stuffs,

mucﬁ as rice and vheat, In this event a devaluation to encour-
age manuiacturcd exports will penalize the poor and help the
rich, Vherc these consumer goods are few in number, subsidices
are a reasonable mcans to meet this problem, The more important
point, howvever, ig that if a devaluation induces the kind of

ad jusiment described ambove, the cost may be rapidly reduced by
Increcascd employment., This is not to eay, of course, that the
poor ghould bear the burden, It is to argue, as before, that a
measure that rationalizes the industrial growth can contribute,
in the manner descr.ved above, to an effective reduction in low
end poverty, To put the point a bit differently: if dovaluation
is nececsary in order to produce a good *fit," then not %o devalue
in order to keep certain consumer good prices low is to choose

to 1live with the source of the problem rather than to attack
that source. It may also btz noted that just as a tarlff policy
can be thwarted by licenses or other direct controls, so too can
the cffect of devaluation, This fact qualifies Diez-Alejandro's
point, noted above, that liberalization may (and possibly should)
cone after devaluation and steppcd up export growth, This argu-
ment presumes that the effects of devaluation not be countered
by other measures, Indeed one of the more important aspects of
liberalization as such ig that it does clear the deck for the
indirect rkeasurcs, euch as exchange rate adjustment, to work

thenmselves out,



-81-

To sunmarizes Industrianl activity needs protection,
needs learning t¢ime. It 1s industrial actlvity that neceds
learning time, not simply dowestic activity, But it is not
protection from incentives and inducements *o scarch for in-
creased productivity and incrcased use of domestlic resouvrces
that Js required. Indced the ceniral problem of protection is
how to protect from that foreign (and dowmestic) competition
that degiroys local industry, without protecting from the pres-
sures that Induce entreprenecurs o ceek increasingly effective
utilization of domestlc resourcee. It has been argued above
that tariff pollecy as such, plus the direcct controls that further
limit imports, plus the exchange rate policy that often under-
values foreign ecxchange create an economlc environment in which
there 1s protection from destruction, but also protecticn from
the pressures to reduce costs, to seek out export marzets; and
to learn. There are several implications of this for the employ-
ment and income distribution isgue, It has helped produce per-
manent monopoly rents, to dampen productivity growth, to dis-
courage the use of domestic resources, to encourage over (and
under) invoicing, to produce bottienecks that stop or slow down
the system, and to produce an enclave of alicn cconomic activity.
Ve do not xnow how important quantitatively these matters are,
and it is always possible to clite counter arguments, At the
same tinme, if ig difficult not tc be convinced that :ore suitable
forelgn trade policles are pogssible, and thelr use would make

a significant difference., The recent experience of Brazil is
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perhaps the stirongest tit of evidence, although this period is
not yet very well documented, Studies of the Republic of Korea,
Talwan, Mexlco and Colombia relative to Argentine, Indla, a
brief period for Pakistan, all are consistent with the view
that the arguments surmarized in this section do matter

, 31
gignificantly.”

VII,

It was zrgued in Part I that an essential ingredient of
an industrial policy packapge was the cencouragement of small
scale,; non-urbdban, non-agricultural activities, In this Port,

I want to outline a few argumenis on this issue. It should be
noted that emall-scale, informal operations in the urban areas
are also important. In provious pages it has been arguved in
geveral places that many industrialization measures that govern=
ments adopt have helped only large-scale projects, and oiten
even pennlized sma'l, indigenous efforts. This is especially
the case In urban areas, The withering of such activities adds
to the employment problem of course, and 1o the low end poverty
greup.  The more genaral problem, however, 1s the distinctly
lower Incomes in rural areas than in urban areas.32 If it is
completely unrcalistlce to assume that modern, urbtan industry
can grow at a rate and in a manner sufficient to eliminate low
end poverty and rich enclaves, then cvidently ways must be found

to provide more productive employment opporiunities in non-urban
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arcas. The main site of the task is in agriculture, bdbut indusiry
has a role as wvell,

The nosc interesting succecs storles In thls regard are
china and Tsiwan. Kelth Griffin notes that in Talwan the cate-
gorices rural and urban do not correspond very clocely 1o agri-
culture and industry.33 The policy to diuperge Industrial
activity over the lund has becn exceptlonally successiul in
the northern znd centrel arcas. Textlles, food processing, and
consiruction raterials appear in all parts of the lsland., These
rural industries heve, in particular, provided sgcasonzl cmploy-
ment opportunities for agricultural workers, In the norih and
central areas over 60 percent of income in rural areas was earncd
from non-farm sources, and in the South over 40 pe2rcent, Income
in the rural srces of Talwan are therefore much necarer the
income of urban industrizl workers than 1s the case in alrost
any other lecs developzd country. Of more lmportance in the
long run is the emergence of close links between rural industry
and agriculture. Some psagants have become and others are
becoming small businessmen and entrepreneurs and cthers are
bvecoming more deperdent on cmploywment es indusirial wage carners.
Along with fuller employwment end ricing income (absolutely and
relative to urban workers) hzg come to a greater heterogeneliy
and social differentiation that is conducive to furthcr changd
and growth, and further use of decmestlc resources,

