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INCOVI DISTRIBUTION AND GROWTH IN LESS DVELOPED COUNTRIES: 

SOME REFLECTIONS ON TJHDRY AND POLICY 

by Charles R. Frank, Jr. and Richard Webb 1/ 

The main focus of this volume is policies whichon affect incone 

distribution. There are two prior questions, however, which ought to 

•'ecC1v attention before lainchilg :it, a disc.' ssion of policy'. The 

first is a positive question; the ,econd a normat:tve one. FirsL, what 

is the nature of the economic echanism which ,,enerates a distribut-Ion 

of income? Tie nature of' this mechanism affects very much how various 

po:i .ies, iight work and, most irportantly, what might be the seconda-.y, 

.,r uninteI: 1,) effcct of a particular policy action. If market iniper­

feetioik Ff, a main source of variations in income and wealth ajmong 

j div:idual.s, then policies ds:.gned ho break those imperf'ecti "13 may be 

the most- efficacious. 

Thr, orm;Lativ qestion wh.ich must be arked is: what are the goals 

of policy? Should policy be desigmed to alleviate the grinding poverty 

o, the vcry poorest segment! of the population? Should it attack the 

ifnci:r,,,: of tih very richest? Or should the focus be not cn incom.e di:s­

tribut ion per se but on increa-ing the wbility of individuals within a 

par";.cular distribution of income? This second or normative question 

./ The authors wish to thank Gerald -'Eysbein who served not onl]y
aL a rcsearvh assistant but also as a very perceptive critic. 



is the subject of a paper by Richard Szal and Sherman Robinson in this 

volume. The first question as to the mechanism which generates the 

distributiu of income and changes in that distribution as development 

takes place is the subject of this paper. 

I. Introduction 

The standard approach in the literature on the economics of income 

distribution is to analyze he receipt of income in terms of returms to 

the factors of production, land, labor and capital. The starting pi'nt 

in usually marpiual productivity theory. 1/ Modifications are often 

made to the theor- to take into account market inerfections. The theory 

of income distribution is not well developed, however, for annlysis of 

policies for -Ltering income distribution. 

It is not surujrising that there is no well-unified theory of 

income distribution. There are maLV factors which affect the distribution 

of corme and i any conccivabl policies which could alber income disti.,ibi­

tion. It is £colish to Uhinik that any one theory can prov:ide ; :ridcl for 

analyzing all these facto-, and policies. Theoretical models must be 

designed with a specific anl limited purpose in mind. Otherwi-e, the 

number of variables and the inter-relationships among them b-,ooie so 

complicated that analysis is iKossible. 

1/ i or a comprehensive discussion of inarginal productivity theory 
a: it relateo to incone distribubion, see Martin Brofenbrenner [1971], 



In this paper we first consider, in section II, some simple
 

theoretical models of income distribution and growth in less developed 

cotmtries with emphasis on the distinction between the traditional 

(or inforni..) sector and the modern sector. In section III, we discuss 

the case of extreme dualism in which incomes in the i,,dern and traditional 

sectels diverge very significantly and the divergence %eemsto grow. 

In sections IV and V, respectively, we analyc the inecme distri­

i)rtien implications of the distribution of human capital assets :nd of 

priavte physlical assets among the population. In section VI, we discuss 

how govcxrient expenditure and taxation policies can uodify the distri­

butior of income. 

To sec.: ion VII, we consider the various policy options available 

which might alter the distribution of icoie and the theoretical construe ts 

uscful in the analysis of these policies. We icentify four dir'tL1nt sets 
of policies: I) market interventions, 2) confiscatory policiese 3) re-. 

.ir'-lio'a ctf public services. and 11)govenilket expenditure -oriented 

policies. Each of these policy sets is amxalyed in a different manner. 

.. 2,,rple llels of the Relationship between Incoe: Distribution and Grow,,h 

The basic Trodel which we prefer to use in analyzing the -relation­

ship between) incone an] growth is the dualistic model in wh:i;h there are 

*,wo mnain sec tors, ro,3ern and traditional, or LY~re app;ron. 1',vi,, m:de7T. 

and nfor-mal. At times, we ma also want to distinguish between orban 

anJ ru'al subsectcrs of the iniormal and nacern sectors. 



4. 

Workers in the traditional. sector have much lower average levels
 

of productivity and also lower wages than those in the modern sector. 

Capital accdmulatlon in the i.dern sector is more rapid than that in 

the tradStio.iml sector and workers are transferred from the traditional 

sec'tor into the mdern sector as devclopi nt proceeds. As ia the usual 

surplus iodel of g.owth, the supply of labor frmu uhe traditionallabor 

sector to the -,a-ern sector is infinitely elastic. I/ 

GrowthLn the duaiiL' , c context is in part a consequence of being 

a late-<vcmer: resources are suddenrly switched from verj tradfitional 

teclnologies %o the best-iethod techniques of today. In these labor 

surplus models, growth t,-Okes place more by the large, discrete Jump in 

the p/:-dutivity of factors reallocated from informal to modern aot:i ';i­

ties, than by a widespread and gradual increase in the productivit. of 

all factors.
 

In the inuitial stages of dchal:..stic devclopimnt the distr'butioi' 

of incore worsens, first because the growth in total income irake.., grreao '' 

inequality possible (inequality o.nnot be great in a largely subsi,tenc,. 

econcsv, see Reder [1969]) and second, bcause dualistic growth in a 1...r 

sur lis cn[Tcx ito. .ies that most of 'the growth in outpllt Wnd jncos,_, tvil 

accrue to ownurs of capital oxnd to tha minority of vor'kers who maI. tae 

, ,',1
transition fLi.m the -informal to the modern sector. This ir.cde.L also 

that thi trend towards incrasgnC inequality will slow do=n, nnd tbst it, 

may reverse. Once a majority of labor is incorporated into the high 

[1] See W. Arthur Lewis [19543 and John C. Fei and Gustav P"aL, 
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productivity, high-wage sector, further transfers of workers act, ally 

improve the distribution of labor income. Also, eveit'i.Jly labor -n 

the informal sector is no longer in excess supply, so fNirher moder 

sector abse',ntion of labor will tend trai :ctcr 


Whether the overall distribution of income actually 1_ j lwto
 

howrver, 


to r'lise CcnW1 incotes. 

will depend on changes in the share and det:-ec uf concentm,tion 

of property income and these changes; cannot be pred±icted from ,!is 

model. 21 

oeveral statistical studic. tenud to corroborate the pred-icted 

rulationshi between growth and inequality. The besu kwovrn is Kuzne'-' 

