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INDUSTRIALIZATION POLICY AND INCOME DISTRIBUTION
 

by
 

Henry J. Bruton
 

mtroduction 

The purpose of this paper is to study the 
relationship
 

More
 
between foreign trade policies and income distribution. 


specifically, the object'va is to examine the way in which
 

to and price of foreign exchange
 me sures that affect access 


and imports act on tho distribution of income. 
Attention is
 

given to the effect of policies with respect to 
exchange rates,
 

tariffs, licensing and other direct controls, 
and subsidy systems
 

on the extent and manner that the rewards of development 
are
 

The policy measures in this area
 shared among the population. 


have been largely aimed at fostering industrialization 
in the
 

In this sense then the purpose of the
 developing countries. 


paper is to examine how these industrialization 
policies affect
 

the distribution of income.
 

In Part I some
There are seven pa:'ts to the paper. 


general notions are discussed. These are definitions and the
 

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

Part II discus3ses the role of industry
departure of the paper. 


in the overall income distribution picture and describes 
a gen

eral model that identifies the principal determinants of 
income
 

These include
distribution over time in the industrial sector. 


rates of investment, wage rates, productivity growth, the
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composition of doeand, .!oroign trada, and rural industrial 

activity. Etch of those is discussed in the following parts of
 

the paper. 
The last part, Part VIII, is a surmn-ary and a brief
 

review of the policy implication revealed in the various 

argxuacnts. 

I. 

In this part, some general notions are discussed in an 

effort to make clear what is being talked about and why it is 

being talked about in the rest of the paper. 

1. It is noceccary to begin with an obzorvation or two
 

on the notion of distribution itself. Economic welfare is gen

erally more diroctly rolatcd to sizo distribution than to func

tional. Size distribution is not however unrelated to functional, 

and one of the tasks of the paper will ba to examine how policics
 

that affect functlonal distribution directly also have an impact 

on size. Conventional measuxes of size distribution usually 

encompass the entire ccono:zy. The Gini Coefficient, the Kuznets 

Ratio, the Plreto Coefficient are all indicators of the extent
 

to which a given proportion of national incomo accrues to a 

given pzrcontage of the population. These are useful measures, 

but for most dev3loping countries at the present time, the most 

pressing social problem seems to be the existence of widespread,
 

severe poverty. 
It would appear then that a more directly 

rolovant guide to policy than any of the genoral measures is 



the extent to which the very poor are helped by the policy. For 

example, a poverty line may be defined, and the measure of effec

tivencos of a policy be cotermined by the rate of reduction in 

the percentage of the population whose income is belowi this 

level. "Improved" income distribution would then refer to an 

incroase in real income for that. oart of the population whose 

present income is below this poverty line. The source of 

increase may bs reduced income of the richer groups, but may 

also be increased total output, that raises the income of the 

low end poverty groups and that of the richer groups by as much 

or more 

This critcria is meant to represent an empirical judgment, 

not a value judg-i3nt. We assume hero that the very poor are 

mainly interested in having more absolutely, not simply more 

relatively to some other group. "Mainly intorosted" means that 

the low end poverty groups have, at the present time, a welfare 

function whose arguments are absolute levels of income, not 

relative levels. Evidently such a function may change as a 

country grows richer, but that is a lator story. In the lan

guage of Albe-t Hirechnan's tunnel metaphc Z-31_7, we are 

interested in getting the stationary lane moving and not in 

what happens to the other lane -- except in those instances 

where the speed of the fast moving lane is responsible for the 

non-movement of the poverty lane. As will be argued just below, 

the attack on high end riches is best undertaken by direct tax

ation rather than other m-eans. 
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2. The second general point has to do with some of tho
 

notion3 that underlie the approach taken in sub3equent sectionl
 

of thiu apeap. Various broad based studios of income distribu

tion in developing countries have appoared reccntly, and have 

identified a fairly common 
list of factors accounting for
 

inoquality in general and for the failure of those whose income 

is very low to cxr3rioznce much of a rioe over the past two 

doe dcs. 1 Such lists include a great varl.ety of factorsi extent 
of dualism in the system, sizo of the govorrirent cont-olled 

soctor, extent of dependenco of the economy on rart materials
 

or agriculture, structure of foreign trade, 
 and, of course, a
 

variety of other things. 
 These studies show the evident fact 

that income distribution, like other things in economics, depends 

on avcrjthing else. Such studies have been helpful in outlining
 

the various factors that affoct income diotribution. Some few 

hypotheses specific enough to be tested have enxrged, but in
 

general 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 accvmulatod inoqualities 

have emerged out of the ray the economies have developed over
 

the post rather than to p3culiaritios in one sector or another. 

Also the fact that many countries have experionced essentially
 

the same distribution pattern suggests that the nroblem is not
 

a matter of size of country, form of government, availability of 

natural resources, or other country specific characteristics. 

It aloo appears generally correct to say that governments only 



rarely cook explicitly to hold down the growth of income of the
 

Rather it seems that the problem emerges, or at
 very poor, 


that have been followed
least is accontuated, by the policic 


in the search for dovelopment, and the kind of institutions 
and
 

power structuro thai K ve evolved as these policies have been
 

The fact thx~t it is now nocessary to attack the problem
pursued. 


from an existing set of policies, institutions, and power bases
 

that have brought about the problem complicates tatters. It
 

not only rakes the implementation of any now policy much more
 

difficult than it rould have been twenty years ago, but also
 

makes the design of the policy itself a more complicated matter.
 

There is one further observation suggested by the pre

ceding paragraph. A corumon practico of recent years has ben
 

to downgrade the importance of rates of growth of GDP as a
 

Such a downgrading is somemeasure of the success of policy. 


what misloading, The problem would appear to ba with our under

standing and practice of the developm3nt process, not with the
 

objective of increased output of goods and services. It seems
 

clear, however, that to attack the income distribution problem
 

(as defined above) simply by seeking higher rates of growth of
 

output by the same methods as those widely used during the
 

1960's will not succeed, will not succeed in producing continued
 

growth or in helping the very poor. What does seem to be the
 

case is that a development policy built on a more effective use
 

of domestically available resources can produce a growth rate
 

and a distribution of the rewards of that growth that are more
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compatible v:ith general notions of equity as well as vtith social 

and political stability than is the case for the recent past. 

To argue in w.irvay implico conu-idorablo confidence that :ajor 

effects can be acco,'plichcd by specific policy reasures of the 

convcntional sort, i.e., policy tovard exchange rates, v:age 

ratos, orc:dit, etc, And, as rill be arguud cxplicitly later, 

getting convcntional policy rihlit -- or at least vrorkin-g in the 

right diroction -- is necessary bofore ono proceeds into the
 

more intractable areas of institutional change and revolution.
 

3. Specific reference to tm:es and transfers as a policy 

instrument to help relieve loa end poverty should ba noted. 

This is the subject of another paper in this volure, and need 

not be elaborated here. At several points in later discucsions, 

however, the key role of taxation vill clorgo. It is especially 

relevant in efforts to reduce extreme wealth and to break tho
 

power hold of dominant groups. 

4. The specfic oconomic characteristics that seem to 

account for the low end poverty are also explored ii another 

paper. Date are not very plentiful, but four ouch character

istics are fairly firmly established, and are of especial 

significance in the set of issues examincd bGlow, They ray 

be curmarized as followsi 2 

a. The poor are engaged in very low productivity 

activities. In come instances they have no job at all, but 

literal open uxemployment is a luxury the poor can rarely affords 

b. lac poor have little huL_rz capital, and are not 
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in a position to accumulate it, either through formal training
 

or job exparience.
 

o. The poor own little physical capital or land, and 

of courso have little capacity to acquire it. 

Such characterictics follow almost from the definition 

of poverty, but they do help to isolato a bit more the nature 

of the problcm. Th question of the present paper may now be 

putt how do the several anpects of trade and industrialization 

policy affect thcose three major characteristics of the low end 

poor, 

li.
 

In Section A of this Part, the role that manufacturing 

can play in the attack on low ond poverty is discussed. Given
 

this role, Soction B contains two variations of a model that
 

will provide the basic framework within rhich the romaining 

topics are analyzed. 

A. The Role of Manufactures 

Manufacturing accounts for a modest portion of GDP in
 

most devoloping countrios, and offers employnont to an even
 

craller proportion of the labor force. In modern sector manu

faoturing productivity per worker and rage income is generally
 

much higher than in other sectors of the economy. Despite this 

small size, modern sector manufacturing occupies an important 
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position in the cffnrta to allov.ate low end poverty.3 The
 

early versions of the labor surplus, dual economy nodel of
 

development lrmply that a high rate of growth of the modern 

sector (donix-atcd by Y:.anu facturing) i1o-ald produce a rate of 

grow:th of deirand for relativcly unskillcd labor such that the 

employrcnt and poverty probl.L wou. d both b: solved in an 

acceptably short perioO of time. The resolution of *he problem 

would vorl: in tivo diroct!ono. The modern sector itself would 

absorb increasingly largo ntubers of workers, and thereby reduce 

the nubers who rorzainod in traditional, lowi productivity act

ivities. Reductions in the numbers retaining in traditional 

activitios would result in a rise in the quantity of goods 

available pcr capita there, and, more importantly, facilitate 

a rationi?-.zation of techniquos and practices in that sector 

which would in turn produce an increased rate of growth of pro

ductivity. The origin, the prime mover, of the process in the 

model is however investmont in the modern sector. This location 

of the prime mover is important in the story as it has a signi

ficant impact on the policy follo zed, and on policy changes to 

be suggestod below.
 

If the level and structure of w.age ratos do not chango 

over tiLe, if the price of capital rczaina unchanged, if there 

is not change in productivity duo to technological improvements, 

to learning or to increased huran capital, if there are constant 

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

composition of output, then output and ewployz;nt in the modern 
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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 occtor and than in the economy as a whole, the growith
 

of the labor force will result
of the modern sector in excess 


in a shift of labor from low to higher productivity activities.
 

The more rapid the growth of investment and output in the modern
 

rapid will this shift be. In this context
sector, thc more 


then, growth of the manufacturing sector offers a major focus
 

for the alleviation of low end poverty.
 

This way of tinking contributed to the establishment
 

of a series of policies 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, especially in
 

the period of t.e early 1950's to the mid-1960's, but the ex

pected corresponding growth of employment did not follow. In
 

the following section, a model is established that helps to pin

pcint the variables that are relevant in explaining this pattern
 

of development,
 

B. A General Framework
 

1. Consider first a model in which productivity increasin"
 

technical progress embodied in physical capital plays an important
 
4
 

role.
 

Diagram 1 will serve as the basis around which to build
 

the discussion and illuetrate the arguments. The vertical axis
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of the diagram measures the average product of labor. The 

horizontal axis id divided into units of a given capital labor 

ratio. To simplify the initial discussion, it is assumed that 

the saue anount of investment (in real terms) is achieved every 

year, and that this investment creates the same number of new 

jobs. fIovyever, the productivity of the nowly created capital 

and the newly employed labor in ycar t is (1-:a) tiraes that of 

year t-1. Thus tha productivity of both capital and labor are 

assumed to rise at a constant awnual percentage rate equal to a. 

The slope of the line FAB is therefore equal to a, as the line 

itself is the locus of points of labor productivity. These 

assumptions mean that thc source of the higher productivity is 
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incorporated in the newly created capital or the newly hired
 

labor or both, end once incorporated cannot ba modified. This 

assumption L1akes considerably more sense for physical capital 

than it does for labor, but as discussed later has some merit
 

for labor as viell.
 

This act of assunptions scems especially useful in the 

context of the industrializing developing countries. Now forms 

of physical capital are being ilade available year after year, 

which for the most part embody a technology that existing 

capital cannot use. Most of these economies are now adding to 

capital, rather than replacing old capital so that to a greater 

degree than in richer countries capital of varying productivity 

is observed. Similarly new managers and workers ontering the 

labor force ray be more productive due to better training, better 

infrastructure, and more efficient distr bution arrangements. 

It porhaps should be noted that rising productivity of the 

already employed labor force due to learning-by-doing cannot 

be shown on Diagram 1. What then does this set of assumptions 

teach us about dictribution as industrialization gets under way? 

In Diagram 1 the newest unit of capital and labor is that 

marked d. It is this unit that yields the highest labor (and 

capital) productivity. With a wage rate equal to AE, the last 

productive capital labor unit that is profitable to use is that
 

identified as e. With capital labor unit e the v.age paid absorbs
 

the entire output and no profit at all is realized. The capital
 

to the left of e is so Lunproductive that, at a wage AE, labor 
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costs would not be covered so profits would be negative. With 

the most productive capital, d, profits are equal to BC. Total 

employment equals ED, the total wage bill is EACD, total pr3fits 

ABC, and total output EADD. So profits share is ABC/EABD. If 

it is assumed that FAB is a straight line, i.e., productivity 

growth and the investment rate are constant, the profit area is 

equal to 1/2(DC).AC. Total output is this area plus AE'AC, so 

proft's hareisBC I. 2ALE"profit's share lB PC . It is evident from this expression 

that if the wage rate were lower, e.g., HJ, profit's share would 

necessarily rise, as would total employment, Suppose no-a that 

total profits accrue to a (small) fixed number of the labor 

force, evidently the per capita income of this fixed small number 

will rise relative to the per capita income of the wiage earners, 

At the same time income within the entire (employed and unem

ployed) wage earning groups becomes more equal with the rise in 

employment, and total output rises proportionately to H1EJ/ABDE. 

In this context the lowering of the real wage rate added to the 

quantity of capital stock that it was profitable to operate.
 

Such a result could also be achieved by increasing the number
 

of hours per day that the capital stock was utilized. 

A more important -- or at least a more empirically rele

vant -- case is what happens as new capital-labor units are
 

forred with still higher productivity while wage rates remain 

at LE. The new unit, m, is more productive than the d unit, and 

if wage rates remain constant, profit's share is greater with m 

than with d, and therefore profit's share of total output must
 

http:1/2(DC).AC
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be greater now 'thanwas the case before m was created. Hero
 

again total output rises, and the total output accruing to labor
 

also rises. Therefore, with the addea employment (equal to Dlij
 

income distribution among wage earners becomes still more equal,
 

low end poverty is reduced, and output available to the non

profit receivers rises. The increased output is due to the
 

higher productivity of the new capital-labor units, and to the
 

added employnent. On he other hand, if wage rates rise with
 

the productivity growth, profit's share would remain unchanged
 

as would ltbor's. In this event, output will rise only by the
 

annual increase in productivity, and the total output accruing
 

to labor will be less than if wages remained constant. Of course 

if it is they who supthe employed workcrs have higher pay, but 

port the unemployed then evidently they too would benefit !ore 

from constant ;age rates than from rising wage rates.
 