The evidence on China is less complete, but several

observers have emphasized that rural industries play an imporiant
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role in providing employment at levels of productivity not
nearly so dissimilar to those in urban centers as in most coun-
tries, Producticn in these rural areas involves the use of a
more primitive, more indigenous technology than in the dig cities
/ 722, 3la_/. liost of the output of these industries is used

in agriculture, directly or indirectly, and is almed =t increas-
ing egricultural output., This increased output in turn provides
raw materials and markets for the locel industries, There is
gom2 handing dovn of machinery from modern, urban sector to
rural activities. In some instanccs there are regulationg

which restrict production of certalin commodities to the smaller
units of individual counties. This Is to prevent the larger
(more soclally efficient?) units from gobbling up these enter-
prises. There 1s little evidence, however, to suggzest whether
or not these small, indigenous units are in fact more suitabdle
then the larger, modern plant. This "walking on two feet"
notion does, of course, require firmly enforced controls, and
Inplics something of a holdinz action in the rural areas, Com-
parisons with most other countries is useful, Most other coun-
tries have used agriculture as a reservolr to hLold wvorkers

(in poverty) until (hopcfully) modern ssctor activities csould
absordb them., China on the other hand seems to be earmayrking
certain Industriecs for the rural areas to help raise incomes

and provide cmpleyment until the modern secter manufacturing

and agriculture can absordb enough pcople to solve the problem,

Wage income is lower in the rural activities than it is in the
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modern sector, Almost all observers comment on the complete
absence of the more unrelenting, damaging forms of poverty,

The exac? policy mechanism by which the Talvan disperaing
occurs 1s not completecly clear., It i1s noi due to offering one
more year tax exemption for investiors choosing rural sites,
lore generally it would appear that the abcence of the kind of
tariff and exchange rate and control policles discussed above
that provide so misleading signals vis-a-vig the use of domestic
resouwrces is importont., Perhaps the key picce of evidence on
this point is the share of wages 1 value added. This share
ranges from 80 to 40 percent -- in the various manufactiuring
activities /[ 5% /. ks noted above almost zll developing coun=-
tries show a very low labor chare (20 %o 35Apercont). AS vias
shovn in Table 2 the wage share in Talwan declined over the
1953-69 period, but sgince then has been ricing due mainly to
high rates of employment growth, 4lso the Talwvan govcrnmenf
has long been aware of the advanteges of digpersing, and was
successful in providing the kird of infrastructure and lending
facilitlee that lcad entreprencurs to invest outside Talpei
277,

So far as I can sscertain the Chinese policy is lurpgely
a matter of dircctives, but the fact that (apparently) euccesscful
efforts are belng mrade to provide the kind of opportunitics that
would help induce similar actlion voluniarily facilitates the
implementation of the directives, Controls on labor moving from

rural fo urban areas app2ar especizally important.,
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In both these ccuntries attention 1s focussed on the
local level, and there is 1little in the way of bLig aggregatlve
plang, Local initiative and local problem golving are heavily
relied upon., In doing this it can be expected that the use of
loen) resources and ilocal expertise will be much more extensive
than where central plenning (or at least the writing of a central
plan) occupies a primory place in economic policy naking, It
ig slso to be expected that out of this kind of approach a more
indigenous oriented induastrialization process will emerge.
Finally, it may be worth reiterating that Taiwan has achleved
their development by heavy use of price signals, while China
has appuréntly not relled on such g#ignals. In both countrics
there 1s a close link Latween the rural industries and agricul-
ture., This adde to the extent to which such industrial activi-
ties serve the community, and brings out the lmportance of rural
“development in contrast simply to increascd agricultural output
as such as part of the means of meeting the distribution
objective.