[195] observed association beticon Licquiality :nd the leel of (i.-velop­

rent. Tl.e trond shovm by the measinxs coimpile] by Ku-nets, of GNT ,er 

capita and inequality, fIll into a pattern that is no.. commonly referred 

to as thc Kumn-ts, or U-shaped hyp (thesis: :inecuMa. -I firt rl. c.s and 

later falls as an ecunory progresses from vc-ry low lu) high levelr of' 

developiiunt. This pat Lcr bornie by bo 'h the -secwas o-1t crozc, ion axnd 

the timw-:!-eies data examined byr liznets. Kluzrct.; cuulirnus valiuu0 

icchanisms to exTain th,.s pattera. particu-mrly the eailier [t eni' of 

c.~fl~ruaP, inoetality. His explanations aie plausible but to the .-xte7,t 

SLat Lh,y ro be 'ohd the mechanics of the labor surplu2 wedl, th:- are 

uotc:: t iuur:o . Other studies which suppor tihe U-shape 

h-,ypehosio include those of Adelnman and Lbrris [1973], Weiskoff [19701, 

1/ For a good discussion of these relationship.;, see P. Albert
1-briyj [1970]. 
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P~..iaukeL't [1.973). 

The dualistic model of development implies a somewhat fatalistic 

initialapl-:v-.ac:h to -icornc distribution in developing comtries. In the 

stwJEs of auvelopnent, the distribution of income is certain to become 

.'-:.,-. The modern sector is dynamic and the source of profit- ard savings 

;.,::mn pix)fits. Wat little surplus 	emerges in the traditional sectcr often 

the best of circumstances, K-ansfer theac,'rucs to a rentier class who, in 

,u.-ojus Ito modern sector investrents or, at worst, dissipate the surplus 

of ineqt,.alit-Jz hinMCi-living. In the long-ran, however, the degree is 

-'tain to diminish-but the distribution of ino imst fir-'.t get vrse 

before *bgets better. 

This basically pessimistic conclusion is reinforced by the uoual 

pri-suption that it is the rich households that sar. and the poor house­

that consur. i,Is often argued that any attempt ,o-rl istribul.ho.lAJi 

rich to the poor will reduce total savings and nvestmentinc ioe from the 


and thu-s reduce the rate of growth. The validit,, ,,f these argumnents,
 

howc',-r, depends on fairly large differenices in marrinral (rather han 

Pecent e.piricalWLerar'g) saavings rates between the rich and the poor. 

vrorl: (, for example, Clime [1-972] and Reynolds Ltj"4]) indicatcs that such 

... rge dU.':orences do not seem to exist and that the trade..cff boetwe i cre 

if i e is1. at 1/ 
cqiial income distribution and savings rates is very smMl, 

I_/ in this context should be mention~e effor-6,, by J..s Taid a-nd 
r "n

[19711 and [1972] to analyze the relaticauhip t:2tweun incomT TAI.diio 
.,:tr.Lhution and growth. Their basic hypothesis is t11atLi coird red1i..r­

b,,tion results -innore demand for labor intensive coiaro.1 ,iies Wa .C ; dcII-afnd 

fo'r irjor L-Intcnoie comoities becau-Le o' differing ex]enditiro p.tbte±'ns 

_-x.,' the rich and the poor. Thus, :L,;omic rodic5ributL.:ight resu.',L *i' ro
 
growth. E. .rlcal tts
eff.1ci'nt production and stimulate 	rather than reta1 5oligoof tur e hyptoj,,es, however, have been inconclusive. Sc :T.:i: ani, 

Huddle [1974], Solizo [1)7i1 and Sunman[197)1], Ballentine and L'oligo [1974], 



Furthermore, there is littlo in the wey of recent hbIstorical
 

experience of dovciopifg 
countries to indicate that the -rolatonship 

between grorvn. and the distribution of income is a very EJLc,'Kle one. A 

study by Ahilwal.ia [197] suggests that the faslcsL grcoalnLg les;s develuped 

countries have less rather than more ineaqaiity. In soix rapidly dvcLop­

irg, co'untries, inequality has been decrea. hg (ej, Tajvil), in other's, it 

has neither incneased .'ased (e.g. Korea), in still other,,no' ' whIle 


the dI.stribution of icow; is beeo~m-n.i- rapidlJ, r. 'e 
 1ncl.1,ui1 (e .g. Me..ico 

Ft.d Bra'il). Although the .Affluwalia study ieni., coa crcdence to the 

Kuznets, IT-shape hpothesis, the relationship is weak Iind Lhe re L2 njan, 

countries which deviate subst-u-'tjially th: - ThoZ-om Kuznet.- :cr,.:. levels 

of unequality vary substantially amrr.; poor counirles and ;u]ng rich 

countries. There is con'icderable overlap -in the degree 'f iC uLity 

among countries at al. levels of 6-1veloprent. 

The erpirical evidence suggcst,-;s frhit there are man;': "its which 

operate on the distributi.n of inTc.m and that these facto. r.ay change 

over time within any one country. It also -upges is that L.here i.- c.n­

siderable scope for policies to ul r the distribLi.'?-mI of iLorc.
 
A .wre complicated theory rowth a '.ii. stribution is q
 

tc orplain the empirical find iugs. One to xua.sach away ao.p l theory is 

by assuming that the ovwrall dLt.:..It.in of Cr cn dcuapostu 

into two parts: 1) thal due to variations of "hco.n. vriti n t, uode.i 

ani traditional sec tors 'or within th urb' L,-d r 

2 ) that due to variations in :Ln~ontu btween sec L..alj , ic vei 

cf ;Iiquality is a functivm, of the t .. w.thien, ces rf v~r-ation, 

http:dLt.:..It
http:Ahilwal.ia


that within and that between sectors, a d also tho relative size of the 

various st.ctors. 

III. Isolation of the kdern Sector: Dualism Run lawmput 

In order to analyze furt-her the relationship betw(een distribution 

and growth, let us cont-ras t tyo extremeT .!X te rms of "hnitialcond itions. 

At one extrume, the mromemd informal se3tors aru h'hily iiffcrenWated, 

,Y-th "arge differences in .rodLc:c tity nd wsge structure betwLm he 

sectors, The mode-r s ctor, with its relatively high wg, ra,:es is hijh.y 

capital 'h,,-i'c, enjo. high :els Cf L p-crt p-ote, ...iSc ks !,J 

L-icatEd tchnology. At the o-tbr cxbreoa, Lhe rif~fe.ncesrelati-v.Ily 2ophi 

between bhe sectors are mi:Tir2. Wage ria es are 'i:riarf .':im r jobs 

marvke~s r labor and capital aru highly coq:n litiive v;Atr, relativelyFin the 

few ierftion. 