Under present assumptions 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 receiving
 

at least a wage equal to .E. After this point wage rates would
 

(in the uodel) begin to rise along with productivity, and shares
 

would rer.ain constant, When this point is reached, then the
 

assumption of a given capital labor unit becomes open to even
 

more severe question than before. Presumably as wages rise,
 

the capital labor ratio will also begin to rise and possibly
 

incentives may emerge that result in productivity growth not
 



affecting both inputo Cqoally. .oro on all this Liter.
 

In this argument the enlarging profit's share is a con

sequence of the raising of per capita incomies of the labor group3, 

i.e., it is a consequence of creating employment in those sec

tions of thi economy where productivity is higher. (This is 

no the sane thing argu g' that high profits are necessaryas on 

to produce the caving that will porLit a catlsfactc y rate of 

capital forration.) It is also evident from Diagram 1 that with 

a more rapid increase in productivity -- a greater slope of FAB 

-- profit's share and the profit rate rise more rapidly; as the 

relationship between BD and AE govern the relative shares. At 

the same time the higher rate of productivity growth generates 

investment opportunities, and thereby should contribute to a
 

more rapid eastw7ard movement along the horizontal axis. Finally, 

the diagram shows that technological depreciation penalizes the 

movement toward effective utilization of labor and the levelling 

off of relative shcres. I.e., if physical capital falls apart, 

then this fact reduces the rate of increase in profit's share 

and employment growth, and thereby increases the time required 

to reach the full Cnploynrnt point. 

This form cf tihe vintage model assumes no substitution 

between capital and labor after construction of the physical 

capital. Prior to contruction there is substitutability, but
 

the capital labor ratio remains unchanged because real wage 

rates and capital costs are assumed constant and productivity 

growth is assumed to act on both inputs equally. If some ex 
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p_9.Lt increase in productivity is technically possible, the 

diagram becomes more complicated, but the general argument
 

remains relativoly the same. If it is assumed that a remains 

positive and constant and some increase in productivity growth 

can occur ey root, then FAB itself shifts upward with the same 

slope. This upward shift in FAB would also contribute to a 

rising profit'v share and a rising profit rate. 

As this happens the wage rate AE (Diagram 2) falls below 

the level of productivity of labor with unit e. If there exists 

unutilized physical capital loft of e, the producer now has an 

inducement to bring these machines into use. In Diagram 2 

employment will rise by EU, the wage bill by G'AEH, and total
 

profits by G'A'AG. Profit's share of the new output (G'B'DH)
 

will also be greater than it was before the upward shift in FAB.
 

In the event that there are no unutilized capital units avail

able, then evidently this source of increased employment is
 

impossible. If, in addition, there is zero ,xpost substitution
 

between capital and labor, then a rise in wage rates from AE to
 

A'E will not penalize employment growth and will contribute to 

increasing per capita income of labor. Such a rise in wage rates 

will also reduce the growth of profit's share and the rise in 

the profit rate. Those consequencos may also reduce the rate 

of eastward movement on the horizontal axis, but this cannot be 

told without further assumptions. 

On the other hand, if there Ae positive ex post substi

tutability between capital and labor (and no previously idle
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machines) the increase in labor productivity to AtE with wages 

remaining at AE will induce an incrcase in employment relative 

to capital. In this case enployment will rise rolative to capital
 

until Q/L is equal to LE again. How much increase this amounts
 

to depends on the elasticity of substitution. The greater it
 

is, the greater will be the increase. If this happens, then the 

effect on relative sharcs depends also on the value of the 

elasticity of substitution. The outcome of this argument can 

not b3 shovim on the diag-ars as it involves a change in the unit 

of raeasureMersn along the horizontal axis. Further implications 

of a changing K/L are examined in the following section, It is, 

however, clear what the consequence of rising wages are in this 

circumstance.6 

To sumarize briefly: The modified vintage model 
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described above brings out the impact of productivity growth,
 

wage rates, profits, investment, and output growth on employment,
 

profit's share, and labor's per capita income. It shows that a
 

rising profit's share with constant wage rates is a necessary 

consequenco of increasing employLent and increasing tho per 

capita incOLIe of labor, employed plus unomployed. If government 

owns the plants, profits accrue to the governmont, but that does 

not modify the argument. Rising wage rates will prevent the 

share of profits from rising, but will then create intra-labor
 

inequality, and penalize employment growth. It is likely that
 

there is more sharing withlirA labor than between labor and profit 

receivers, but it is not likely that there is enough sharing
 

within labor to justify seeking simply to raximize labor's shale. 

(This is not, to repeat, the same thing as arguing that a rising 

profit's share is necessary in order to achieve an adequate
 

saving ate. Nor is a "trickle don" notion involved here.)
 

Profit's share wvill continue to rise until "full employment."
 

Profit's share rises faster as does the profit rate, the more
 

rapid is embodied productivity growth, given constant real wages
 

and the longer the physical life of the capital, So too does
 

the rate of grorth of omployment and income accruing to the
 

labor sector. In the context of the industrialization effort
 

of less developed countries the conclusion would seem to be
 

that rapid rates of growth of productivity, output, and invest

ment with constant real wages in the modern sector will in f&ct
 

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



the 	most rapid growth of orployment and labor incono possible 

with a givon rate of capital forLration, In particular it is
 
car that r1sing real w.ages, thouj holding dorn the grc'th of 

profit's share, will penalize the growth of employment and
 

labor's incor:e. The only instence where rising wage do
rates 

not ponalizo c:mplcymont and lcabor's inceno is in the wherecase 

there ia a disombodied increase in productivity Pnd there is zoro 

Substitutability betw.een capital and labor, In tha case where 

productivity grows as a consequence of accunulatod experience 

Increased wage rates will add to intra-labor inequality ivhile 

holding back the growth of profit's share. 

2. The argument is neatcr if it can bn assuied that none 

of 	the increased productivity is embodied, i.e., that it 
occurs 

irrespective of the level of investment.7 

Suppose that all firns hire labor until the rmarginal 

product of labor equals an exogenously given wage rato. Suppose 

further that capital formation is determined autonomously, and
 

that the following production function dorcribca the modern 

manufacturing sector,
 

1) 	Y(t) a F(a(t)K(t), b(t)L(t))
 

where Y is output
 

a is the index of capital augmenting produc
tivity grcwth
 

b is the index of labor augmenting produc
tivity growvth
 

L is labor'
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K Is capital 

t refers to time period
 

Ansu'ne this production function has constant returns to scale.
 

Then as is uhown in the appendix to the Frank-Webb paper in 

this volue, the proportionate rate of growth of the de-mmd for 

labor is 

2) rL= rK I ra - rb + Y-'L b 

whore the r's identify proportionate rates of growth, e.g,,
 

is the wago rate, tnd a- is the elasticity of
dt l_ etc, w. 


substitution, Evidcntly, cploymrnt grows with capital formation
 

and capital au-enting productivity growith, and falls with labor
 

augmenting productivity gro,w.th, The most interesting component
 

is the last, which tells us that labor augmenting productivity 

growth, not ratched by wage incrcases, will produce employnent 

growth if the eltsticity of substitution exceeds zero. If -WL 

exceeds one and rW Is zero, the net effect on employment growth 

of labor augmenting productivity growth is positivo. Capital's 

share is of course loss than unity, and generally loss than .75. 

A "low" capital share therefore facilitates employment growth. 

There are three points in particular to note about (2). 
First, if ra u rb then employment w-;ill grow faster than rK if 

rb ? r,, and 0-> 0. In this event the greater are C' and rb 

(relative to r.), the greater will be rL; in order therefore for 

rK ) rL, (1) rb must exceed ra and (2) rb S r, or (3) 0

must equal zero. If rw is zero, the capital labpr will rise 

http:gro,w.th
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only if rb ( - - 1) is negative and absolutely larger than 

r . Thin suggests that considerations with respect to rb, ra,
 

and V- are relevant in the income distributicn problem. It 

may be 	noted in passing that in almost all developing countries,
 

capitalls share is larger than in the more developed countries.
 

Therefore with a given elasticity of substitution and a given 

difference bete:en rb and r,, employment will expand mcre rapdily 

in the 	latter than in the former countries,
 
Secondly, if rb 0, then rL > rK if ra >
b 7 Y - %-;L r ' 

If r O, r L - rK . In either case if r = 0,r then ra. 

employment will grow more rapidly, the higher is and thc lowerra 


isa 

Third, 	the rate of growth of labor's share (with product
 

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

3) rLS -l Zrb" r,7 

Labor's share will rise if rb exceeds rw and the elasticity of
 

substitution exceeds unity. If wage rates were constant, and
 

0T-> 1, then labor's share will rise over time in this model# 

Earlier it vas shon that employment will grow more rapidly, 

the greater is rb relative to r,.
w and the greater is 0 Now 

from (3) it is evident that if C exceeds unity, the greater it 

and rb are, the more rapid will labor's share rise. With r, 

equal to zero, the increase in labor's share is due entirely 

to increasing employment. In this event employment grows more 

rapidly than output, and ob7,n'ved labor productivity falls.
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These circur.ztflncos would appear to produce 
the most favorable
 

on the overall size distrieffect on lcvi end poverty as well as 

rising wage rates actually reduce bution of incons. 	 If C- >'1, 

of labor's share by their p-.nalizing of em
the rate of growth 

that if r.,> rb , then a
ployment groypth. It is also evident 

expense
leos than unity w.ill p:cducc a 	rising labor share, at the 

9 
grow.th of employment.of a slow 

the model, the elasticityIn the prcsent fornulation of 

important role than in the vintage
of Bub3titution plays a more 

of w:iage rates remains crucial as does the
version. The growth 

The present formulation also
 rate of growth of productivity. 


brings out more clearly than did the vintage version the import

arce of differont forms of productivity growth on both employment 

out is the fact that a
and incoee distribution, Also 	 brought 

rising profit's share is not a 	necessary condition for 
growth
 

was the case with the vintago model.of employment, as 


two forms of the model indicate that the following
The 

of the problems producare strategic elements in an analysis 

bias), wage rates, factor substituttivity growth (manitude and 

ability, and capital form'.tion (and hence profit rate). The 

be put as, How do industrializationquestion of the pap:r may now 

policies in general and trade policies in particular affect these 

several elements?
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III.
 

The models just considered place a heavy role in invest

ment in modern manufacturing activities, but that investment 

must take place in a manner consistent with the resource endow

eient of the cconiomy. The invcst-m'nt -u;,t "fit" the economy, if 

it is to serve the income di, -tribution objectives very effectively. 

In this Part I review some aspects of the role that industriali

zation policies seem to have on the rate and the form of invest

merit. Section A considers forr"al investment incentives, and 

Section B the profit rate and its relationship to the rate and 

composition of investment, 

A. Investment Incentives 

Almost all developing countries have a variety of regula

tions intended to encourage investment in manufacturing. There 

are a great variety of such regulations, but some common char

acteristics do obtain, and some general observations appoar 

legitimate. In almost all instances the incentives are in terns 

of exemptions from company taxes or from customs duties and 

include measures that r.ay reduce the level of taxable income 

(at least for a time), e.g., accoleratd depreciation and 

investment alloances. The latter are less frequently found 

and result essentially in deductions of part of the cost of 

investment from taxable income. Outright grants for investment 

are very rare. The range of variations and modifications within 
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those categories is great indeed. Tax holidays vary widely in 

the length of timne that they are applicable, may apply to the 

may or may not apply onlyentiro income or to some part only, 

to pionecring enterprises, wray or may not apply to a firmns 

;o on. Exemptions of customexpansion, or to its location, and 

dutie s are here and there dependent on available domestic sup

plies, type of comodity, sometimes apply to raw materials and 

In many instances the advantages
sometimes not, and on and on. 

increase as the absolute size of the investment increases, and 

some indeed have a minimum size investment requirement. In 

most countrics the vast majority of investment projects in tormrs 

of number are not affected at all by the incentive system, but 

in tcrns of noncy value of investment the proportion is much 

higher. 
1 0 

It is correct to say, as many have, that almost all 

incentive systems favor the use of capital at the expense of
 

labor. We have little empirical evidence on the extent to which
 

tho incentiveo theselves contribute to thG observed rising 

capital labor ratios or result in activities being chosen that 

have a higher capital labor ratio than would have been the case
 

in their absence. If one believed that these particular incen

tives were necessary to produce the investment, then of course
 

employment growth is greater with them than it would be without 

them. Again efforts to measure the effect on the rate of
 

investment of incentive systems have not been successful, but
 

qualitative evidence is leading an increasing number of economists
 



-24

to conclude that any such effect is minor. This evidence is 

largely from reports on interviewvs with producers and from studies
 

in developed countries of the determinants of investment. Answers 

not completely relito questionnaires on this kind of issue are 

able, but the consistency with which tax advantages are do%,:n

graded app-ars convincing. These questicnnaires usually consist 

that led to the decisionof a set of questions as 10o the factors 

to invest. Tax advantage rarely appeared high on such lists and 

were frequently not mentioned at all. In particular countrios 

at particular times, tax incentives may be crucial, but it now 

seems safe to conclude that the case should be proved, and w:here 

there is no evidence on the contrary the best assumption is that 

tax advantages have little inpact on the rate of investment. 

From the standpoint of employment growth and allocative 

decisions, the vorst of all worlds is the situation %-herethe 

the choice of techniquesrate of investment is not affected, but 

and choice of sector are affected in a manner that penalizes 

employment growth of unskilled workers, discourages the use of 

domestically produced inputs, and discrininates relatively
 

against small-scale operations. This in fact seems to be the 

case in many countries at the present time. There are other 

consequences more directly related to the distribution of incone 

that may be worth discussion in the present context. 

Any incentive that is built around relief from profit 

taxes evidently depends on profits being earned. If profits are 

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



-25

expected to be carned, then tax forgiveness can have no effect
 

on the investment decisions. It therefore increases the varia

bility in profits relative to that which would obtain in the 

absence of tax holidays. Thus the rich firms get richer, and 

the firm that m'ay have a hopo if it can survive for a few years 

gots no help. Eviduntly whero the extra profits (profits that 

would othcrv.ise be taxed) are paid out in dividends, the size 

distribution of income in favor of the higher income groups is 

enhanced.
 

A second aspect of inveWtment incentives relevant to the 

employ~nent and income distribution follows from the fact that in 

many countries the incentives apply only to certain types of 

activiti 3, or additional government authorizations are necessary. 