A number of eccnomistc have pointed to the importance of
the link between industrial development and the use of the new
hich ylelding secds, The use of these eeede requires more care
and work on the part of the cultivator than do the older vari-
etles, They, therefore, have the potential of creating more
jobs &nd more productive jous in agriculture. Whether or not
this happens depends largely on vhat kind of technology is avall-

able, and that in turn depends in part cn what is happening in
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industry in genorsl end to rural Industry in r:zxr‘t;icult;xr'.Bl‘L
Paklistan in tho 1960's 1llustrates ‘Ltho nature of tho

problem. Fertillzer was imported and sold well bhelow landed
cost, agriculiural machinery was freely importcd and also sold
to farmers below landed cosis, and the Pakistan rupee was clearly
overvalued, Taxes on sgricultural income and on land vere vir-
tually non-existent., Since it 1g the large-scale, advanced
fdrmor who haze access to fundg to buy tractors, to the burcau-
cracy to clear Imports, it is he wvho enjoys these advantages,
This kind of a policy package meuns that 1t 1g virtually certain
that excessive trectorizotion will accompany the use of the new
seeds. The absence of such contrary policiee would nét autc~-
matically Insure that locul industrial activities will eppear
that provide the kind of machinery that effectively cxploit the
available labor supply.35 It is, however, clear that with such
policles, none will, It is also clear that a rural strategy
that includes indusirial activities would at least wrestle with
the problom. The little evidence from a few countries suggests
gome optimiem that in a situvation where the rewards of new
sultable Inctruments are high (becauce of the productivity of
nev geeds vhen proporly cultivated) new industries will cnerge.
The nurture of such industries may require some inducementy ==
éredit subsidies, some technical extension service, etc, -~ and
these things are difficult to provide to suall, rurel activities,
but all this says 1s that Just because the vwrong thing is easy

to do 18 no reason to do it. This losue links up with the
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lechnology discusalon, but the emphacis here is placed on the
need to develop an industrial capacity in non-urban asreas that
mesher with agricultural development as well as serves oiher
possibilitice,

In thig arca perhapz more than any other we need case
studley from which to lcolate general principles for policy,
But these kinds of studics appear rara, Further research on
Talwan end China will help, Ve do know that some things are

wrong, but wiat spacific things work ig wuch less clear,

VIII,

The manufacturing ssctor alone cannot solve the low end
poverty and income distribution prodlem. In most developing
countrics it can do more thean it has done over the preceding
two decades. In Part YI of this paper models were developed
that showed vhy and how rapid rates of investment and high rates
of growth of productivity would produce rising capltal's share,
rioing profit rates, and greater overall size inequality at the
same time that it producza the highest rate of absorpticn of
labor into the morec productive vectors of the economy. The
working of the model dopends mainly on the rate of investment,
the rate of growth of lator augmenting and capital augmenting
productivity growth, changes in vage rates, and the extent of
the subetitutability of lzbor for capital. Development policies

have concentrated heavily on achleving a high rate of capital
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accumulatlon, and In so doing have ponalized the other variables
in the argumont, The basic point of thiu papor is that a high
rate of capital foimation, without penalizing the other vari-
ables, Ils cosential (and is possible) if the ranufacturing
sector is to do its share,

Attention was given to the kind of inducements that would
produce a high rate and cuitable composition of investment, A
general target of constant wage rates in the manuiacturing sector
is a major aspect of the policy package.s So oo is an econonmic
enviromsent in which producers have major incentives o search
out new technologles and to price products in accordance with
productivity growth, Perhaps the most important policy area 1is
that affecting forelgn trade, 7The general policy aim is to
offer protection that provides learning time without eliminating
the incentives to learn. Finally, there must be a sizeable
non-urbvan centered manufacturing effort. This cannot be accom-
plishcd by pfesent tax holiday arrangements, but calls for a

different kind of policy approach.

Deczmber, 1974
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Footnotes

1, See especially Adelman and iorris /17 and Webdd /857,

2. Sce Economic Commission for Latin America / 22_7/ for

a general discussion of profiles of the very poor.

3. Some small developing countries are essentially manu-
facturing nconomies, e,g., Singapore and Hong Kong, and somne
1lnrge ones, e.g., brazil and Indla, have large (absolutely)
manufacturing sectors, but the text statement stands as a
reasonable generalization, The argument in this section is
limited to manufacturing. The modern sector includes service
activities (especially government and retall and wholesale dis-
tribution) and social overhcad facilities. A more complete
analysis would include these sectors, and therebdy include a
larger proportion of total employment. To extend the analysis

in this way, however, is beyond the gcope of the paper.

4, The model developed here is built from the arguments
and models found in Saiter /71 7, Solow /777, Nelsen /59 7,
Eltis / 24_/, and Bruton / 13_/. Diagram 1 is adapted from
Eltis, p. 45.

5, This follows from the fact that profit's share is
increasing and the capltal output ratio is falling as we move

east on the dlagram,
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6. There are some complications for wage policy arising
from particular sources of increased productivity, Some of

these are discussed in Part IV below,

7. The argument presented here follows that in Bruton
/11 7. This more complete version owes much to the help of

my collcague, Thomzs 0, hcCoy.