In u. economy vwith highly diff2.rentiated et3, .:iig profits "are 

maintrined by protectioi f'oia imports, su J.iz Intc.,cet iate-, !.odest 

taxes on eorpora-ions an' an overva]:,ied doinostic e.ey co::b~n:d wi.th 

am- exchanlge system whizh iport-s of Lcw-co t caitaLcontrol imcouragc 

guc,,c-,. D-h/an econor wh'ie. i : : highly du:lis.c, ligh profits 

rise because of nodcst real o.,je Li the sevtcn tnen2eCtr., :rth.:r 

because of capiti! subsidies. If p.fits 1L .l','3 , of ,. nnonwy are 

relatively thu same, the overall jistributioL ,_ :>W.- in the highl, 

d~uajirl:Ie oconnnz v;ill be much worse than Ln thr-r',..JeI,: ,nPge-neu S 

/ -e Little, Scitovsky and Scobt L.t.910] for a good thec. ,.Lc l. 

and eqmirical survey of these issues. 
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econonw, / The reason, of course, is the differencc In -Lucome betveen 

modern sector worke.rs and workers in the Thforral sector. 

A si ,ple way to repreent the link between dual ,rand ince.e 

distribution is shown in Fig.ire 1. a/ The ouive PP' desoribes the 

Figure 1. 

Value Added per Worker 

roperty 
Inconm 

w P 

0L 

Modern 
Sector 

Labor i Incom 

1 

-- ---

Traditional 
SCc tor 

P 

L 

La 
1'. 

I/Avelman an'. orris [1973] fowuid that inco.e iiequaiity was 
high1]y associated with dualism in their 44 country sample. 

2/ For a mre cmt ailed ox-position of this irod., see R. Webb, 

[I'orthconr'hn], Chapter 5. 
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distribution of labor pirductivit'j in a dualistic econnWo Lasnall 

number of workcrT (OL1 ) working with large amounts or :vchin(iy, 

equipment a.d natural resources, and us-i;g nodeim ti (. 1xn0.o;y, have 

high levels of productivity (value added per ,urker '- ca..e rc urces 

and tradiLicna] teclnologies generate nrx hlower levie. of productivity 

for thi) labor force in the "lraaiitiona. ,ector" ( l "11 The. 

sector geera?.: has both urbaj awd rural co pon-i:w"., -;'iLie :ho, mci]..:ci 

sector is largely urban 1-n nnst countrie,.<, but ::n lwg rodern'.: 

farmi.ng or plantation component in sone countries. 

The incojno diLri;ul,:'.n *. desc :Lcbd in Fignuc 1, irst, y the 

shape of VNI', which re r-'ents the incorrC rec .ved Iy earti w(r;'1.-', be 

it a wa:,, or a mixed e.ntr]eproneu-Ial auct .Lla.r ic.... ! . r- ... .f­

employed. The areq iud:, V81' is Le share of ]..or : ,- :'1connat.'onau 

the a. .a above is the share of property income :', [; a~crinK .lf.. 

c,,ployeu persons i.e, it is the sh ,rs acc-rairg to "Lit].l.st. 

A pattern of grovrth now common to nngrv develop4, :cnntres 

involves increasing dualism: outpu6 per worker gr:"" far ' InLhc 

modern Lian in the traditional , nd at -uhC ,.:cnraif_ iiai !2hu ide.t 

'.:-ctur doe- not irrow significantly as a pxeaoy :oL i' the LaIa-'. forCe. 

This grcwth pattern; described by P P' in Figure . c'nLr'.-v to thotl 

horizontal, ].abcr-absorbing growth path prcdicte(d by t;he labor ,'irr]ta 

model (PP Pt
2 j 

http:Lit].l.st
http:farmi.ng


Figure 2. 
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increasing dual1ism in the struactui'e olC production is a~ne 

by icreasing :incomne di.sparities between sectors. Diff*QrY!ThIes Ia n 

betweoen )roderu and traditional sectors become far xmo:"' 1iTpo2tnt TI Lx~ld:.,.i.­

ing incom. lixquality thani variation.- of icork- .vitlinj Ceci,-li'J.
 

The iey mechanisin in this gro~wing cuncentral-ion of inco% -Is, the
 

groyrth of wages in the imodern, sec,,or. !/ !Iage Jicrea.2,l i -this sector
 

Pr a thieorctical c!.;p~iaL %hcse ibUS 
See Little, Scitovs1-j and6 ,'cott [l97'J -.t~r' 2urnhcu -.a A Jaegr E9.I. 

Fo detailed and uv of 



can come about because of increased unionization and the political 

strength of labor groupo. Another reason why wages in the odern ',:ctor 

might be pushed up and relatively few workers employed in bhe moder..n sect.r 

is the result of an increase in the supply of skilled and educoted labor. 

This results in e3iiployment of more hilgh-level manpower and possibly 

considerable substitutioa of high-level mmaipower for unskil2.ed workers, 

especially if thie elasticity of substittion betwecn skilled uisrilledttr 

workers is high. 

High wages and low levels o.ft employment -Li te idTncrn sector ria 

aloo be a function of Imported teclnology, pai-ticularly that enbudlied in 

imported capiTal equipment. If impo-rted equip:lxn,. o skil.hd4.-hL.r t'sLng 

mid unskilled-labor saving, bhe demand for skilSed vorkezrx, wilL !ncr,,ae 

relative to t:e demand for unskilled workers. The wag' and emp:LoPPt 

of skillod workers relative to qnskilled workers- will .in-roase, rinl.-j 

'ip average wages in the modern sector. Alternat.:vely, the capi:.al 0qp-.. 

ment used in the modern sector may require worker-- Lx.oLe bra...: or c ,job 

to very high levels of skU11 and pioductlivity. Tf those s:'i.l.s *rc tran..­

ferable from one firm or factory to another, at leart part of the inorvased 

productivity due to on-the-job training will accrue to the indivl.uual 

worker in the form of higher wages. 

A final type of mechanism involves governnnt poRiic s, mch , : 

aubsidized credit and an overvalued currency, whic- encouroge caital­

intensie iwodes of proditction in the modern sectoi%. ]Zntvc--~eurs, basing 

their inve'trirent decisions on currcnt wage rates C,] -u.u-.'wize1 C.pital, 

m.y install plant and equipment which locks thum into a hi!f),h crpta!-. ihor 

http:capi:.al
http:unskil2.ed
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ratio. Tnder these circumstances, the level of profits per worker 

may be quite high. Ex-post, organized labor groups viithin a hIghly­

capitalized firm may see the opportunity to increase their share of 

the profits by pressing for higher wages. 