For example, imports of capital goods may be exempted from duty, 

but an import license must be obtained. The retaining of con

siderable discretionary power requires consideration of criteria 

for deciding which activities to permit and which imports to 

allow. One such criteria that has found favor in a number of 

countries is whether or not there is "room" for an additional 

producer. This usually means that the decision-making authority 

asks itself what would happen to product prices and to the utili

zatiuai rates of existing capacity were new capacity to become 

available. If such consequences 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 especially 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 induccmcnts to find 

and install cost reduction reasures. Evidence sems completely 

lacking on this point, but it may well be that removal of guar

antees of protection of this kind would have marked negative 

effects on the rate of investment in come countries, especially 

in those activities where exporting potential is assumed to be 

slight. 

A third point having to do with incentive systems has to 

do with their cost in terns 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, but in many 

cases are large enough to matter, especially ...f foregone customs 

receipts are included. Lent estimates that revenue foregone 

(on the assumption that the incentivos have no effect on the 

level of investment) ranges between two and thirteen percent 

of total government revenues. For countries at the upper end 

of this range, foregone receipts can clearly matter. They matter 

even more if the government seeks to obtain revenue by other 

taxes, e.g., payroll taxes, that unambiguously penalize employment 
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growth. The consequence of this for income distribution and 

employment depends of course on what each government and industry
 

does with recources available to it. The situation doubtless 

varies fro.n country to country, but in many coumtries evidence 

would seem to suggest that government projects could be devised 

which w.ould contribute more to these objectives than is likely 

to be the c.e out of the untaxed profits. In particular, 

governrment expenditures that facilitate the growth of small 

scale industry, and still. more particularly that facilitate new 

activities in non-urban areas, are more likely than private 

expenditures for the same purpose. 

A final general point is this, the investment incentive 

packages alimost always refer (in fact or in law or both) to larger 

scale, modern enterprises, In some countries they are more often 

aimed at foreign rather than at domestic investors, This often 
means that the governnent officials neglect or actually dis

courage sir.aler undertaking and those 3mpl.oying the more tradi

tional methods and the more traditional techniques. This in 

turn has to effects on low end poverty and income distribution 

in general. Indigenous activities that fit the economy are
 

rarely helped and are sometimes destroyed by the (unnecessarily) 

subsidized new firms, and thereby opportunities for income earn

ing activities that can reach a significant segment of the labor
 

force are hurt. :ore generally, however, is the fact that the 

investment' clirate that is created militates against indigenous
 

activities and the evolution of those kinds of activities that 
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boot fit the system. This notion is both vague and important.
 

Discussions with industrial policy officials in many parts of 

the world confirm this attitude. It is an attitude bascd p:.rtly 

on an iLlplicit assuijption that the only hopeful oag-run prospect 

is rapid grow:th of largc-ccale, modern factories. More gencral.y 

it oceusz to b3 basod on the notion that no policics can be 

designed that will holp the truly indigenous entcrprises. This 

latter notion, like export pessimism and variable coefficient
 

possimlom can be eroded away, if at i ll, only by success stories. 

To sun.inarlzu briefly. I.ost dcvoloping count-ios .rtave 

investment incentives that usually involve tax advantages to the 

investor. Although empirical evidence is slim, severa! reports 

of interviews and qucstionnaires indicate these incentives are 

not especially important in generating investment. They do have 

other effects, however, most of which dampen employ-ment growth 

and contribute to incroa.sed inequality of earnings among pro.,

ducers and among recipients of firm income. Guaranteed protection
 

from foreign and domestic competition does appear important, and 

has adverse effects on productivity growith. These incentives 

are gene.-ally relevant, and in some cases only applicable, to 

larger scale, modern sector activities. As 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.
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B. The Profit Rate 

In any discussion of income distribution the rate of 

return on physical capital in manufacturing enters in a variety 

of ways. (Thc return on huu-an capital is discussed in the sec

tion 	on %,,age rates.) On the one hand, of course, is the pre

hirh 0ctunph.yca1 inducesumptn.i .ha s of on capital 

the further ac.'umulL'tion of mtore capital, and the further pro

in profit rates affects the allocationsia-uptio", that 	variation 

of capital anong ranufacturing sectors. On the other hand, as
 

noted above, profits go (or are assumed to go) to the rich at
 

the expsnae of the poor, and thereby to exacerbate the distri

bution problem0 More revealing language is to distinguish 

bet.'een useful profits and useless profits. The former b3ing 

those profits that induce investrment and that measure the social 

contribution of investment, and the latter are those that result 

only in income inequality, The point here is not just that high 

profits u.ay be saved or may be consumed. The point is to under

stand their impact on the rate and allocation of investment. 

Tho models of Part II showed that if a large part of 

productivity growth is of the embodied typo, then it is expected 

that p)rofit's chare and the profit rate will rise over time if 

the rnaximum contribution to relieving low end poverty and to
 

preventing growing intra-labor inequality is to be made. If
 

these high and rising profit rates are legitimate signals and
 

if they induce a high rate of investment, then movement toward
 

the elimination of low end poverty is accelerated. If, however,
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the high profits corle fror excessive protection, from inappro

priate inccntives, from pcnalizing productivity growth, etc., 

the result will be simply inequality of income distribution. 

In this sc.ction tv:o general issues are discussed, How 

in fact have profit rates evolved over the last two decades or 

so, and to .':hat c:.:,tnt have these developm2ents produced satis

factory rates of investment? The exam;ination of the first issue 

includcs an effort to explain the imipact of incentives and tariff 

policy on this evolution. Neither issue can be discussed catis

factorily. Data on theoc natters are the least available of 

less developed country data, and efforts to accumulate enough 

data to Justify speaking of a general picture were, at best, a 

flat failure,
 

1. Profit Ratf-. While data do not permit a very 

inclusive analysis, there are several general pieces of evidence 

and a couple of case studies that are helpful in understanding 

the problem.
 

All available data show that total value added less the
 

wage bill is a much larger share of value added in almost all 

less developed countries than it is in the richer countries.
 

Th.s holds for rzanufacturing as a whole and for almost every 

sector, at least at the two-digit classification. We also know 

that the capital-output rnatio in r.anufacturing in the developing 

countries is much more nearly the same in both the developed and 

less developed countries. Where it is higher, it is not as much 

higher a, is capital's (i.e., non-labo.'s) share. This last 
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statennt holds even if vith suLzantial underutilization of 

physical capital, If non-labor share is m-ad as profit's sh,..re,
 

this circist.Ance produces a higher rate of return in dOvPoing 

countries than in the richer countries. For exanp1c, in the 

United States l.bor share of r;unufacturing value added is about 

50 percent, In less developed countries it ill gererally be 

between 25-35 parcent. A capital output ra tio of three ;ould 

produce a rate of return of 16 percent in the United StaiteG and 

20 to 25 percent in "the less developed countries. For i;nnufac

turing, a capital output ratio of three is often high. Indeed, 

where capacity is fully utilized over the relevant time period, 

the capital output ratio is almost sure to be below three. So 

a rate of return of at least 25 percent would seem indicated by 

this rough and ready calculation 

There are a few studies that have made efforts to estimate 

Three of these may be mentioned.directly the rate of return. 


a. Bent Hansen and Girgis A. 1Earzouk provido some data 

on Egypt relevant to the issue f-28J7 Their LLajor estirate is 

for 1960 and amounts to 17 to 18 percent of replacement costs 

for total industry (of which manufacturing accounts for about 

90 percent of value add'd, employment, and ,.ges). This is a 

before tax figure, and profits are net of dep-:cciation. If book 

used, the rate of return is 21 percent.
value capital figures are 


Hansen and 1,irzouk quote censuses of production data as
 

showing wages and salaries amounting to 32 percent in 1960 com

pared to 40 percent in 1952. For 1960 they suggest a capital
 



-32

output ratio a bit loss than three, and hence a profit rate of 

24 to 25 emerges with this way of calciulation. This is higher, 

but not abauruily hi-her, than the figux'e they arrived at by 

direct estization. Their data also show that (most probably) 

the capit-al fitock grew: less rapidly thrn output over the decade 

of the 1950's. If profit's share rose (from 60 to 68 percent) 

and the capital output ratio fell, then it can confifently be 

concluded that the profit rate rose over this period. The data 

show thrtt %-agerates probably did not grow as rapidly as did 

observed labor productivity, and there was a rise in product 

prico which also added to capital's share. While no specific 

rolationship between the rising profit rate and the rate of 

investment could be shown, there Nas, during those years, a rate 

of growth of physical capital of car seven to eight percent. 

This rate produced a mrked rise in the capital-labor ratio.
 

Thi3 increase in the capital-labor ratio may have been due mainly 

to a composition of investment effect rather than to increasingly
 

capital intensive t, iniques with each sector.
 

The authors do not attach a great role to any government 

policy to account for these favorable profit rates. They do note
 

that protection gave soize 1onopoly power, but do not emphasize 

this as the full panoply of import substitution measures were 

not in effect in these years. 

b. Stephen R. Lewis' story of Pakistan's industrialization 

is more directly applicable to our general frameworx r4470 

Although there were a variety of measures in effect during the 
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1950'0 dcuctigncd to encourzge znufacturin[g investment, the 

policies of tho 19601o w'ore much more potent. In pairticular, 

during the 1950 'is J.lim-itations and tariff po..icics did not 

create diffcrntial rateF. of growth of invce;tzent and profit 

rates. The genoral [scarcity of manufactares :,\-,amped Lny differ

ential effects of tariff structure" .ght h:d, thethe , . have and 

tariff GtructU:r2c was uuch .eus diffor(:ntited in the Tid-1950's 

than in the 19 601s. Profit rates wero high across the board, 

although Lcyis offero no f:ctual estimates on this, but there is 

no doubt his twsertion is correct, Industries responded reimark

ably %:el.lto these profit opportunitiers and investment and output 

grow rap.ldly. Lc\ewis also chow,%s evidence that costs of production 

in most Pakiutani ,,.nufacturing activities declined over the 

1950's, rhe general discquilibrium created by the part-ition and 

by the restrictions on imports were being eliminated in the 

textbook manner. Similarly the miznufactliring sector Tho%',ed 

good capacity to brcak any bottlenecks that appeared. 

The rajor problems appeared when the general scarcity 

was relieved, and the (increased) differential. tariffs and other 

discriAn,.tory instrum-cnts began to bite sharply. The bottle

necks that then appeared v-erc much lczs easily broken, the 

growth rate oloiwed dow,'%n, and a stop-go situation emerged, 

The 1950's in Paki'stan were not characterized by ideal 

economic policies by any veans. The capital-labor ratio probably 

rose significantly, and industries appeared that could hardly 

meet any test of efficiency. The point at the moment, however, 
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irs that profl.t r-t:. woro high in the fiftiose the industr!ia3iot 

rmcponeld, ,nd profit ratcs bog.n to decline. It waa not until 

th., hcavy dintortiono of the 1960's boarn that high profits 

f-iJ3.ed to produco the zodel results, ond the bottleneck domin

atcd ijtop-,go picture app'arcd. 

Siin]. 'r cv-delco ra-ty be cited frob: Latin AJmrica. Carlos 
Dia.-A~lejm..ro h19js pointed out that the industries vhich 

devclopcd in Lrgcntina, Brazi.l, Col)obf. , and ~euico in the 

earlier p-trt of the t,.entieth century did so with very L'odest 

levelIs of tariff protckction, rind did not require the com plicatod 

post.; ar type of import substitution policies. Invest.:eont in 

textiles, shoes, cemznt was substantial behind only very sirziple 

tariff protection. In the .languageused earlier, these indus

tr. .s seeoced to fit ihe econoTieB at that time much better, 

much more satisfactorily, than the more complicated and capital 

intensive activities that the m.ore pow.erful protoctive devices 

of recent years have brought into being. 

c. A detailed study 0c' Arguntinian profit rates over the 

years 1961-67 has been m.-do by AH. Petrel Z-66J. His calcula

t.onti show, rates (before taxes) ranging from a low of ten percent 

in 1962 to a high of 25 perccnt in 1965. The rate for 1963 was 

12 percent, and all other years were in excess of 18 percent. 

No trend appcars over thcse years. Wa,ges and salaries Share of 

value added in 1963 amountcd to 38 percent. With a capital 

output ratio of three, the rate of return would be over 20 

percent, 

http:f-iJ3.ed
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Petrel ali.o calculatos a varlety of rogression. of invest

ment in ra.nufacturing on rates of return and variation over tir.c 

in the raten of return. These regrersions all yield coefficicrts 

with the uxpected sirn and t values that are significant at all 

conventional levels. The regressions show that variation in 

rates of return expla'in over one-thi-,d of the variation in 

investment. 

Very little in the %-,ay of generalizations can be derived 

way, 1 2 in this At the sa.:e time it is difficult to convince 

oneself that profit rates have been significant b:irriers to 

invest,:ment in the modern sector, Indeed the bits and pieces
 

of data available on this key subject w'ould suggest that profit
 

rates ere generally quite attractive, The evidence from capi

tal's share and ICQR's is not inconsistent 'with the assumption 

that profit rates have been rising over time. It is impossible 

to say whether these rates, if they ,ere in fact as high as 

suggestedt arose from the kind of phenomona accounted for by 

the models of Part II. The rising capital labor ratio and rising 

profit rate however can rcflcct a variety of othe. developments 

as well, and full eXplanation is not possible with the data that 

are available.
 