8. This follows from the proof of Expressiou 1, It is
evident that thls expression is consistent with the well-known
conclusion that labor share rises with a Tall in wages il the

elasticlty of substitution cxceeds unity,

9. I{ labor's sghere is rising, capital share's falling,
and the rate of return on capital will declinc unless the capltal
output ratlo is falling at the same percentage rate, Presumably
if a glven rate of return is sousht by investors, the raie of
capltal formatlon will in fact tend toward this rete, Let Iy,
be the rate of growth of lubor services (i.e., ry + rb), and
LS and KS be labvor and capital's sharé regpectively, Then if
ry = r; o %g r, - (o - l)(rb - rw). the capltal outpui ratio
will fall at the pame rate as capltal's share, and the profit

rate therefore remaing constant.

10, For rather complcte surveys of tax incentlves in

developing countriecs see George Lent / 42, 43_7 and Heller and
Kauffwan /30_/.

11, Lent /43 7.
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12. Included in the Petrel paper are estimates of the
profit rates in other countries, The rates of return are Argen=
tinn (manufacturing, 1955-63) 30-39 percent; Brazll (manufactur-
ing, 1960-G7) 14,3 percenty Colombiz (Private scctor lese
housing, 1960-67) 11-12 percent; Ihdia (Corporate industrial
geetor, 1955-59) 10-20 percent; and kexico (whole economy, 1940~

60) 20 rercent.

13, Chales R, Frank and his associates have complected a
thorough study of the effects of trade policy on economic growth,
income distrivution, and employment in Korea. The evidence Frank

offers therce 18 broadly consistient with the argument in the text.

L4, Sce the revealling review of Indisn attitudes toward

wage policy in T,S. Papola / 63 /.
15, rapola / 63 /.

16, See the dlacusalen of D.A.S. Jackson [_373_7 for a

further elaboration of these points,

17. Some of the evidence is suwmarized and discussed in
Bruton / 10_/, Benrwan / 5_/, torawetz / 55_/, Turner and Jackson
/ 81_/, and williamson / 88 /.

18, Intervicws with managers of "footloose" industries
in Singapore and Hong Kong indlicate that they would move their
factorles to lower wage areas (e.g., Indonesia) at the drop of

a welcome mat,
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19, Fhelpa-Brown and Hart / 66a_/ argue in this way about

some cvidence from the historical evidence on Great britain,

20, Some further investigatlons have found several ex-
amples of more successful efrorts by research Institutions than
the text statement sugpests. In particular examples of "bLootleg"
operations by some personnel in the institutions have apparently
proved extra fruitful., Full reports on these investigations are

not yet availadble, but it is possible that they will require a

significant modification of the position taken in the text,

21, Some developing countries (e.g., India) have more
"gcientists® than do most Burcpean countrics, but rarely do we
read that lack of scientists 1s a najor bottlenack in the

developriznt of appropriate technology.
22, Sce his uscful article in /907,

23, This arguaent is developed more fully and supporting

evidence cited in / 66b_/.

24, This point is made by several ohszervers, perhaps most

convincingly by Pack / 62_/.

25, The very low rates of utilizotion of capital observed
in most developing countries provides evidence of the fallure to
exploit nll available resources (cven these In "short" supply)
and provides virtually costless opportunities to increase output
and employnent, Gordén C, Winston has a long serlies of papers on

these issues, See / 89 _/ and the literature there cited.
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26, Thiu uvryument i3 develope? in various forms in a
varicty ol plicens, Sece eapecinlly the papers of Frances Stewart
L 87 ant An [0/, ricdnann and Swalivan /26 7, Keesing
[ 36/, and Sypurcoon [0 /.

27. Loc, for exzemple, Perkins /65 7.

28, See nopeeizally the Prank study veferred to in

footnote 173,

29. The pervasive tendency to undervalue foreign curren-
cleo 1o difficult to explain, In part it is protably part of
the peneral poliey to keep capital prices low and thereby en-
courage investiment, Devaluations have algo been discouraged by
elanliciiy pesclmisms and fears that they breed inflation,
Theae feare incldentally are generally unfounded [_16_7. Finally,
part of the susplcion, noted in Part III, that frequently attaches
1o tho vso of prices as policy instruments, applies to reliance
on exchange rates te ratlon forelgn exchange even where extensive

and high tariffs prevail,

30. Profeusor Robinson is so quoted by Paul Streeten

in /779 /.

31. See palassa / 3_/, Little, Scitovsky and Scott L b6 /

and Macario /49 7 for a number of detpiled country reports,

32, Chapter 22 of the International Labour Organizaticn's

report on Kenya [—33_7 is a useful ldscussion on informal

activities in urban centers,



33. See /27 7., This paragraph i based largely on

Griffin's report,

3%, Good rencral discussions of these {ssucs way be found
L .

-

in Faleon /29 7 and Yudelman, Butler, and Panerji /oo s,

35. It can cven bo doubted that tha kind of tinctors
imported increosed yields per hectare by more than they would
have inercased by using more labor with the new secds and

traditional implements,
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