With these kinds of factors operating, there is a t,,dercy for 

h LtJ w'ages and capital intensity to interact. High 'ags lethtive to 

hl~e cost of capital induce entrepreneurns to invect in a cat)1tai -1tenSiUe 

faiiion. Conversely, highly capital-intensive f rms provide o-'Torlumitlec 

for: a) on-the-job training which increases producti<-ty and b) hirh 

]evels of profit pcr worker, both of which lead to h1f!hcr w:,-es. Thes( 

interacting tendencies miake the modenri sector end more dinore L[nct 

from the traditional sector and inr-rcase income disparities betw'L the 

two sectors through t jie. 

The above view exaggerates the de-rec cf "botl'ixIg-up" of N'oc­

tili-l,, nd within .xc:tor. "ty :inco:,u. the madcrn ., Lcts t9.r c ,,-c ,' 

ihfluence of sina.ler-scale technlogical el~ es v~ithlu 1if'.:P. 

secor (e.g., new seeds, bicycles, p.wer tools anO &:i-..,_r.- iic- :i), 

and of dc.mwmid spllloverj for bobh urban -radltiona&. ariiucK, sora-.c 

qd for farm goods. Thc first is a relatively auto-c-nds nd, not 

;u cessarily related to developments in the modern cto'. T-hch- ., , 

however, i a direct function of the growt.h of ., .!dAor , 

c-S;ocially in the case of the urban t,aditicnal sector whene , "ta" 

rind ejiq.oyji, depend largely on total incre_ :I the ;iode::,. ot-. T., e 

papi.d grovth of the urban tradi'*.onal sector is a major f'orn c.' C.uo :­

t"pillover" and athu.,, major qualification t, ' lic aL.,;.Uple ; 
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growth mdel described above. 

The existonce of these various offsetting inifluences to .ncreasing 

dualism is nvident in the income gritdl experience of broad group. of 

informa]. sector wcrkers in countries such au Colomb:ia (Berrj an;d Urrubia 

[forthcoming]),Iexico (Navarrette [1970J),and Pera (Webb [fori.~oring: . 

At the :mwe tiii , [he existence of sorir, trckJe--Jdc,, aTiXu3iti t/) a 

qualification, bu L not a substauitial ndification of th pictajc of 

growing dualism and iiequality iescribed in Figuw'e 2. 

iiy way of coni'ast, in the homogcnriris econo y, sirce there is ro 

fi'ctor price .ist:nction betw, en mode= and informa. sectorF, ,- d,,'elcp­

ient procfds, the increased demand for i.abk," teni2 to raise : wage 
ra ; .. throughout the economy. Vf]ietlh.-, "co'r ineuaii, - i .ecse: 

or decreases depends, :-i part al least, on the ofof 2s.,th1bsi.'ut,.) 

betweei labor and capital. 

iW. Fiet-ams to lhmuan Caplta LA sets 

In the previons ,cetion, v mphasized u~i r.il of wage ,es it.
 

-ifluei-ic..ng the distribution of incoe, 
 m.d nextIn anhi:,tbi secion, 

we enT.haWize rate-.: of return to privateiv-owmed asets, wlh iuiua) cap' 

assnets and physiLar a'-:se t. , arod Li. of tflose :s', ,.g thedistrib.tion ;, 

population. An uneqlua. distribution of we'1tS: t,t'orr of' p. .,J.ca o. 

human capital '.sL: c-ar, nma..- tie istributj.on of - icore v,.. ;r.dCcrab.,.y 

1both within scctors and bctween o, C0.L 5. 

The i.et.Iuns to h'.i., capital. asce:,- in the fc.-, of wage *!.!7-, salspvr 

pI~ywont2 diffor nonsiderably from nmdividual tc, 11dividlual -,lid 'c;C untry 

to country. Cone 'ally, ir le. s develoncd cL'utries dispar::.tios 

http:istributj.on
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in wages among different skill levels tend to be very great. For 

example, in a iess developed country a coupon laborer mi-ht make $I.00 per 

day, a sklled craftsman 7.00 per day, zgaJ an offiee manafer :$25.00 per 

day. In a developed countrj, however, i1,e ratio Luit.ead of being i to 7 

to 25 might be 1 to 2 to 2.5 for the Lhree differeLt Classes of workers. 

One explazation fc.r wage and salary differe(n ials ir, ma'ginal 

productivity theory. Ac-or,Jinr; to th( rheuyr, eac, :7ndiv. J, 

paiA his marf-La pi.oduct. Marginal p1o;c1t Jif2ci beecausle (,T difer­

ences iii bouth acqui 'e ? avld ijuh are particularly.ki].s.nii(cr fittercucoc 

acute at low ir-eol of evLopr-:t sixrcc ]per"iv ",;i'. hihr )lev,of 

acquired skills are short relat-ive tc '1'e C,:l.y :illedin '.ppLy of 

la1or. Those indiViduals in posseixsion of canre scL..L re.cro q ;w-i­

tcints. As skills ar acuired -hrough ed-atioh ',., trauing, ,.agend 

salary (i:Lferenti.als uhou.d n a-&io,,the quasl-rc..nL accrutngani to
 

:_dividuals wvith scure ,ill 'L.,appear. Dlffoeicitc,-; 1 .'
wkili.. ,-o5 and 

salaries r,>iain becsu,, of diii er, nsi ino ei,ulli ties xi,' di J'ernce 

i iautivatLox and attitudes w'ich lead ;,o-rouct:iv:. ,ff'iciency. 

One of the of .ema rL;:Ic tivit(worllaries to::-y is 

5hat i , woulc Do:ieff icient tc atteqyt to equale ,':V'ie;.. ,'salaries. 

;,i tthout, these d~ije10nc1e2 thelt -*uiu be r,) R., >Jiquve4, sk1iI,: 

ttW'ugh education and training, no rc.'xl for rdot.ivat.on, au elfo).rt, 

.:) for the ul, of ;a jion 1.uiva,ional Elrevipremiun , ard aL:liiteL:. 

/A; , .. e:,'~s to W-bhcomrohensj.vc review oiarfina produc .­
tivity theori in 31rlfenbre7n.',r 197] ],sC ' Rede ", ] ui- . V' 
[19701. 

http:comrohensj.vc
http:elfo).rt
http:rdot.ivat.on
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innate skills would not be used unless sony differential were paid to 

elicit their use. Wage and salary equality can be bourht only at the 
expense of ITefficiency and s-tagnation. This is particularly true -in 
less developeu countries where equalization of wages and salaries would 

induce skilled individuals i o emrigrate to other countries, whemn their 

sk.Lls are revarded differentiaii y. 