There are even fewer data from, which to estimate profits 

for indigenous manufacturing activities, In such activities 

profits and wages are generally so entwined that a breakdown 

does not miake much sense. Casual empiricism suggests that most 

(in terms of numbrs) of these activities have little capital 
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lower return than do modern sector activities. 
and earn much 

of such activitieslater, the 	contributionAs will 	be argued 

i;:ore jtrategic to the incoic distribution problem than 
is much 

return.is indicated by relative rates of 

2. FTateq of petuvrn -.nd pates of Invesqtmfent. The effect 

and the
8nd ricid 	w profit rzatcs on income distr-Ibution

of high 

of ].o: end poverty depends on the extent to which 
alleviation 

economic environment in which 
they induce capital formation in an 

The models of Part II the disitortions are relatively modest. 

suggest 	that a rJ.sirng profit share and profit rate can often be 

expected if the maximum contribution to 
the relief of low end
 

the rate of capital
But the more rapid is 
poverty is 	to be made. 

the sooner w-ill a situation be reached in which wage
formation, 

begin to rise without penalizing employment growth.
rates can 

Most observers would probably agree that investment'
rates
 

have been reasonably satisfactory over the past
in manufacturing 

15-20 years. The precarious conclusion just reached 
that profit
 

mean that the latter
have been "high" does not necessarilyrates 

At the same time, it seems reasonably safe
 induced 	the former. 


to argue that the attractive profit rates were 
a necessary con-


We have 	 also argued that 
dition for 	the high investrment rates. 

rarely very important
incentive arrangements were
the various tax 


What does seem unambiguously importto the investment decision. 


ant in many instances is protection from imports, and probably
 

(implied or explicit) protection from domestic competition. 
The
 

tax incentive arrangements can be
distortion 	created by the 
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removed therefore without penalizing invcstaent. Lewis's analysis 

relatively undif:>ren
of Pakistan in the 1950's suEgests that a 


tiated import policy and hieh rates of investment can co-exist,
 

and the high rates of profits can be reduced over time by high 

Studies of recent Brazilian c;:pcri
rates of capital formation. 


though much loss complete than Lewis on Pakistan, suggest
ences, 

1 3
conclusion.a similar 

Can then protection schemes be designed that afford the
 

for industrial development,necessary time and encouragement 

distortions that the invest.;,ent generated
without so imposing 

labor? Along with foreign
does little to..ard absorbing unskilled 

extracategories of policy appe ar
trade policy, two other general 


three corapononts
rates and technology, Thesestrategic: wage 

rates, and technological
of policy -- foreign trade, w%:age 


with and contribute to a high
development -- must be consistent 

is to play
rate of capital formation, if the manufacturing sector 

in effecting a more accopta.ble sharing of the 
a very strong role 

rewards of development. In addition, ways must be found to 

generate productive manufacturing activities 
in essentially rural 

and s~iicall towns. The followaing Parts of this paper con
areas 

sider some of the aspects of these several issues. Before that,
 

comment on the rationale and origin of direct
however, a brief 


mrket.
controls and the role of the 
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IV.
 

In the rniodcls of Part 11, a constant wage rate was founa 

neceuo;ary if the maximum contribution to employment growth and 

to the eliinwation of low end poverty were to be achieved from 

a given rate of investment. Richard Webb considers the general 

queation of"wago rates in his paper in this volume, and it is 

possible to limit the discussion here to specific issues connect

ing w:age rates and industrialization policy. Consider first some 

vcry general points. 

It is not surprioing that a government would look upon 

raising wage rates as a likely moans of effecting a change in 

the distribution of inccrn,. Profit in many societies is equated 

to riches and, as no-cd, accrues to a very small proportion of 

the population. Rising wages then seem to imply simply taking 

from the rich ard giving to the poor. For example, the Supreme 

Court in India ruled (in 1958) that "no fixation of wages which 

ignores this essential factor of the capacity to pay could ever
 

be supported, ",l,. The argument gains even more appeal when for

eign firms are involved, and the profits accrue in large part 

to forcigners which are then transferred out of the country,
 

Implicit in such a position is 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 gainers, not the
 

unemployed or those employed in lower productivity jobs.
 



pinally, such a notion, if effected, would result in great 

divorsity of wage rates, as the capacity of firms to pay varies 

widely, In ceeking to pyevcnt severje size inrqua].it3e. ari g 

out of "high" profits, such a practice would add to incq.izalitic 

with in the labor sector, as wll as slow down omploymront growth° 

There arc also many exap.lcs of governmnuts tr*y'ing to 

link \wage rates and Norkersox, needs Thus courts in India have 

ruled that if "the worker does not get einough to enable )him to 

maintain o. suitable standErd. of living --- le carl ask his employcr 

to pay him wages which would enable hiim.i to do seo1 5 Thcre are 

instances in which governments and courts have arguied that if a 

not be allowed to cxist,fim cannot pay such a vage1 it should 

Development planu oftcn announce that'k; wac raters should .se 

with productLvity, but then demur by noting how d-ifficult it is 

to measure productivity grcoith, In a simila.. vein, pol.icics 

seek to rc].atoe \vzage rates to the lovel, of nationa.l iricoie or 

the Tstage of devolopment' of the country, and w\'.-Os that1. yield 

are unacceptable,income-s below the level implied by theno 5ee med 

There are also a grcat, variety of ext-uples of? non..wage costs, 

extending from provision of day nurse ielos to the covering of 

funeral expenses, that add to labor costs, Estimates in Latin 

America and Africa show that thcse non-wage costs often are o\,r 

50 percent of the wage bill. Government eI 1 opiovce are especially 

helped (relative to non-govern]ment workeri.) by these means, 

Larger private companies, however, are frequently required by 

law to certain e medical, inprovide services, 1g, Arguments 



favor of minimun wages usually include statements to the effect 

wage earner receives
that they are necessary to insure that the 

not "'victim of theis not exploited, is a 
a fair vage, that he 

supply and demand for 
labor."16
 

There are many similarly motivated regulations 
applying
 

In many countries there
to employment and dischar e policies. 

of more are legal requirements to the effect that employees 

(e.g.) three month standing cannot be discharged wiithoutthan 

Along with these]engthy proccedings or costly severance pay. 

also finds prohibitions of overtime
types of regulations, one 

'ork, and rules governing vacations and holidays which appear 

rather generous, In Peru one investigator found 103 different 

of work Z-437. Therelegal enact-ments that applied to hours 

are also nu:irous examples of m-easures aimed at preventing undue 

For example, in some Caribbean countries themechanization. 

shipment of sugar in bull was prohibited as was the use of 

automatic sugar cane harvesters. 

There are few solid empirical studies of the impact of 

these policies on wage rates, employment, and labor's share. 

Several qualitative points, ho,ever, appear valid and relevant
 

in the present context.
 

as they are not mere polia. Su.h regulatlions (insofar 

tical ginmicks) imply that governments can by edict enforce a
 

certain behavioral pattern on producers, can, in effect, counter

to be done without dampening or
act mErket forces. This is 


penalizing other activities that would contribute to the same
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end, e.g., investr:ent, productivity gro;,ith, reductions in product
 

prices. It is true that labor regulations often do affect pro

ducer behavior in the (di3rection intended, but it is also true 

the producers circumvent the regulations. Indeed in some in

stlnces the regulations induce actions that have contrary effects 

to those intended, Rulc against dizchargc have surely addcd to 

the reluctance of firms to increase employment, and have in some 

cases resulted in Increased lay-offs to prevent workers from 

gaining job security. Thus the job security that the policies 

sought to accomplish have in fact contributed to z:ore insecurity, 

Such rules have alro added to the inducements to replace non 

with nachines. W1hile these regulations r.ay have had some eff:ct 

in transferring real income from profit receivers to employed 

labor, there seems little doubt that they penalized both the rate 

of growth of modern sectc-r employment and of productivity. In 

this .ay, they have probably contributed to an increase in the 

proportion of the population in low end poverty. 

b. In any developing country vhere a great number of 

labor regulationu are on the books, -they are effective in varying 

degrees among the industrial activities. This fact adds to the 

imperfections of the labor market, as ell as to inequalities 

in wage inceme. The variance of the growth rates of wages amon 

manufacturing categories is varkedly higher in less developed
 

than in the more developed countries. Part of the explanation
 

of this is the great number of labor regulations, their haphazard
 

enforcement, and their unintended side effects. 



that the kind of i-age policy 	and c. 	 To the cxtent 

fact push v:age ratesphilosophy described above does in up, 

The evir.odex-n sector activities is 	 penalized.employment in 

dence on this scems beyond disputc , 1 Whethcr it also dampens 

the rate of inrestrtcnt is a atter on vihich there is little 

evidence. If productivity and product prices are constant, a 

the rate. There is reason to
rise in wage ratcs reducce pr-oflt 

do invest in certainbolieve that many multinational companies 

of the low w.Age rates, and risingcountries to take advantage 

that typle of investi.-ent. 1 8 

be expecte6 to darp;)enwaage rates may 

In such an econo: ic and social context, it is not surpr3.s

ing that vage rates in the modern industrial sector tend to creep 

of a general excess supply of labor. Increasingup inspite 

does help to keep labor
wages, especially by foreiEn firr:,s, 

peace, does usually appease govern-ment regulators, and, where 

not harm profit rates. It thereforeproductivity is grow.ing, does 

to act, and does not cause the leading
is an easy way for f'irms 


That it causes other firms and the societyfirms any difficulty. 


much difficulty has already been emphasized.
 

There is however a second questiont Why does not the 

economy respond in such a way as to demonstrate that rising wage 

rates are heavily peraliz.ng and thereby force modifications? 

ansN-er to this question, and someThere are many sides to any 


sides apply to some countries and others to other countries.
 

One point, however, is general enough for special attention.
 

The system of protection and exchange rate policies generally
 

http:peraliz.ng


penalizes all exports, The traditional sectors, \-here wage 

rates have not risen or have risen only moderately or foroigi 

demand is quie inelastic, can cxport to the extent necessary 

to keep the balance of payments afloat (with protection, 

licenses, etc.). Foreign aid and private capital i,,.flov:s also 

help, The protection of the domestic manufacturing activity 

eliminates foreign co.petitic'n, and traditional exports (w,.:ith 

protection, aid, ccpital inflo',:s) maintain the balance of pay

ments, The new manufacturing sector has then a captive rarket: 

and nothing happens to penalize the existing activities in this 

sector as w;age rates rise. 

To dramatize this argu:cnt consider an example suggested 

by John Po,:er Z-68_7. Suppose that almost all of Philippine 

industry were located in Manila, And then suppose 1.*anila 

seceded from the rest of the Philippines. The rest of the 

Philippines would no longer be forced to buy t.nnila's high cost 

manufactures, but could buy from cheaper sources in other parts
 

of the world. The new ?.anila industry could not continue (in 

the absence of large capital inflows) its practice of paying 

high wage rates ao its balance of payments would collapse. Wage 

rates and prices must fall or there must be a devaluation that 

has the came effect. Evidently then the rising wage rates could 

not take place without the captive market, i.e., without the 

marked inequality in vwage rates (and presumably income) between 

the manu.facturing enclave and the rest of the econony. Evident 

also is the fact that new ranufactures in city states (Hong Kong 
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and Singapore) cannot indulge themselves with high wage rates 

as they have no captive z-arkets and no traditional sector to 

maintain their balance o2 -ay:.2nts. 

In thi- argumnont, cr.mphasis is placed on the protection 

of the L.nufacturin: sector fro, foreign co:petition, Iodern 

sector activ. ?!fl ti2s I th c':pnse of the tr aditicnal activi

ties, as the latter support the balance of payments and are 
forced to buy the high cost domestically produced rnnufactures. 

It may also be noted that income distributicn could shift in 

favor of' th . w',ork:ers and ow'.ners of the nc'wly created rzanufact

uring activities -,ith very strong balance of payments pressure 

and even strongcr u-p-.:ard pressure on nznufacturing ,,age rates. 

In this event, the non-modern sectors are pnalized (as modern 

sector wages rise) because of balance of payments pressures. 

Something like this m-ay happen in most dcve loDcd countries. 1 9 

In this event, wage (and other') inco.se in so.e 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 milieu in %',hich modern sector 

wages rise is less definable, less pin-pointable than strong 

labor union pressures. And the role of protection from foreig 

and domestic competition is crucial. 

The extent of the applicability of the above arguments
 

varies from country to country. In some countries, e.g.,
 

(possibly) the Central Anierican countries, the observed rate
 



of increase in wage rates is probably due to more conventional 

supply ond demand matters. M.gore complete country studies are 

necessary of course, but there scems ample reason to believe that 

the kind of argument sketched here is applicable in a substantial 

number of countries. 

This argument suggests that a significant source of intra

labor inequality arises out of the protection system. This saime 

system also helps prevent any excess supply of labor from imped-

Ing the pushing up of age rates. In this case therefore it is 

not only profits tha.t are protected, it is the workers euiployed 

in the modern industrial sectors as well, The strategic policy 

instruiont in this situation appears to be the exchange rate, 

to be discussed in the next section. 

Consider once again wage rates and productivity, As 

productivity rises the equating of productivity and wage rates
 

should be achieved by increased employi.snt rather than by in

creased N;ages if the maximum effect on employraent and on the 

elimination of low end poverty is to b achieved. The models 

of Part II demonstrated this. There are several complications,
 

however, and tw'Jo deserve attention in the present context: 

increased pr-oductivity due to education and that due to accumu

lated experience.
 

a. In Part I attentionv w.:s called to the fact that the 

very poor are as lacking in human capltal as in physical capital. 

One reason for the existence of 'ow end poverty and for income 

inequality is therefore the inequlity in the distribution of
 



If the educated manpower is technically
education and training. 


necessary for production, and if workors pay for their own edu

cation, then a satisfactory return on this outlay is necessary
 

to produce this educated input. The policy task then would be
 

to try to inoure that everyone has equal access to educational
 

opport;unli:.cnf. This in not casy, practicably it is indeed
 

impossible, but conceptually there is no great difficulty.
 

Rising wagc rates over time and constant educational costs 

would mean that rates of return on educational investment would 

be rising. If this reflected a demand and supply situation then 

we ask the same kind of question that was asked for physical
 

capital, namely does the higher yield elicit the called-for
 

increased supply. Here rising w',age rates become a necessary
 

condition to produce the necessary quantity of a given input.
 

If there exists suitably trained unemployed labor, then the wage
 

is "too" high, ioe., the rate of return on investment in educa

tioln is 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

solves if all education were provided at zero cost to individual
 

recipients. In this case presumably none of the return on the
 

cost of the education is necessary to induce the training, and
 

hence no payment necessary to the worker for the productivity
 

increase due his education.
 

Though there may be instances where rising wage rates
 

are due to the costs of education, it is difficult to be persuaded
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that it is a frequent occurrence. Existence of educated unem,

ployed, widespread programs of free 
(to the individual) education,
 

evidence that formal education is rarely necessary for rost jobs 

in zanufacturing all militate against the empirical importance 

of the 	argu.e nt. 

b. Where the increased productivity is due to accumulated 

experience the problem is, conceptually, more complicated. In 

this event an increase in productivity with constant wage rates 

cannot result in increascd employment, because, by assumption, 

the newly employed are less productive than the veterans. If
 

the experience generates increased productivity only in the job 

in which the experience was gained, there are no alternative 

opportunities to enable the worker to use in bidding up his ,;age. 

In this case what happens to these wage rates is pretty much a 

matter 	of bargaining. Ihere it is possible for the experienced 

worker to take his increased productivity and go elsewhere, then 

presumably he will be more neaily able to got his wage rate up 

as his 	productivity goes up.
 

The general outcome of all this is quite likely to 
be
 

some increase in w:age 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,
 

however, bring out the crucial importance of employment. Tho 

onl: way to accumulate on-the-job experience is to have a job. 



-48-


In a situation in which Jobs which result in the accumulation
 

of such experience are available only to the select few 
the
 

inequality is damaging. It would seem that the best way to 

side, not on the wiageattack this issue is on the employment 

side.
 