ThL corollar-y, however, carries libtle force areif there 

significant market iipr fections or skills are acquired . the job
 

rather thaz tlhiouil' education 
or prior trainiOng. 1'or example, the
 
trad,2-off bet-,,:eon ccruality ai. nff'c:7en y i 1: hL. 7o be q, ..at
g a,; the 
marginal prcductivity thco:,y suggests if accte:., o edu-. ation e:1 training 
for the acquiLition of ski:lls is not equal . On!y children of rich 
families can affo-i to fo;:'ego -income durfInL t.he p..viod of education and
 

tioain:rg. In theory, a poor 
fami'l, coiid b w !to educ.the-1 r
 

children and Ihe re turn in 
 the i'itu-,- ;.ould ii, e than enable the Itcan
 

to be repaid. Capital markets, howce:r,, aro iTrerfc .- so t t -,rroi
 

for Luch a long term Lad vncert'..in return is, ;, l, feasible for 

the pcr family. The anser by hc r.arlinal productiv :"cy T.h.orist to 
[,his criticini 1. usuallr that th- solution libs not in att2irnts to 

eql1is<: wageo and salalmrle but :blrov1,c t.t'Unci.-, of capiia 

marlXuts by x.!, fovm of Lrvemi'enj, L-.vq-vention.
 

Ano Lher 
ty po of 1'ra-.et ,'rcrfet on! OC w1lu?whu ­ir;oyc";o,:1ro.?,r 

is ex ' iz,oJ by.. va , .ons se of workment, ,he fri e Thi ba -je -cl uilruo 
used are the restriction of entr.jy :n.c :pcol , jobs or,," s,.o;,s which 
fo•i'-rs up the market price of the vorkers or professional, Cirv!-- *3ar.un, 

http:1'ra-.et
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the members of a trade, profession, or industrial union. Sometimes 

entry into a t .de or profession is restricted by numrical quotas, as 

is done by . . killed trade unions. Other ties u-,try nay! be re,;triced 

by professional opposition to an expanSion In training faci iti-s as ULe 

rrcdical profession in the United Statps has been accused of doing. Soine 

pelofossonal [groups such certified 4 n.:eis public ac(eo1tPui.sur:,., and 

actuaries, have a very stiff series of cxminatons which rmict Le takcn over 

an (Xtucrlded period o t0'Ce ad which scrvo effi ivel" a h iaiey bo entr­

for man, -people asp)iri2g to th-sc "-ifession",., Lry :.nto professionfs is 

oftei restricted by cu--tomrs which discr.irniate against m-1nority group;, 

clacks, et-iic groups, c-. fo- xiq4iers, or d <crimin ate on the basis Df class 

or caste, political affiliation, sex, etc. 

Examples of the use of bargaining or political power Lo s.,t fec',
 

or pricos for services alfo abcund. Real estate Fnd stoc' brokers
 

uperate on the basi.s of fihed wroji ission schedules. Labor uniuns bar'znn 

foi' highcr wagu c. The iiakr powerfi. unions ur tDu>e led b', wrr iIfl 

bargainers rea]p the largest ; 'wn in '.'ages and f bblg.,,nfit-. T;fct 

rnot -nasented by poveiAil union; suffer relatively. Thi, is part ic ,arly 

a problern in .ess devclcped courltrieu in which the iioJerr uirbLn sector 2. 

re-La.ti-ely s Workers in that sector are often tL, onuly ones r;prc ­'ta].. 

s-unted by str-o.g unions or they aro able to exeroIse political pcwar 

dir ebly thrnough dw onstrations and general strikes. ThL gio5 ,iasr of 

workeros oporating in the traditional sectors do not huve c'uch p'Twor'. 





19.A variant of this theory is that education imparts no skills 
at all, but mz -xly provides a series of barriers at each level of 
education over which only the more andable industrious are able to 
hurdle. Real s1ills are acquired on the job, but educational attainment 
Is related to the ability to absorb training and acquire shills rapidly 
since education is an indicator of intelligence and di:igence 

The thccry that skills and earning capacity are acquired on the 
job and are very job cpecific leads to different conclusions with regard 
to the effocts of artificially inmosed wage equality. Under this theory, 
wage and salary differentials arise because skills are embodied in workers 
through the process of on-the-job training. If wages were made irore equal, 
,rn1loyers ,o;uld still have incentive to train their workers and 1ncrease 
productivity. Wage and salary differentials are needednot to give in­
centive to uork'ers to increalse their education and training prior to their 
entry into the job market. 

V.. Faczixrs Affecting the Distribution of Income from Private Assets 

Although there may be a host of factors operating to determine 
incom from wage-, and salaries, the main difference between the very 
rich an( the poor -,.s not wages and salaries but incora accrii-g frcr?, 
)riva 'kV hold asc,cs. In many less developed countries, particularl, 

in LatILi A.rica, large fortunes are made fro.m holdings of large tra. ,s 
of land, A:. industriali-ation ;-kes hold, s,,ire pcuople bccome verl- rich 
thi'ough the accumulation of industrvial asseta,
 

s mnedel
similar 
in shool, i_-, the 

in which skills are imparted on the ioh not"job compet:it:ion" mcdel of' Thurow anrl Lucas [1972. 
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Like in the case of returns to labor, the most well-developed 

economic theor'y of the distribution of income from assets is the marginal 

productivity thcory. The ret'arn from the use of a pkyslcal asset is its 

margn.LL prod uctivity. 

According to the rmrginal productivity theory, assets are accwuul.ated 

through time by in.iividuals with a low rate of time discouit People 

with a low rate of time discount save and invest and in this i..r 

accumrnlate assets. Differences that arise In the rate of sce,.imi.atioz of 

assets ..o arise because of ti.ferenccs in risk aversion. 5:h-.oe some 

ir~vctmnetsaS, risiW while others are not, and some L-vecto s h ci 

aversi.on to risk, the Investor who is wit.oL'g +o taa extra riakj -;n 

expeut a hiLger average return on his as;iets, and tiis on th w.v:rage, 

investors who are willing to accept risks will acciunulate asseto :..e 

rapidly. 