In vie, of all this what conclusions about wage policy 

can be reached. It seems clear enough that the same set of 

industrialization policies that have produced distortions and 

"excess" profits have also produced -bottlenecks as well as 


or at least, alloed ---rising w'age rates. A case can be trade 

that, in some instances, such w.:age increases are necessary to 

induce the acquisition of a necessary skill or as the outcomc 

of a bargaining exercise consequent to productivity increasing 

experience. These instances appear relatively rare, and the
 

general presumption prevails that rising wage rate., are unnec

essary and penalize the employment and inrcome distribution
 

objectives. It is a particularly relevant part of the present
 

argument -- and hence worth repeating -- that the industriali

zation policies that have been so frequently condermned for
 

creating unnecessarily high profits have also created high and 

rising wage rates, thereby exacerbating the distribution problem.
 

The firmness and severity of this conclusion depends in part on
 

the extent of substitutability between labor and other inputs 

as modified by capital's share. (See Expression 2 in Part II.)
 

Even so, however, the conclusion appears defensible in light of
 

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

In the models of Part II productivity grow,:th entered in
 

a crucial way in the explanation of both employment growth (Cand 

and the functionalthe consequent reduction of loa end poverty) 

and size distribution of Inco.me. The task of this part is to 

examine the nature and sources of productivity grc'.:th in some 

The first section considers a number of general
further detail. 


points associatcd with this issue and thon develops a rather 

specific model of productivity grow:,th. The second section
 

of policies and ecoo:nic environment faciliconsiders what kind 


tate the appropriate kind of productivity growth.
 

A. The Role of Technology
 

There are assumptions that 'ill result in technology 

If one assumes that the producdomi-.ting the entire process. 


tion coefficients are fixed by engineering considerations, that
 

no
the composition of output is also given, and that there is 


then the grow,;th rate of employment is setproductivity growith, 

deterby the grovth rate of capital formation. The wage rate is 

mined by institutional factors of a social and political nature,
 

effect on the choice of technique used or on the
but has no 


choice of product to be produced. In terns of Equation 2 of
 

Part II all of this adds up to assuming ra = rb - <1- = O.
 

The picture can be further darkened and the role of policy
 

further downgraded by assuming that engineering considerations
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over time an rb in excess of zero while leaving ra about
produce 

zero, This alone would explain the observed excess of output 

and capital grow.%'th over employment growth. ;,:ore discourage::nt 

comcan be generated, however, by assuming that changes in the 


po[sition of demand result in denand for products that "require"
 

intensity in their proincreasing capital (1p hysical and human) 

duction. This ansunription too adds to the probability that
 

employment will lag behind capital formation and output growth,
 

and that a privileged (and small) group of workers and owners
 

are an inevitable part of the development of an industrial complex. 

The income distribution problem is worsened by the fact that the
 

technology used ofton imposes heavy demands not only for physical
 

High skill requirements
capital, but for hum'n capital as well. 


on the part of labor adds to the cost of creating the productive
 

unit and increases intra-labor inequality as the skilled workers
 

must be paid at least enough to induce the acquisition of the
 

Bkill.
 

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
 

unamis low. The policy implication of this way of thinking is 


biguous: do everything possible to achieve a rapid rate of
 

capital formation. "Everything possible" includes heavy sub

sidies to capital formation because such subsidies cannot
 

penalize employment growth or labor's share because both of
 

http:slightly,.if
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these are determined by technological and institutional factors 

that are not affected by the subsidies that favor the use and 

accumulation of capital. 

The preceding summary of an argunent underlies many of 

the appro-ches to dovelopment found around the world, and as 

the rationale justifying thenoted earlier, is a major part of 

It is not a nonsense strategy,development strategy pursued. 


and if popu-lation grow',Ith in developing countries since 1950 had 

three, it might have worked.been one percent rather than about 

in the developingHowever, to achieve a capital labor ratio 

Europe or Japan at the samecountries equal to that in Western 

time that the labor force is growing at three percent imposes 

what is surely an impossible task, 

A more important reason why the above described strategy 

has accentuated the distribution and low end poverty problem is 

simply that its basic assumptions now appear quite inappropriate. 

producing units responded to the incentives and to the invest-As 

labor ratios,ment environment there emerged the rising capital 

a constant only slightly failing proportion of low end poor,or 

and the appearance of bottlenechs that brought the growth process 

that policy measures doto a slowdown or halt. Thus, it seems 

affect what is done and how it is done and that technology need
 

not be, in all instances, so dominant.
 

and rb In Equation
Increased productivity (a positive ra 


2) comes from new knowledge, and new knowledge comes from many
 

New technical knowledge is most frequently associated
sources. 
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with Research and Development prolects. There are in many
 

kind or another
developing'countries research institutes of one 

and research. Also universities support formalthat do training 

The general rationale
research projects in technical fields. 


ju!3tifying those institut!nal arrangements rests on the assump

to creation
tion that creati.ng scientists will in turn lead the 

its turn result in a
of new technical knowaledge that ,,ill in 

suitable to the factor cndowment of the
technology that is more 

society. In several instances the formal articles establishing 

the resEcarch facility includes a statement to the effect 
that
 

to discover suitable new technologies
its ulti--ate purpose is 


or labor intensive technologies.
 

It is difficult to find evidence that such formally
 

arranged research institutions have in fact contributed 
very
 

It is often observed that
much to a resolution of the problem. 

very much after similar western many insttitutions are patterned 


such are concerned mainly with
research organizations, and as 


M.:any of
basic research and very little with applied matters. 


trained in the rich western countries, and
the scientists are 


are ab).e to function as scientists only in the context of these
 

types of organizations and with the "'.estern type" research 

It is then a form of import substitution that apparproblems. 


ently faces the same kind of problems that other import substi
2 0
 

tution activities have faced 
and not rcsolvcd.


These points are important, but there is another issue
 

that is more relevant. A supply of trained engineers is of
 

http:creati.ng
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course essential, and measures that do result in the production
 

of scientists are necessary. It is easy to look around the
 

developing ;:orld and conclude that there are so very few scien

tists that the heart of the problem is unambiguously on the 

supply side. But it is the supply of new appropriate techniques 

and new process'es and products that matter, not just the supply 
21 

of engineors,
 

The problem seems rather to be on the demand side. There 

is some evidence to support the notion that small indigenous 

entrepreneurs do not appreciate the usefulnecs of new technical 

knowledge or are unwilling for reasons of conservatism or risk 

aversion to accept new techniques that are available. More 

recently, however, evidence has been accumulated that suggests 

that entrepreneurs, foreign ad indigenous, do respond when they 

recognize an opportunity. In particular, they accept new ideas 

and new processes if convinced it is in their interest to do E 

This fact (assuming it to be a fact) suggests that part of the 

problem is in those charactoristics of the econory that protect 

the manufacturer from inducements and 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 them. In 

this way contact is made with the policies and practices followed 

in the developing countries to promote investment in their manu

facturing activities. In appraising the effectiveness of a 

given set of investment incentives, therefore, it is necessary 



to investigate the extent to which such policies act on the
 

inducement to innovate and on the aw,.areness of the need to find 

(or the profit from finding) ways to L-cduce 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 working link 
between the research institut3 and the actual ianufacturing 

sectors. This separation in a very real way conforms to many 

growth models in which technical improvements occur independently 

Of the operation of the firm, but then somehow become part of 
the knowledge available to the firm, In such a situal ion, the
 

process by which 
 the firm becomes awaro of the new knowledge 
is of great importance, and the various analyses of the diffusion
 

of knowledge are relevant in this respect. more importantly, of 

course, is the fact that a technical research activity divorced
 

from the manufacturirg activities that it i-s supposed to serve 

can be expected to prod.uce the most appropriate new knowledge
 

only by accident. Edicts from the government to "invent new 
labor using processes" cannot be expected to be effective. In
 

such circumstances most of the research activity is likely to
 

be little more than an expensive form of consumption expenditure.
 

The importance of a close link between research activity
 

and manufacturing activity in the economic and social context
 

in which the latter operates is further enhanced by noting two
 

additional points. 
 Most of the applied industrial research done
 

in the richer countries is carried out in just such a context.
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Thus, the very fact that the technology imported into the develop

ing countries is in:ppropriate is due, in part, to it being cre

ated in close contact vwith the economic environment of the more 

highly developed countries. If the research done in the richer 

countries were as isolated from the needs of the industrial 

concerns as seems to be the case in the developing countries, 

then presun.ably the new technologie, developed ,,uold not be, 

except incidentally, designed to fit the rich country's environ

ment. And this is surely not the case. 

The second point to note has to do with some of the
 

earlier history of th-: emergence of new technologies, In dis

cussing the rapidity with ,hich ncew technology spread over Europe 

in the ninctecnth century, Professor S.B. Saul emphasizes that 

the requisite skills for the new industries of the bulk of the 

workers were easily core by.
22 I.uch more of a supply problem 

were chief technical men who could train other men and adapt, 

and reproduce a technology. ;m.ost engineers on the continent 

and in Britain trained in the works of other engineers, as there 

was no substitute for first-hand knowledge and observation. This 

seems to have been the case whether or not the individual attended 

technical schools. Professor Saul cites nmany examples of the
 

way and the speed that new industrial technology spread. He,
 

along with others, notes that tolerances were greater and pre

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 maintenance personnel, an activity that is 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 development occurs in the context of -- as part of -

the industrializing process. To separate it out as an unrelated
 

and exogenous process meano that the productivity increasing 

effects are either minimal or of the wrong sort, These consid

erations enter directly into the dincussion in the next section 

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 this Section I try to sketch the mechanism by which a 

process of technological chan-ge can emerge that makes increasing 

use of the most abundant resources. Once this process is de

scribed, the next question is how have the more comnion industri

alization strategies affected this process, and then what kind 

of a strategy will facilitate the emergence of such a process. 

Consider first an example. A new plant is built by foreign
 

or domestic entrepreneurs. This plant will incorporate a fairly
 

modern technique. It will probably not be the most modern,
 

especially if it is a foreign owned firm. Foreign owned firms
 

tend tp install a technique for which all bugs have been removed.
 

This is done to reduce the probability of breakdovms, the need
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for an inventory of spare parts, and the necessity to keep or 

bring into the country highly skilled repair people. The choice 

to labo" intensity or capitalof initial technique or process as 

matters to be descrilbdintensity is not as crucial as other 

in this initial versionbelow, Evidently the more labor using 

initial technique from thethe better, but the choice of the 

"shelf' of techniqucs is not the crucial issue. The plant oper

ates and the workers and rnanagers gain expericnce. They learn 

more about w:hat the supply problems and possibilities are, about 

ri-arketing opportunities.alternative source,s of inputs, about 

adjustments are rmade.As a consequence of this learning process 

the economic environmcnt to be
It becomes crucial therefore for 

such as to lead this learning process into channels that exploit 

fully what the economy has to offer. Industrialization strategy 

is that thehas great relevance in making clear what in fact it 

economy has to offer. 

ray help. At the outset of opera-
An illustration or twio 


This it does partly
tions the new plant uses an imported input. 

because a foreign source has supplied this particular input 
to 

and partly because of unfamiliother producers around the world, 

management with possible alternative domestic
arity on the part of 

If the exchange rate undervalues foreign
sources of supply. 


item to be imported
currency and if import policies permit the 


easily, there is little inducement to look toward internal
 

On the ether hand, suppose the undervaluation of
 sources, 


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 o,%n 

people or it may do so by asking specific help from a research
 

organ3zation. The has
latter apparently happened with Korean
 

manufacturers and Korean
the Institute of Scientific Lc->.opment. 

A second exarple is more general. Some recent studies
 

have shown that producers n:.y use a technique that is less
 

appropriate than prevailing
the technology and factor prices
 

would allow., I.e., 
even granted that factor price distortions
 

exist, observed techniques are still less suitable than would 

obtain if these prices %,:eredorzAnant in the choice of technique.
 

Two explanations are suggested to account 
 for this. 23 one is
 

that engineers are more potent 
in deciding %,hatis done than 

economic advisors or the business executives. Engineers, it is
 

assumnd, are more interested in using rmachines than in using
 

labor. The second is that managers and foremen accept at the 

outset the engineers' decisions, but then adapt and adjust as
 

they learn more about the economic 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 income distribution
 

objectives (because either engineers dominate or because an
 

examination of alternative techniques was 
not feasible) to one
 

where the combination used is much more appropriate to 
these
 

ends (as alternative techniques are examined and managers learn
 

how to exploit the advantages the economy offers). 
 The literature
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often distingutihes bet-,;een ex ante and ex poot substitutability 

of factors, and the former is assumed groater than the latter, 

ice., that before construction or purchase options exist, but 

afterward few changes can be r ade in response to changing con

ditions. Such arguments alaays assume that the initial choice 

is the optimum for prevailing factor and product prices, The 

argument hore is that o:x Tovt uubtitutability is greater (or 

that it rises over time) as. managers learn and as new techniques 

are sought out. The coi:mon practice of requiring by edict that 

a firm use an increasing number of domestically produced inputs 

is an attempt to achieve a similar end. Such edicts, however, 

do more to penalize productivity growth than enhance it, and, 

more importantly, tend to reduce search and efforts to create 

more flexibility. 

The argurm.ent may be summarized by use of the familiar 

isoquant diagram. The diagram follows closely that used by 
Pickett, Fors.-Vt, and icBain -66b_. To produce an output of 

100 the origi;al position at d on ray D with a capital labor 

ratio equal to the slope of OD is chosen, for reasons noted
 

above. This technique is either the latest one available from
 

the advanced countries or is a slightly earlier vcrsion of the 

latest one available from the advanced countries or is a slightl.y 

earlier version of the latest. Possibly some used equipment is 

invo].ved, The factor price line rw is the one which obtains, 

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

represents the (distorted) market signals prevailing in the 
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less developed countries, and r"w" the undistorted price ratio
 

line. Evidently technique OA is the socially preferred tech

nique, and OC is preferred to OD. The movement from d to c is,
 

however, a movement through time; it is a consequence of learning 

and a consequence of increased efforts to adapt to the prevailing
 

situation. It is a principal thesis of this paper that this 

move over time can be accomplished, can be induced, by appro

priate policy measures. It is also argued that present strate

gies in many developing countries include policies which dis

courage such movements (as well of course as encourage the use 

of d to begin with). The movement from c to a requires the 

elimination of the distortions, and that too is, of course, a 
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nmttcr of policy. 

Diagram III does not bring out one additional important 

point. In uany, probably most, manufacturing activities there 

exists a hard core of machinery that does not lend itself to a 

great deal of modification. This core is usually in the actual 

processing oporation, and observed differencos in the labor 

employed for similar activities among countries appear small. 

It is in the activities ancilliary to the core operation that 

substitution looms the largest and adjustments become most 

feasible. 24 In seeking out such adjustments, it is often the 

manager or foreman who is the crucial person rather than the 

engineer or scientist.
 

Diagram III also does not show another aspect that is 

equally important, namely that productivity growth is strengthcned 

by these kinds of adjustments. For the same reasons that the 

process can be expected to move from d tow-,ard c, vie al.o expect 

the productivity increases that occur to be those which facili

tate the use 
of the economy's most abundant resources, Howard 

Pack, for example, observed in Kenya instances where a simple 

change in the position of two processes within a plant increased 

output -627. Perhaps the most obvious kind of change that 

facilitates the increased use of labor is that which results in 

physical capital being utilized a larger and larger proportion 

of the time. 2 5 moving to arrangements that are more consistent 

with factor endowiments aids productivity in other ways. Evidence 

on some Latin American countries during World War Ii indicates 
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that, when these countries were forced back on their own re

sources, bacause no imports were possible, they were remar'1:ably 

o',.am resources. In thiseffective in finding .,ays to use their 

process, productivity (ra and rb) grew more rapidly than it did 

toward industrilater when these countries began their big push 

alization throug,,h import substitution §-La2. 

This w.ay of thinking about both the substitutability 

between factors and the sources of productivity does not mean
 

thatoformal research and development projects have no role to
 

It is evident that scientific investigations are at the
play. 

source of most modern major technical dcvclopments. It does 

seem clear enough (from casual observation) that too much is 

spent on R and D in many developing countries, but that is not 

the point of this discussion. 

Emphasis is placed in this argument on the role of 

managers and foremen, and on the existence of inducements and
 

tosignals and information that push the mianagers and foremen 

adjust in the "right" direction. As noted above, most evidence 

sois consistent with the assumption that workers' skills are 


rarely a bottleneck that, except in speci'ic instances, they can
 

be ignored. The '1sup:,ply" problem then is managers and foremen,
 

and one important reason why the evidence often indicates that
 

foreign owned and run firms use more labor intensive techniques
 

ones is that the former have better managers
than locally owned 


than the latter.
 

The question that emerges that is of direct relevance to
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this paper, ho.ever, is the inpact on this miechanism of indus

trialization strategies. A general statement is virtually self

evident. .Any policy that protects or results in the creation of 

mis-inforaation impedes this substituting, productivity increas

ing process. In a like m3nner any policy that creates advantages 

and pressures and inforntion on how to move from d to c and on 

to a facilitatcs the process. In the exaijplo above, the cor

rection of the undervaluation of foreign currency set in motion 

a search process to find dor;,estic sources of supply of certain
 

inputs. Investment incentives that r-vward on the basis of 

employment per dollar of investment could have a similar effect. 

There are fewi examples of investment incentives built around 
employment, and even fciirer that are based on investment employment 

ratios. Policies that point up, that bring into unmistakeable 

relief, the direction that the technology (and other) search 

efforts should move, (in the language of Diagram III the direc

tion of d to c to a) appear necessary in most develcping coun

tries. This would seem to indicate that the principal policy
 

approach is that of creating a set of inducements to search 

and incentives to reward finding. 

There is one important additional consideration that 

has to do vith sm.all, indigenous industries. These industries, 

almost by definition, fit the economy .much better than do most 

modern sector nanufactures. Thcse smal1.-scale industries are 
in many ways analogous to agriculture f/-51. There are many 

units, geographically dispersed, oporating in a variety of types
 



of markets. Also, as is the case in agriculture, they are 

generally unable to provide their o-m technical needs. A case 

can be made theretoro for more centralized research effort3 and 

extenoion oervices along the linc of agriculture research and 

diffu Jion. Agriculture research has had of course it; problem, 

but al.o com,+ considerable suceecses. Iuch work has bon done 

on helping mal indutrios, but it is not easy to find specific 

formvulasf that have helped much. I return to this subject in 

Part VII. 

To summarizet Technical choices enter directly and
 

significantly into the determination of the rate of roduction 

in low end poverty and in the reduction of inequality in the
 

size distribution of income. The near oclusive reliance on
 

imported technology (in collaboration with the investment incen

tives described earlier) has tended to defeat the contributions 

to these objectives that appropriate technology could make. In 

terms of the models of Part II such reliance has produced low 

elasticities of substitution, high rates of growth of rb (labor 

augmenting) relative to ra (capital augmenting), some relative 

increase in high skill requirements, and upward pressure on wage 

rates. All of these effects, as shom.n in Part II, handicap 

effort3 to i.ncrease ermploymont growith Pnd develop an industrial 

sector nuitable -- that fits -- the resources of the community. 

Efforts to meet this problem by establishing formal 

resoarch institutes of a variety of kinds have not bon very 

effective. Arguments have been suggested to the effect that an 
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approach that rol.os more heavily on individual firm search 

activity, search for new processes, now tochniques and new 

products. This approach puto more of the burden on r.anagers 

and foremeon than on engineers and scicntists, and the former 

have a much closer working kno\ledge of the firm's noeds than 

do the latter It also puts a burden on the policy rakcr to 

seo that incentivcu and other rewards are such as to force this 

search into directions consistc:nt with the achicvemrent of the 

objectives. This capproach rmy be lcss effective for the sir;all, 

indigenous ranufacturcrs who also play a strategic role in the 

argument. This question is considered in Part VII.
 

VI.
 

Foreign trade is perhaps the most fertile area of policy 

for affecting industrialization. Almost all countries have in 

one way or another used trade policy to try to stop up their 

industrialization efforts. Such policies have had affects on 

wage rates and technology, which as we have seen, act directly 

on the incorzo distribution and employnont objectives. Trade 

policy also affects the quantity supplied and the price of 

consuiption coz-oditics, and in that way too affects income 

distribution. This Part begins with a brief discussion of the
 

genoral question of outward and in,!ard looking strategies, and
 

then proceeds to examine a range of more specific issues of
 

trade policy.
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Althotigh much attention has beon. given to the role of 

that trade po.icicstrade polic'Lea, it chould bo noted at once 


than the initimay be a con:cqucnca of other Cccisions, rather 

ating force. Thus a devclop:-.'.ent corporation or Ministry of 

Industry may decido to build a particular kind of factory. Then 

tradc pol.icy will be arranged to accommodato that decision. 

This fact is one reasion t-hy changing and dcoigning trade policy 

is so diff'icult, it ray also rean that in mrany instances efforts 

to change trade policy mnust include references to Invcstnent 

deeisiono by th governmront and the private sector. 

A. Inward and Out\.ard Looking Policies 

The many critical examirnations of the import substitution 

strategy of develop.-.nt in tha 1960's produced the widespread 

opinion that the opening up of the economics w.ras essential if 

the employnent and income diotribution problems were not to 

worsen, and if distortions viere not to beco:4a so covoro that 

sustainod gro\w4th \-.as impossible. The general policy objective 

advocated w;as that of trade liberalization, acre or less equali

zation of tariff rates, elimination of discrizinatory e:chango 

rates a3 w'eil as the employmnt of moro r.aiintic exchange rates, 

and possibly the introduction of spocifl.c export and employment 

incentives. The ompiricalI estirmtos of effective protection 

along with studies that sho,; that such protection often results 

in the lowest income groups (peasant farzuers) paying more for 

many of their consumption items and receiving less for their 

http:develop.-.nt
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output added to the urgency of cihano that rany expresod. At 

best, it v-as -rgued by a fco:, ir"port oubstitutien wa3 a phase 

through which it v::s noce:sary for a count-y to p.azs before it 

made economic sense to move tov,.ard a more out:ard looking 

8trate'gy. Even this final defense did not last long, t..nd has 

been pretty thoro24hly d&..oli.hcd. 

Recently, however, a backlash has set in, not so much to 

support the import sub3titution rtrate
of encouraging trade among developing 

gy itself, 
countries, 

but 
and 

in support 
strongly 

discouraging it bvtwecn developed and loco doveloped countries. 

The central. thcr...nof the argu.;ent is that opcnness and outward 

looking reduces the incentives and capacity to develop indigenous 

procecse and products suitable for tho low incone, labor plen

tiful economay. Thus, econo:ic contact with the rich countries 

is self-defeating. It noccssarily results in the reproduction 

of rich country techniques of production and in the production
 

of rich country products in an economic environment in .hich 

they are possiblc, if at all, only in a siLall enclave. By 

isolating an economy, or at least minimizing the contact it has 

with rich countries, techniques, proccr.sos3, and products that 

are cor.isitnt with that environment are much ;.oro likely to 

emerge. The idea is not protection of infant industry or to 

provide learning tie or to create investment incentives. 

Rather the idea is to protect the society itself from a contact 

that necessarily leads to w.ants, to practices, and to products 

that are not appropriate. By virtue then of this development 
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in (almost) isolation, employr.ent and income distribution
 

problcms would be solved, because of the fact that the develop

mant fits the economy so well. China is frequently cited as an 

exaimaple of success with this kind of an approach, just as Taiwan 

is ustully cited as an example of a successful outward looking 
26 

strategy. 

This attack on openness and libsralization seeks the 

same objective as that of those whose position is being attacked. 

The lattcr have emphasized the role of price distortions, mis

loading signals, indic'crimnato adopting of rich country tech

nologies in the emergence of an industrial structure that 

exacerbates, rather than resolves, the dlistribution problem. 

To correct this, open the system to competitive pressure, romove 

sources of distortions, provido accw'ate price signals, and 

bring the entrepreneurs into contact with new ideas. The alter

natc strategy says that the same result will b3 reached only by 

an internalizing of effort. The advocates of the in'ard looking 

approach have not spelled out a mechanism, a process by which 

their result is achieved, Until this is done appraisal is diffi

cult. Study of China's recent developnents may bring out what 

this process is.27 Clearly merely icolation is not enough.
 

There must be something raore, and what this something more is, 

is cr.-;.Lal. It also seems probable that a large country is 

better able to proceed in this way than is a sniall country.
 

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

new mechanisms or processes of developm~ent, nor because it
 



suggesto a new idea, as autarchy in as old as economics. Rather
 

it i interesting because it reveal) another way of saying what 

is surely valid and important and has been e:;iphasized bforet 

namely, that a pattern of economic development that fits the 

society is more likely to succeed than one which does not. 

B. Protection
 

There is much reason to believe that the major source 

of the distortion that produces low, employment grow:'th and con

tinuing inequality in income diutribution is the very high and 

uneven level of protection that characterizos so Liny countrics. 

The zrajor problems are not w'ith protection as such, but rather 

with ito height and poril:nence and its unevenness. The charac

terilstic of protection that has been emphasized most froquently 

has been the low duties on capital goods (plus the usual case 

of getting an import license on capitzil goods). This isans not 

only that capital intensity is encouraged, but that domestic 

production of capital goods is discouraged and that of previously 

imported consumer goods encouraged. 

This kind of protection dampens employmient growth in a
 

rather obvious way. I:]ore importantly che consumer goods that 

were imported were generally products consumed only by the rich. 

Thus a productive capacity is encouraged whose use requires -

as noted above -- inequality of income. This process has created 

a small group of industrialists and workers in many countries 

whose private productivity is very much higher than the average 



of the society, In this way then, the proection of the consumer
 

goods ,,nnufacturing activity aggra'atos and then requires for 

its use inoqculity. It is also evident that this chain would, 

or at least could, be broken if the goods produced could be 

exported. But the ve, nature of protection makes exporting 

very difficult, 

Protection affccts distribution in another, sharper way. 

In most developing coutntries manufactures w;ere imported and 

agriculti;ure products exported. Keeping out low cost foreign 

manufactures mearrs that fari:.rs must then buy from the high 

cost domestic produc rs, The penalty can be severe. S.R. Lewis' 

data shoa that for Pakistan over most of the 1950's farmers 

received less than one-half the value that their produce would 

have brought at world prices, and in som years it was loss than 

one-third Z-4 7 Pakistan's tariff has been studied most com

pletely, but a similar result applics to nmy other countries. 2 8 

The basic rationale of ouch a policy is, of course, an infant 

industry arguir-.nt. If productivity in the new industries rises 

rapidly enough and if prices follo-a productivity, then the 

origin,.l shift in inceol'e dI.tribution can b., roversed. The 

costs of a n=uibzr of ne,, manufactured goods in Pakistan did fall 

sign11icantly during the 1.950ts f-44_7. The grea.t questions 

then are the productivity growth question, already considered, 

and the pricing question. If prcductivity rises and prices do
 

not fall, then the income distribution effect is more severe
 

and continues longer. A protectivo policy that continues, more
 

http:arguir-.nt


or less indcfinitoly, therefore crcntes a:n indefinitely long 

change in the dor.3stic tcrm3 of trade. Protection from focign 

and dones3tic co:-petitors tends, almost inevitably, to have this 

effect. 

In nrany countries studies show that do-:cstic pricos often 

excced the izportod ci.f. price plus the tariff, This kind of 

evidonco is pretty convincing of the existence of r-onopoly pro

fits, And again the conclusion that the protection systom is 

not just providing a tire for Jcarning, but really a tirc to 

reap unnecessary profits at the c;:pv nse of the agricultural 

consumer. Agriculture products-' are the principa. wage good of 

the manufacturing worker, anC tr- earlier labor surplus r.models 

emphasized the ir.porta:nce of keoping food prices low in order 

that urban wage rates :ould not bc pushed up. This, however, 

is a different argument frcm that which leads to a cituation in 

whicl. the agriculturo sector pays not only the necessary cost 

of th6 beginnings of the industrialization e2fort, but also is 

forced to continue to pay monopoly (i.e., unnecessary) profits 

to the industrialists and their workers. 

Efforts to define and measure effective protection showed
 

that relevant tariffs w'ere in fact usually much higher than 

nominal tariff-., generally indicated. rlnis means that domestic 

prices of the product of a given activity can be higher than 

world prices by a larger margin than nominal tariffs would indi

cate. The penalty on those who must buy domestically produced
 

items rather than imported ones vv-y be very great. While in
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only a few countries have reliable estirates been made, the 

preou.mption is strong that the penalties have been great. *,'ore 

important is the fact that the penalty once created, seems to 

declino only in ioolated instances. 