If the rate of ret-n.r on asets were elilminatect or fo :-,ied to a 

low leml, theo n:gjuid be ro incenti-es to accumul.;e assets, either 

by i: iq:jvLig land o', investng in buildings, equipment or : 'chiners a&. 

no *17.ctitve t1ak3 r~ks. r->turn-7,Pme ihioh arf, -L. the fx-, )Ptf 
purc 'nts, accrngnt£ to o;vncrhip of inn]. and natz-al -Leso. s, could 

be con'.iocatod r::uhout; ly adverse affect on incortir-.; e,, 'xfk-, 

It migh L be difficult, however, to determine the prM .'nthl P*.elem_;Lt 

of tn asset's value, and aqrf attempt to confiscate the y,;ir rentcl 

elemnt any jia fact also xvduce he incentive aspect. 

to The Yfost thoroligh discussion of detdrmiuants of the dltribu­t on of private wealth Is in Abade [19651. 

http:margn.LL
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The marginal productivity theory is criticized by those who see 

little Justification for interest income. A problem arises in trying
 

to explain the rate of interest; argina]i productivity theorists would
 
sc that the rate of Interest is 
 the marg-ina productivi-ty of capital
 

(or capital goxds in general). 
 Critics of the marginal productiv-i.t
 

theory, however, have sho'7fn 
thit this assertion is inconsiLsfent with
 

the notion of a 
dc!li_,ig margi.,nal producti,rlty of capital (i .e. there
 

can be ve-u,'vitchng between capital 
and labor :initens-ive techniques), a 

key assworption of' the marginal productivity uhecrv.
 

The difficulty with 
the nar.g.atl productivity theory is not ahe
 
conceptual problenm 
 :i.nvolved, buu factthe that it is an equilibrium
 

th'r-cry 
 .L which retu:rns to assets should be qtaiized from industry io
 

i.1iust.y 
and oiwner to o'vner. In ac b, returns vary sig-ni".catly a.rcng
 
different !nuustri(:s Und owners 
of -ssets and exogenous siocks corutant'y
 

give *tI.so to disequilibrium situa".us and 
 substaU"Ial wji-al gems.
 

In this kiLA of ecornoiir, fortunes, 
 lare and small, are of',,n mode in a
 

ver; slLort ericd of 
tim ;uch Ic-rs than a generation, J.roug, a
 

combin.';-T.on 
 of Tuck, skill a,, Sn.agiiation star:UL.g wi.,only smalla 


accnt 
of eapita3 in the beginning. Vex-' often luck :!-s t.he only" factor 

involved. Thu op a
owner piece of LMnd on V,1nic.',oi on-. elce discovers
 

ci?, the comwdity trader or stock broker who onb-uys mnargin or sell ­

1/ See Jo,i Robinson [19[.-54] which initial-c, a Thr.g ser:.-,oattaecks on the murginal produc ;iv-iLy theory of issri ite, ­ - Lu"
(rAlcdor [].9'. .]ad Sruf.,fa f1960] a of thef-* fetoi Trorv inr%.ortanl. criti. ,or 1%good general survey of the n,:uent cortmover,-y on mar.rLiai. .ductivi tytheories of distribution and other related iss-, o 1jarcourt 1,97 

http:combin.';-T.on
http:situa".us
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short and catches a few price swings going in the right direction, or 

the owner of a shop on a country road which is converted into a major 

highway =,y be nothing mcre than lucky, tot 1y lacking in skill. 

imaginatton, or willingness to take lrvge risks. Windfall gains of 

this sort occur frequently; sometimes they are taken in the form of 

capital gains, sometimes in the form of increasing eoimings over the 

lifetiwe of in asset. 

Luck is one factor involved in th.. returns from physical assets. 

Anorh factor is pure rent obtalred from assets which are in fixed 

supply. Owlership of 1and and oth'.r natu-'al resources in fixed 3unply 

cont'ers a reptal valuc. Natural rents are Unearied -_:.the se: :e that 

they reprzsent a surplus ovcr marginal productivity, In theory, - wLy 

are taxed or cnfiscated, k.1re ill be no ad%,ere cffects on ficiencJ.. 

In fact, few natural re-sources are in truly fixed sipply (land can be 
r la ,ed from the fowst, the desert, or even th2 sea, aO rT.n-ricral 

rcsourcesm ccntlatue to be discovered) so that it is not ea&vy -" determine 

what part of a payment for ax. asset represent,, pure rent. 

.Another factor -L monopoly rents. The return to asset L a 

fun.tlon )f market power ard the.i in which market power i.t uced to 

increase the avturn. 

Enterpreneurlai. and management sk1ills are another fa tc.r. lth1our, : 

the extra return to as.eCts obtained by skillft l narag,emnt might be 

thnufgnt oP as a retjri. to human assets, iz act tLese ski ls often, .annot 

be exercised or develol,-x unless one J- an owner of substantiu1 assct.. 
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Market imperfections caused by restrictive government policies
 

can also substantially alter the return to assets. 
By placing import
 

restrictions on certain items, the owners 
of import licenses and domestic 

producers of restricted items may receive a much better reburn on their 

assets. A rental value is created for their assets by a goverrmnt­

imposed scarcity. Investment controls, price controls, and foreign
 

exchange controls all create distortions in prices and values which
 
confer extra returns on owners of some assets and reduce the return to
 

owners of other assets. ZY 

Market imperfections may be caused by a 
host of other factors in
 

such a way that returns to assets are distorted. For example, cultural 

differences often reduce opportunities to earn returns on assets for 

some cultual and ethnic groups and enhance opportunities for others.
 

The distinction between Chinese 
 and Malay in Malaysia, _/ Indian and
 

Ladino in Guatemala, Black 
 and Vrhite in the Jited Statos, and Eluropean, 

Asian, q,= AYrican tribes in East Africa are 
some exanles. Class
 

distinctions reinforced by school identification, manners, and speech 

often mark people for the kind of opportunities to which they axe likely 

to have ucces.. Class amrO ethnic distinctions often deterine who has 

access to information about particular investment opportunities, who 

re eives bank credit when loans are difficult to obtain, introduction. 

_/ bnopoly profits created by foreign exchange controls are 

discussed by Wi:njis on [1970] and Krueger [1974].
 

2/ Snodgra-s [1972] discusses the 
 relation between ethnic groups
and income inequality in Malaysia.
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to people who can be helpful In making a sale and other limited oppor­

tunities. Class and ethnic distinctions are particularly pernicious in 

that they are. reinforcing over time. Tho more advantaged groups prefer 

doing bus:"iness among themselves and2 essentially restrict entry into 

more lucrative professions or other lines of business. 