The failure of the deoncstic price to fall. is, as just 

noted, partly a .attcr of tchnology and partly a matter of 

price. The failure of prices to fall with productivity can be
 

due to a nu;-bor of things of course, but the two most irportv.nt 

are the behavior of wage rates and quasi-rents, discussed in 

Parts II and IV above, 

The problem is further complicated because tariffs (with 

the exchange rate) rarely l.mit imports onough to protect the 

balanco of payinents.* There must then be other controls to hurdle 

before importing is possible. In a number of instances the 

tariff may in fact be relatively unrimportant in determining
 

what is imported and who inports it. Where the actual imports 

depend heavily on specific decisions of a government official, 

the effects of the tariff level and structure are difficult to 

pin down. As already noted, however, there is little evidence 

that licenses and other specific import controls do much to 

counte,.act the di..ection the tariffs work. In those casea where 

imports of inputs are essential if existinf capacity is to be 

utilized, the non-tariff systcm of ratini.,,. Imports can be an 

important element in the preventing of monopoly rents from being 

competed away. This has surely happened in rmny developing
 

countrics over the 1960tse Also there appears considerable
 

http:irportv.nt
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evidenco that direct control systerr.s almost invariably favor 

the largc, established firm. This favoring is duo in part to 

the ncessity for prcraration of documentation and for negotia

tion vith governr.!nt officials, Suall firms (and especially 

new, small firT.s) find this difficult to do. Government 

officials sccm to find it easier and safer to deal with the 

established producer. This effect is strengthened if, as is 

often the case, retail importers of capital goods are less 

favored than direct users. Small manufacturers who use the 

retail importer are, therefore, further handicapped. These two 

consequences -- (1) the alloywang of monopoly rents and monopoly 

wage rates to come into existence and to continue indefinitcJ.y 

and (2) the relative penalizing of small and new firms -- are 

perhaps the major vays in which non-tariff trade controls affect 

manufacturing employment and income distribution in developing 

countries.
 

There is one important qualification to all this insofar 

as it bears on the income distribution issue. Consider an extreme 

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 cones into being, 

and the rich continue to buy. If the poor i-ere not prcviously
 

buying the cheap imports, then they are not penalized by the
 

protection. Suppose again that as a consequence of the protec

tion, domestic entrepreneurs are induced into action and learn 

by expeiience. In this case, it is the rich who are paying for 
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the entr,'nrencurial learning. If this l.earning then results 

in increased productivity, falling relative prices, and more
 

effective ur;e of do:;cutic resources, then the distribution
 

effect can be toward greater equality, and the rich paid for
 

it. This pure case is hardly realistic, but it is not corple*ely
 

unrealistic In ma.ny instances. The fact that manufacturing 

prices riise relative to agricultural prices is not sufficient 

evidence that the poor peasants are paying for the industriali

zation, though, of course, it is a necessary condition for that 

re s ult. Thi exarple brings out once again the crucial role of 

learning, preductivitN growth, and the elimtnation of monopoly 

ronto. That these should all be accomplished is, in fact, more 

imtportant than the initial situation created by the protection 

sysCem. The extent to wrhich responses to inequalitics occur is 

rOntral as woll as the question of who pays the coat of lcarning, 

This arcx is one in which little research has been done. 

C. Exkchange Rates 

Part of the industrialization pac':ag usually includes 

an exchange rate that undervalues foreign exchange, There are 

two aspects of this question that bear on the income distribution 

question; one has to do with the question 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 variety of the variables that act on
 

income distribution.
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What is the appropriate exchange rate? When we say that 

an exchange rate undenrvalues foreign exchange we usually mean 

that, .dth existing tariff rates and other iL:pedi,.cnts to trade, 

the prevailing exchange rate does not protect the balance oA
 

payments. Consequently, as just discussed, 
 some kind of licens

ing or other rationing device is often necessary. Suppose, 

however, that the exchange rate did in fact mraintain an accept

able balance of payments position, w4ould this then be the "right" 

rate from the standpoint of an industrialization strategy that 

seeks to rTake the greatest contribution to crploy-mcnt grow,.:th and 

reduced inequ:Jity. 

We 1MoVI of course that with tariffs or other impediments
 

to imports, the exchange 
 rate that m.aintains the balance of
 

payments valuos foreign currency 
 below that value that would
 

prevail w6ith free trade, It is 
 in this sense that any form of 

protection necessarily penalizes exports, But most dcvoloping 

countries have siguificant inflo'as of foreign capital and aid 

that further bolsters the balance of pay:r.entos Also many coun

tries have a small number of raw material or mineral export 

items that have few linkages ith the rest of the economy, but 

that do produce foreign exchange. All of these factors streng

then the balance of payTMents, and hence permit a still lower 

valuation of foreign exchange. This nmeans that exchange rate 

policy in the context of development -- with tariff protection, 

aid and nther capital inflows, and export enclaves -- that seeks
 

simply to maintain a stable balance of payments will also be
 



-76

one that rAakes it very difficult for no',W ranufactures to enter 

export markots. (Thi- typo of situation wiay bo beconing more 

co:nmon and note sevore no,, as prices of rany traditional e:-pcrts 

from lces developed countries continue to rise turkedly.) 

Devaluation, hoviever, in this context could well reduce 

forcign ::chan, o earnings, cven if iranufactu"rcd exports shoot 

up, if foreign doand for the mrajor foreign exchange earners is 

quite inelastic. A subsidy to manufactured exports urith no 

major traditionaldevaluation or a devaluation and a tax: on thc 

exports would overcome the inpedir.:ent to the new manufactures 

becoming cxportable without reducing foreign exchange earnings. 

Subsdics are difficult to admiW.Gstor, and the devaluation .akcs 

more profitable the use of domesti.cally produced raw Llater3.als 

and other inputs, i.e., provides further inducement to replace 

other thn consum;er good imports. In either case foreign 

exchangc earnings should tend to rise, and this in turn should 

permit a st3pped up rate of investment, in this case the higher 

value of foreign exchange roprosents a more accurate picture of
 

the resource andovrent of the economy, and leads to more catis

factory allocltion of rcsources In mo-:c oxtror.e language, one 

might say that the source of the increaSed gro'.!th and employment 

follo,';ing devsluation is not more forl.ign exchange as such, but 

rather an allocation of resources that makes morie effoctive use 

of domestically available resources.
 

To illustrate this last point, consider the following
 

argument. After a new manufacturing activity is created, we
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expect, and indcd seek, rapid increase in productivity (both 

ra 3nd rb of' Equation 2, Part II). Thi3 increased productivity 

occuri as the activity expands its output rapidly to supply the 
domestic market. '\;hen it has more or less usurped all of the 
domestic market, its growth rate must fall as ful.t*her increases 

in demand no',: depend pri:.rily on the grow-'th rate of total.
 
inco.e, This slow.'dow,..n in the grow'th of dc:and at the same 
 time 
that productivity rises (at given capital labor ratios) iwill
 

mean that employ-Y.;rnt growath must fall or 
even that the absoluto 
level of employrient must decline. On the other hand, if the 

activity can bogin to export, its -ate of growth is not so
 
limited, and the advantageous effect of productivity groith 
on
 
employment, prcviously ou'Uined can obtain. Furthermore, the
 

capacity to export avoids 
 the kind of pre.ature widening of the 
industrial sector that has characterized so many countries and
 

that represents the use of resources in increasingly less 

suitable activities, 

This discussion ot exchange rate policy is built around 
the assumption that to export n.nufactured goods of great import
ance, and that the exchango rate policy is an essential part of 
any export strategy. The principal reanon for exporting is that 
described in the previous parar raph. There are others. Exports 
must in general n'eet the world comptition and in that respect 
producers are pushed tof;ard the search and adaptation process
 
described above. Exports, of course, 
can be pushed by policies
 

that in effect protect them from w;;orld com:petition, but this
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2 9
 is much less common In the world.


An exchange rate favorable to exporting manufactured
 
goods Is alo helpful in inducing producers to think in terms
 
of exporting inand searching for export markets. In many ways 
an extra favorable exchange rate is necessary in the same way 
that an incentive system that rewards rapid rates of growith of 
employrment is necessary. It tends to emphasize, to call atten
tion to the advantages of exporting. 
The impossibility of
 
exporting is referred to 
frequently (just as is the necessity
 
of groaing capital intensity), and a favorable exchange 
 rate is 
often necesnary to overcome this attitude. This argument is an 
argument for exporting, not for the dismantling of direct con
tro~s. Evidence from 
 the Republic of Korea, Brazil, Colombia,
 
and Taiwan suggest that exchange rate manipulation can be instru
mental in inducing exports, 
Carlos Diaz-Alojandro suggests that
 
a least risk approach is to get exports growiing rapidly, then 
initiate the liberalization efforts Z-20_7. 
The exact implica
tion of this point is not clear, but it does suggest that an
 
export oriented policy breaks -- or prevents from appearing -
bott1.eno cks 
 that so pnalize r=ny irport substituting economics. 
It is doubtful that the export orientation does this merely by 
making more forei-i exchango available than other;ise would be 
the case. If this ere the case, then one vwould expect that 
foreign aid, private capital inflo s, large autonomous exports 
of minerals or raw9 materials would hcrve an irapact similar to 
that of increased exports. This is decidedly not the case. 
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The mechanism then appears to be that export inducement policies 
(just as labor inducement measurements) result in a structure of
 

industrial activity that "fits" the economy better, and it is 

this better fit that prevents the bottlenecks and allow..Is a more 
sustained growth. The very fact that bottlenecks stop the
 

economy less frequently implies that the grow,%th proccs is one 

that takes more effective advantage of the country's endowment. 

This discussion of exchange rates puts into clearer relief
 
a central point of the uderlying theme of this paper and (what
 

I believe to be) a significant difference between current and
 
earlier thinking about development policy. The argument here
 

gives prinmo place to the creation of an environment in which
 

inducelients and incentives 
 exist to miake maximum use of available 

resources, to solve all micro policies. 
Were this done then the
 

aggregate problems would be solved more simply and casily. 
The
 

alternative arguments seem to be that if it is possible to
 

achieve high rates of growth of key aggregates (especially
 

capital formation) then the micro problems would be sw;ampcd. 

Experience has surely sho%-m this to be false. 
 Joan Robinson
 

is reported to have said that groith is the result of rational 

policy, not the objective. 30 When it is said that it is not
 

that "more foreign exchange is earned" as a consequence of
 

devaluation that is most relevant, but rather the establishment
 

of a better fitting manufacturing sector, a similar (to that
 

of Mrs. Robinson's) notion is implied.
 

An extra favorable exchange rate may also mean an extra
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h.gh price for consumer goods imports, some of which may be 

concumed by the very poor, e.g., certain basic food stuffs,
 

such as rice and w:heat. In this event a devaluation to encour

age manufactured exports will penalize the poor and help the
 

rich. Where those consu:nor goods are few in number, subsidies 

are a reasonable :Eans to meet this problem. The more important 

point, ho:ever, is that if a devaluation induces the kind of 

adjustm.ent described above, the cost may be rapidly reduced by 

increascd employAcnt. This is not to say, of course, that the 

poor phould bar the burden. It is to argue, as before, that a 

measure that rationalizes the industrial growth can contribute,
 

in the manner descr-oed above, to an effective reduction in low 

end poverty. To put the point a bit differently, if devaluation
 

is necessary in order to produce a good "fit," then not to devalue
 

in order to Reep certain consumier good prices low is to choose
 

to live with the source of the problem rather than to attack 

that source. It may also be noted that just as a tariff policy 

can be thwarted by licenses or other direct controls, so too can 

the effect of devaluation. This fact qualifies Diaz-Alejandro's 

point, noted above, that libaralization may (and possibly should) 

come after devaluation and stepped up export growth. This argu

ment pre'umes that the effects of devaluation not be countered
 

by other measures. Indeed one of the more important aspects of
 

liberalization as such is that it does clear the deck for the
 

indirect mcaqurcs, ouch as exchange rate adjustment, to work
 

themselves out.
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To BuDm..,ar.ze, industrial activity needs protection, 

needs learning tiy,,. It is industrial activity that needs 

learning tirre, not sii..ply do.,estic activity. But it is not 

protection from incentives and inducements to search for in

creased p.roductivity and increased uSe of dor.e-stic re.ourcec 

that is required. Indced the cent,-al problem of protection is 

how to protect frum that foreign (and dorestic) competition 

that destroys local industry, without protecting from the pres

sures that induce entrepreneurs to seek increasingly effective 

utilization of domestic resources. It has been argued above 

that tariff policy as such, plus the direct controls that further 

limit imports, plus the exchange rate policy that often under

values foreign cx,,.-change create an economic environment in w,:hich 

there is protection from destruction, but also protection from 

the pressures to reduce costs, to seek out export marketq, and
 

to learn. There are several implications of this for the employ

inent and income distribution issue. It has helped produce per

manent monopoly rents, to dampen productivity growth, to die

courage the use of domestic resources, to encourage over (and 

under) invoicing, to produce bottienecks that stop or slo./ down 

the system, and to produce an enclave of alien cconomic activity. 

We do not know how important quantitatively these matters are, 

and it is always possible to cite counter argumnents. At the
 

same time, it is difficult not to be convinced that :-ore suitable 

foreign trade policies are possible, and their use would make 

a significant differenhe. The recent experience of Brazil is 
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perhaps the strongest bit of evidence, although this period is 

not yet very well docuwented. Studies of the Republic of Korea, 

Taiwan, Miexico and Colombia relative to Argentina, India, a 

brief period for Pakistan, all are consistent with the view 

that the argurients surm.arized in this section do matter 

s igni ficantly. -1 

VII.
 

It was argued in Part I that an essential ingredient of 

an industrial policy packcage was the encouragement of small 

scale, non-urban, non-agricultural activities. In this Part,
 

I want to outline a fey: arguments on this issue. It should be 

noted that small-scale, informal operations in the urban areas 

are also important. In previous pages it has been argued in 

several places that many industrialization measures that govern

mento adopt have helped only large-scale projects, and o-ten 

even penplized smail, indigenous efforts. This is especially 

the case in urban areas. The withering of such activities adds 

to the cmployment problem of course, and to the low,. end poverty 

group. The more general problem, however, is the distinctly 

lower incomes in rural areas than in urban areas. 3 2  If it is 

completely unrealistic to assume that modern, urban industry
 

can grow at a rate and in a n'anner sufficient to eliminate low 

end poverty and rich enclaves, then evidently %,aysmust be found 

to provide more productive elnployment opportunities in non-urban 
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areas. The rain site of the task is in agriculture, but industry 

has a role as well. 

The mosc interesting success storics in this regard are 

China and Taiwan. Keith Griffin notes that in Taiwan the cate

gorico rural and urban do not correspond very closely to agri

culture and industry. 3 3 The policy to disperse industrial 

activity over' the land has been exceptionally successful in 

the northern and central areas, Textiles, food processing, and 

construction r;atcrials appear in all parts of the island. These 

rural industries have, in p:i'rticW.ar, provided seasonal employ

mnert opportunities for agricultural iw.orker's, In the no.:-h and 

central areas over 60 percent of income in rural areas was earned 

from non-farm sources, and in the South over 40 p.rccnt. Income 

in the rural areas of Tai,:an are therefore much nearer the 

income of urban industrial workers than is the case in almost 

any other less developed country. Of more importance in the 

long run is the emergence of close links between rural industry 

and agriculture. Somo peasants have become and othcrs are
 

becoming small bu.inessmen and entrep.'oneurs and others are 

becoming more depr:ndcnt on cmiploynent as industrial iage earners. 

Along -ith fuller enploy.cnt and rising income (abzolutel.y and 

relative to urban workers) has come to a greater heterogeneity 

and social differentiation that is conducive to further chango 

and growth, and further use of domrestic resources. 

The evidence on Chira is less complete, but several 

observers have eMphsied that rural industries p-lay an impor"0ant 

http:p:i'rticW.ar


role in providing employment at levels of productivity not 

nearly so dissimilar to those in urban centers as in most cou=

tries. Production in these rural areas involves the use of a
 

more primitive, more indigenous technology than in the big cities 

f-72a, 31a7. Most of the output of these industries is used 

in agriculture, directly or indirectly, and is aimed at increas

ing agr5.cul.tural output. This increased output in turn provides 

raw materials and markets for the local industries. There ia 

some handing down of machinery from modern, urban sector to
 

rural activities. In some instances there are regulations
 

which restrict production of certain commodities to the smaller
 

units of individual counties, This is to prevent the larger
 

(more socially efficient?) units from gobbling up these enter

prises, There is little evidence, however, to suggest whether 

or not these small, indigenous units Pre in fact more suitable
 

than the larger, modern plant. This "walking on two feet" 

notion does, of course, require firmly enforced controls, and
 

implies something of a holding action in the rural areas. Com

parisons with most other countries is useful. I-lost other coun

tries have used agriculture as a reservoir to hold workers 

(in povcrty) until (hopofully) modern sector activities could 

absorb them. China on the other hand seems to be earmai.king 

certain industries for the rural areas to help raise incomes
 

and provide employment until the modern sector manufacturing 

rind agriculture can absorb enough people to solve the problem. 

Wage income is lower in the rural activities than it is in the 



-85

modern sector. Almost all observers comment on the complete 

absence of the more unrelenting, danaging forms of poverty. 

The exact policy mechanism by which the Taiwan dicpersing 

occurs is not completely clear. It is not due to offering one 

more year tax exemption for investors choosing rural sites. 

111ore generally it would appear that the absence of the kind of
 

tariff and exchange rate and control policies discussed above 

that provide so misleading signals vis--a-vis the use of domestic 

resources is important. Perhaps the key piece of evidence on 

this point is the share of wages !n value added. This share 

ranges from 80 to 40 percent -- in the various manufacturing 

activities Z-54j. As noted above al,-ost all developing coun

tries show a very loa', labor r.hare (20 to 35 porcont). As was 

shown in Table 2 the wago share in Taiwan declined over the 

1953-69 period, but since then has been riiAng due mainly to 

high rates of employment growth. Also the Taiwan government 

has long been aware of the advantages of dispersing, and was 

successful in providing the kind of infrastructure and lending 

facilities that lead entreprencurs to invest outside Taipei
 

Z-27-7. 

So far as i can vscertaln the Chinese policy is hArgcly 

a matter of directives, but the fact that (apparently) successful 

efforts are being made to provide the kind of opportunitics that 

would help induce similar action voluntarily facilitates the 

implementation of the directives. Controls on labor moving from 

rural to.urban areas appear especially important. 
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In both these ccuntries attention is focussed on the
 

local level, and there is little in the way of big aggregative 

plans. Local initiative and local problem solving are heavily 

relied upon. In doing this it can be expected that the use of 

local resources and local expertise will be much more extensive 

than where centr.l planning (or at least the writing of a central 

plan) occupic a prr.D.-y place in economic policy making. It 

is also to bo expected that out of this kind of approach a more 

indigenous oriented industrialization process will emerge. 

Finally, it may be worth rciterating that Taiwan has achieved 

their development by heavy use of price signals, while China 

has apparently not relied on such signals, In both countries 

there is a close link betw-een the rural industries and agricul

ture. This adds to the extent to which such industrial activi

ties servo the community, and brings out the importance of rural 

development in contrast s3.mp)y to increased agricultural output 

as such as part of the means of meeting the distribution 

objective.
 

A number of economists have pointed to the importance of
 

the link between industrial development and the use of the new 

hiCh yielding seods. The use of these seeds requires more care 

and work on the part of the cultivator than do the older vari

eties, They, therefore, have the potential of creating more 

jobs and more productive jobs in agriculture. Whether or not 

th3s happens depends largely on what kind of technology is avail

able, and that in turn depends in part on what is happening in 
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industry in general. and to rural Industry in particular. 4 

Pakistan in the 1960's Illustrates the nature of the 

problem. Fertilizer was imported and sold well below landed 

cost, agricultural vachinery was freely imported and also sold 

to farmers below landed coots, and the Pakistan rupee was clearly 

overvalued. Taxes on agricultural incoie and on land were vir

tually non-oxistent, Since it is the large-scale, advanced
 

farmer who has access to funds to buy tractors, to the bureau.

cracy to clear imports, it is he who enjoys these advantages. 

This kind of a policy package means that it is virtually certain 

that excessive tractorization w.ill accompany the use of the new 

seeds. The absence of such contrary policies would not auto

matically insure that local industrial activities will appear 

that provide the kind of machinery that effectively cxploit the 

available labor supply. 3 5 It is, ho-1:cver, clear that with such 

policies, none will. It is also clear that a rural strategy 

that includes industrial activities would at least wrestle with 

the problem. The little evidence from a few countries suggests 

some optimism that in a situation w';here the rewards of new 

suitab)e instruments are high (becauce of the productivity of 

new seeds when properly cultivated) no,, industries will emerge. 

The nurture of such industries may reqire solile inducement8 -

credit subsidies, some technical extension service, etc. -- and
 

these things are difficult to provide to Lall, rural activities,
 

but all this says is that Just because the wrong thing is easy 

to do is no reason to do it. This issue links up with the
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technology discussion, but the emphasis here is placed on the 
need to develop an Industrial capacity in non-urban areas that
 

menhee with agricultural development as well as serves other 

possibilities.
 

In this area perhaps more than any other we need case 

ritudi from ':Ihich isolateu to general principles for policy. 

But these kinds of studies appear rar.i. Further research on 

Taiwan and China ill help. We do know that some things are 

wrong, but npatspecific things work is much less clear. 

VIII. 

The m-.nnufacturing sector alone cannot solve the low end 
poverty and income distribution problem, In most developing
 

countries it can do mort,- than it has done over the preceding 

two decades, In Part II of this paper models ,,re-e developed 

that showed w.hy and how rapid rates of investment and high rates 
of growth of productivity would produce rising capital's share, 

rising profit rates, and greater overall size inequality at the 
same time that it produccs the highest rate of absorption of 
labor into the more productive sectors of the economy. The
 

working of the nodcl depends mainly on the rate of investment, 

the rate of growth of labor aurInenting and capital augmenting 

productivity grow-;th, changes in w:age rates, and the extent of 

the substitutability of labor for capital. 
Development policies
 

have concentrat;,J heavily on achieving a high rate of capital 
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accumulation, and in so doing have ponalized the other varinbles 

in the arCument. The basic point of this papor Is that a hi,;h
 

rate of capital fo:mation, without pcnalizin- the other vai

ablos, is 
 essential (and is possible) if the rimnufacturin,
 

sector is to do its share.
 

Attention was given to the kind of inducements that would 

produce a high rate and suitable composition of investment. A 

general target of constant ,age rates in the imnufacturing sector 
is a major aspect of the policy packauge. So too is an economic 

environm~ent in vhich producers have rs;jor incentives to search 

out new technologies and to price products in accordance with 

productivity growth. Perhaps the most irportant policy area i.,, 

that affecting foreign trade. The general policy aim is to 

offer protection that providcs learning time without eliminating 

the incentives to learn. Finally, there must be a sizeable 

non-urban centered irvnufacturing effort. This cannot be accom

plished by present tax holiday arrangements, but calls for a
 

different kind of policy approach.
 

December, 1974
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Footnotes
 

1, See especially Adelman and Morris 1_7 and Webb Z-85J. 

2. See Economic Commission for Latin America C22_7 for 

a general discussion of profiles of the very poor, 

3. Some small developing countries are essentially manu

facturing economies, e.g., S!ngapore and Hong Kong, and some 

e.g., Brazil and India, have large (absolutely)lhrge ones, 

manufacturing sectors, but the text statement stands as a 

reasonable gcneralization. The argument in this section is 

limited to rrnnufacturing. The modern sector includes service 

activities (especially government and retail and wholesale dis

tribution) and social overhead facilities. A more complete
 

analysis would include these sectors, and thereby include a
 

larger proportion of total employment. To extend the analysis
 

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

4. The model developed here is built from the arguments 

and models fo, nd in Salter §-712, Solow -77_7, Nelson /-59J7, 

Eltis Z-24-, and Bruton §-13_7. Diagram 1 is adapted from 

Eltis, p. 45. 

5. This follows from the fact that profit's share is 

increasing and the capital output ratio is falling as we move
 

east on the diagram. 
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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 follo;,;s that in Bruton 

Z-712. This more complete version ov.:es much to the help of 

my colleague, Thomas 0. NcCoy. 

8. This follows from the proof of Expression 11. It is 

evident that this expression is consistent with the well-known 

conclusion that labor share rises with a fall in wages if the 

elasticity of substitution exceeds unity. 

9. I' labor's share is rising, capital share's falling, 

and the rate of return on capital will decline unless the capital. 

output ratio is falling at the sariie percentag rate. Presimably 

if a given rate of return is sought by investors, the rate of 

capital formation will in fact tend to,ard this rate. Let rL 

be the rate of growth of labor services (i.e., rL + rb) , and
 

LS and KS be labor and capital's share respectively. Then if 

rk = rL + ,r - ( C- - l)(rb - r,,), the capital output ratiok L I- ab 
will fall at the same rate as capital's share, and the profit 

rate therefore remains constant.
 

10, For rather complete surveys of tax incentives in 

developing countries see George Lent Z-42, 43J and Heller and
 

Kauffman C-3o7. 

11. Lent Z-43-7. 
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12. Included in the Petrel paper are estimates of the 

profit rateJ in other countries. The rates of return are Argen

tlna (rmnufacturlnfg, .955-63) 30-39 percent; Brazil (manufactur-

In-, 1960-67) 14.3 percentl Colombia (Private sector less
 

hous;ing, .900-67) 11-12 percentl Itidia (Corporate industrial 

sector, 1955-59) 10-20 percent; and ?".exico (whole economy, 1940

60) 20 perctnt. 

13. Chales R. Frank and his associates have completed a 

thorough study of the effects of trade policy on economic grow;th, 

incomrre distribution, and employment in Korea. The evidCnce Frank 

offers there is broadly consistent with the argument in the text. 

14, See the revcaling review of Indian attitudes toward 

wage policy in T.S. Papoa Z-63J3. 

15. Papola _63 . 

16. See the discussion of D.AS. Jackson §-37aJ for a
 

further elaboration of these points.
 

17. Some of the evidence is sui1rarized and discussed in 
Bruton Z-1O, Behr,,.an. -57, rora'et, -55. Turner and Jackson 

L-81-, and W';illiamson Z-88J 

18. Interviews wi.th ranagers of "footloose" industries 

in Singapore and Hong Kong indicate that they would move their
 

factories to lower wage areas (e.g&, Indonesia) at the drop of
 

a welcome mat. 

http:Behr,,.an
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19. Fhelps--Brown and Hart Z.-66a_7 argue in this wny about 

some evidence from the historical. evidence on Great Britaino 

20, Some further investigations have found several e:X

amples of morc successful efforts by research institutions than 

the text statement suggests. In pairticular examples of "bootleir" 

operations by soro. personnel in the institutioris have ripparentl.y 

proved extra fruitful. Full reports on these investigations are 

not yet awailable, 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 

"scientists" than do most European countries, but rarely do we 

read that lack of scientists is a ra.jor bottlcnec): in the 

development of appropriate technology. 

22. See his useful article in Z-907.
 

23. This argwu.ient 1s developed more fully and supporting 

evidence cited in f-66b_7. 

24, This point is made by several observers, perhaps most 
convincingly by Pack Z-62J, 

25. The very low rates of utiliz .tion of capital observed 

in most developing countries provides evidence of the failure to 

exploit all available resources (even tho'e in "short" supply) 

and provides virtually costless opportunities to increase output
 

and employment. Gordon C. Winston has a long series of papers on 

these issues. See Z-89_7 and the liternture there cited.
 



26. ThViI tr,-u-%i't Is developed! In various forms in a
 

vnr.O'ty ol (r thf.! of Frances
,;,cr,. 2 enpeclr].jiy papers Stewart 
! '8 , n - < St 26 J, siJoon6
 

~ ~ ~7 

Itill' n/;r.,._7dI l v a n 


[--L/,~ ~ .. Z?;,L7 ~ ,,,- .eec- ~ 

27. ;.;o, fc'r example, Perkins r65_J. 

28. -e r::pccially the Frank utudy rcferred to in
 

footnote 13.,
 

29. The pc-rvasivo teden;y to undervalue foreign curren

.rn ,11:difficult to explain. In part it is probably part of 

the penral pol.cy to keep capital prices low, and thereby en

courn(ige inve-;tment. Devaluations have also been discouraged by 

elnntiity pc~ciinisirns and fears thlat they breed inflation. 

These feart; incidentrilly are generally unfounded f-167. Finally, 

part of the juzpicion, noted in Part III, that frequently attaches 

to tho use of prices as policy instruments, applies to reliance 

on exchange rates to ration foreign exchange even where extensive 

and high tariffs prevail, 

30. Profeusor Robinson is so quoted by Paul Streeten
 

in -79J.
 

31. See Balassa Z-3-7, Little, Scitovsky and Scott Z-46_/
 

and I,acario [-49_7 for a number of detailed country reports.
 

32. Chapter 22 of the Inter:.ational Labour Organization's
 

report on Kenya -337 is a useful idscussion on informal 

activities in urban centers, 
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33. See ['~j his p8'~lahi , n, e nxc on 

Grilffn's report. 

34. Good fencral discus. ion.-, of thIrnc ...; ; ii'1y be found 

i n Fnlon '-2r -7and Yudeli * lutico, 8ind 1Thu,"I 79_-

35. It can ever bo doubted that tho kind of' t.i-ctovio 

imported !ncreasod yields per hectcare by more thon they would 

have increCsed by using more labor with the new seedi: and 

traditional, implements. 
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