VI. Govermnent Taxation and Expenditure 

Government taxation and expenditure policies can play a major 

role in determining the distribution of income. Government taxes can 

be progressive, in which the rich are taxed relatively mone than the 

poor, or regressive, in which the rich benefit at the expensce of tL 

poor. A major problem ir determining the net effect of govern.ent 

taxation in altering the distribution of income is the quostion ofi 

incidence. The analysis of incidence of direct taxes on income noce:lvnd 

is usually straightforward. The moi-, difficult piNblem arisc.: j. deteiLnin­

ing the incidence of indirect taxes, Is the bim3.en of an excise ta: on 

a comodity, for examrple, calr..ed by those who purchase the conr.,drrc..y, 

by the vwholusa].e and retail outlets that sell the cornr.dity, by th. 

firm LhuL produces the comodity, or by the workers of the fi.'m that 

produces the commodity? 

Althoii.J the difficulties of determining the icidence of 

taxation ar, great, they are surpassed by those of deteArmin14, the 

See Musgrave [1959] amd Rolph f195A] for clasuic dis'cusscons 
of tax incidence. For a more recent study, see ,inugravo and 'hisgrav­
[1973).
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incidene of gove-nircnt exenditures. There are many relevant aspects 

of government expenditures to take into account.
 

One irrrotant distinction is between government investment ex­

penditures Lod govermrent cui.ren i accoant expenditures. Current account 

expeeditues -Involve either general administration of Lhe government 

bureaucracy or the provision of ervicei wothe public, mch as defense, 

police protecti:n, libraries, parks, hospitals, public health iwasures,
 

public utilitilos and education. Irive sternt expenditurefi are ',;hosc relating 

to the con;[-uction of roads, government buILIdngs, schools, public housing, 

hospital, r~servoirs and das, irrigation sy.,tems, electricity generating 

stations, ruid publ- c w.-ater ouiplies, sewage ystems and street lighting. 

Once the assels created by these investients are in place, they gle;e: aly 

provide a stram of public services, usually in conjunction with current 

expendiIures of one sort or another, such as expenditures on teachers, 

books, cnd1 supplies in the case of school buildings or inaintenaace Li the 

case of roads. 

A major quc(stion, then, is who benefits from the services ;,xovide 

by goveanmunt, either di:iectly through current cxpenditurc-,, or indirectly 

tHrough service, provided by public assets. Some services are usually 

regarded as ueinU5 generally available to the public. Tiicse include defense, 

d iu.omalt; L re.pronntations, and !oncral administration. Other servic e , 

however, are thought to benefit only those who avail themselves of the 

./ For a summary of the literature and issues as they relate to
less devuloped coirntries, see DeWuif [1974] and McClure [19'74]. The. 
best known expenditure study is Gillespie [1.965). 
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serv-ie~ &uh as thoso wbo attond school, line rovad, ,, ritty in a 

horspital or *uzcr eierihccity. It is, dif'ficult to anse-n Lonecfit' to 

us in mrnort camn. The value placod by rn individ-Lal on~ -t p.t:alnr 

govxmmunL L-er'rtce, thc.orotically, c(,,i*,,-"l be mnenrtced by hiz eow ',.1-D: 

lls13 hIr.purVeticG l- a c -iit,-Uua11J on 

viIsju or gonof' individual.l ~rE asin- a ocr lail ntg of 

total. wue of*at -ervvic' vand t-he be.,ef:1.ts iu: 1)y a~~igTi 

pmC~OntayL-' to0 tlhe t t cost oil.' ~ dug t~~ s rrk ~ A bt ' c~ 

ElICICt-icit tarif 2s;b"ion roacd-h, U 1 Cosn 'it-rii of c1ct 

charges~ . Prob]i7.,im w~alnGml 

1 1)1!ov docc one asmt.:i,,n porcciidtago -Wtoan in~2vcclcr (UJ:,:%p 

Lovorn-mlh1 , who ueia Trrinu; :enmov who bcnre:.t fr.-rr at (At*j p"Url1? 

2 )I-11ev ar jalad costs alloctc.J? 

3):!r~trff1nt CO~tSo, as vio:ll as curmnet eoo-tlo, sboill t.- 2­

eluded;- ho;; does on2e allocate invostmnt conitF-C7 

4 ) Hw does one determbicn iwier coStS paid b-, paz-'.1.CllV T4viuu&0LLs­

and groups? 

In addition to benefit i-ncidence, another ir.Tports-nt ccncept ic 

expenditlui'n -bvidence. Government expecnditurer 1zvoi ye the hiritl: of 

people at [govcrnrxtb v-to scales. If the, gc n renijxyi Lnt6: to p-,.±i 

wzigos th-,a the privabo 8motor, or if tlicre -Ic iI.uc. l~ 'n 

w boefits 

1Evcn unfier fu~)lloiuly (CTIXI .GZwaCIeO t0r) L,/:r.fi 

govcrnioiiL e:i Ilfjdtl.2es confer on -' YrnC:wic oi:whocavd 

X".11 -OS 

;-uch a Th'.ec Iinlcvrcc on *.abor ;'arlctO Tlhat \,-:aos, wx, 2.d.i. the 

goeln~~n~ ~ilabor demand. 

http:L,/:r.fi
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Goverm~nnt may), ,i*L,-o be a imchamntsw for occ I~j!it-rc L 

L2tiYamfor panr z*For c)-arr-)3.c , boc J.-nl ~ ~ uL o:i~i 

~ nvulvc d:Lrc(, b uon2ctm-.;-x,'o. 

CcodU :rn I ~enfoo)-,rw~rbu ~sL1 i~ ai,..t vc-ioy muach tr1~nocil­

fer i.Uaj- M t Lu 1:tnie.ou dl,; a L:,'81c c'i tha3~o.dt'.bI.o fL' 

CoJ1~pf-21ah.C ~ !h01 

of I:rj~1;.:~ ,trnightfory~aii than Jhut ofj ot!her 'E:Tltdr; of*morce 

In tWli*, ccti,. we havE :L uce bco1o2fit un cr'l Jtir 

incldence of.i 1-overnioiit act-lvit4.cs 121 the cr.Qtof roi.Jpbu 

sEc~rXvicc Gypo tvt o -ondpv'Ocmctivc u *j3 c an 

bp ltreat-ed irui .ikzc. p-'Kvatc eptcpT.30C IllI;~i~ thelir irim~ci; oi 

.2vflLi 

:tn 

1income d::!~i~~in o~xxtoru:poL' m~cxi:, hive yV"a n 

may LDa e' f:Lcl.e2t re oV trr:~Q~-.e ~nc~c : 1~Y 

via(_(: loveic, aw:2 frire bo.nfitj fur vior-ers. 

VII. Sime Di.otribuA.'tn ofI' nrooe Over Tine 

i~scc'bathThe (1cl-istribn.tion of in~come by hoi'cho1,(j.d a 

JkO3f2'oif innu caitl asnts -liyil a,,s. "" and govt:, .-,nrlnt tawx 

rQne1Cxrcdi--ur,:). Inceoi from assots may cl:~zu1 be :Li tW! ii.,uul forri of' 

income i.e ., intevo ut, rents, or ,rofibr , or~-In thc furi oP cap-.Itc-:ab 

http:act-lvit4.cs


Captal. gnlji:! ;noom iL- not uouilly 1xJfluxJed Ii !>tj~i.LCCU1Itohi moo, 


dof'init~myn' ou incoimne. Yet soum or the 
 b ltgkre. , uL nocL.aqlion 

are Cjne.:friom cap~ital gains. 

The rltrn am ofV inzor dwrived fmr,-, hu:1 n -qI sztrdpi; 


May VU3ry C(A':LM rbiy C0021r 't-I.M Adi Ci.i
:Voa' .k:viull hC=;O0du 

Vill exhibA a 11CC -cyv le an random variations fitsi year to,year. 

Thius, at ki' pO.i :III 0La El examigasic. 0 the (ii tStl~ io ofi. 

Vill1 rhow a. XLots d:Lispya'~~, even if total i*±.L~O1 of OeLi.; 

A~c MAINE=t1cx of 1househ,,16 uOc.rrwnano h.o*x. acn±uvtg 

00das 1m; be q!1j dcifferent. If largo~ ihrsm~r'Io1c2: non'.ao1L 

:Lieoir ho.,fod tho dis.tribth ion. P1' iiu"A~-tI Aour i'.ib; 1x vv 

wore skewnd thanx that~ of houozehold W'.~owr 

The Awn dic (ribti ion ofV LA.oru by :U 1.'or hy )iou":cho1Ci, 

affec ica ovcoc We Ioq,,~u by the wi.K% in whc Evtb Nona~r namauns.~~ taii 

phyrcloni asoa.t:; are panand~ on fromn c2r gnnora Lio to atvr.ihri . 

nnd Wnpituren taxes affout tho way :A ;,h1c~h intvrgw=2L0 lony . 

hoi~ Jaay b,'hr;..L 1A_-10 bwever) so ,;1rcng that :Whe1~nane~ cuobVrmr'
 

l2~1~o1ATrc IVOLSt\cY little inflicUOM~ OXC~OPt E VL QvzOf
Viovcre 

.u~\SOc U00t UVLAY Aii.viir1 i the populiatio.ri 
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'I ITH 'A~c Le; 

W~o cil.tixfguish fourx mainl p~liCy a-)woichos boviwx ma]kJ,, iho 

diztribut1_o:'n of : ri.rcr equal: 1) direct nc'mlrefI.v 

govrxi;/f1 unffavoCr of the poc02, 2 ) ~.) ia:f '.ox~o .2J 

by c''~n3). v1viion of .u-tbllc ~ ~sfor L-1, -uor, zu' 

.1cr' ;JL1j'L: ;byU-hIltt ntu: crTrit unJ quw1;t*;1r 

bako Ui'(; fcrm; of cthlcr fi~scalumo~i .c of 01'oo Vi:[WIJJ t'-ri, -i 

yi~~s'iv*tay. , cIUve_~ or pisiral coni*J.;cQ'lcrt i~.lar relorr. 

or, eal~of:idIstvy. thizrii -3_1.'ciwozAL:toi Tho aj~..rua,21 cU,, 

po~~tn fU. rvcu such Lo, louo-Imt;, h_,a th, cductlc;:n, %.- Wairi,a'ter 

cc tScU-Dii t" o'u, directly to thea pooro H nall,;V, 1h'':;oxeiL 

polici..; aro tlbuo c decicncd to affect £wtor j)ricc0 5Jiviect1,rytin ) 

.'sc paid L-,o the poor, xnskilled wokrth-mugh ol n'n nciir 

1 . Market Inteorvention 

The is apy,--ortch in~ovios opera'uThg en rc'sor ointiti1cr 

of uad'ii avaitlable .- 17~ithin thi!2 LCl-craJ.11~ovco :n- 1n',v.tc marIn~wc 

appiroaclho'r, tho~re are four dilfcenL "a-y-ri to _Atcvjrpt 'A, 1-im the 

doolihA efuL: 2.) tlnough price Colloj:i 2)qumI :rcoib, 

3)tax or -ubs-ldy iiiceritiveo, un~i 4;) dirc,: t n~~u..;to ro~vo vra.!./:et 

http:1n',v.tc
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Iperict1on-, hfl:i~jmm va- leg~l:aM.on, food pr.tca control .i,-,n 

introi' ~'r~e :c in tire al~l examrples ofC dinot pvric(co ctontyvj-~v~il
 

affcct M~r 0 
 n~ LiluL~o of :To;~c. ~ 'luaiti-trIve control,: ai'o
 

or~n
i~i~ i~ovil~h ro.,pot to tmnporLs . IUtfir~ can1IIYiO~1U1 
'"iuc~dvfi:2u ~ch~ ~ S'~otsof' b~::. itcr- arcl ;~fr~Iy 

~ c~~ 

t~iIx~""~rnct alc;~ncesaffeCcct the prIvnto cossh ofp c.Ip. -. 1; ~jj,/X 11 

1'ax cn rm.ny Vri 4 Ac'c!.terated er2.aifruL 

he Sub',.;C( fol 1 irernc TJ10 1) 0 S~ cropu rn-ybe fete 

,tp-:ha..?-, ad stocimp- .I~t~o y~ve'j w ~a'c;IgLor.
 

vibiob tcib?! riml sujjmOs (thUL ta'virg VIP~Lm~'~ v lo the
 

yr'ie~ .."Ach AE oc ) or deficlt3- (tlu,- subsidL1v' l ~m~ and
 

raifl: ~e-,ie). T,,ix-iffC ar(I cxc i~c tr..zare- CALur e r~r2Of -VIC2 

lice of -to -11 J(r vc *'ho !,oiu'th In.jt, oc of ~"z :rff'e~t., 


1 to lCt() 1, b2"w naT.'rt uUc2r~~~.Equal oc.oou.nity icRwL..
 

latioii, crh~m:!cd ed---atSional o ?pcrturLujtlos for d u-advwitar-ed grouixi, 

ant -t~mienorc ,and (.ffort,- Lo break r .. ~.epractI.,e aOu 

tru;cm,:-"n wn1 rof.'z~ aroe of theComn Locdiauez- uoed. 

PIjv~cnio c. l of lnarho.t intjca-,..LL±Thon to JJLjrvve iucoe'!: dis­

tribmon -1udo a frCO!,(c on iipper-ciO -.w~os and :rc Thinliar­

oceun,,ci at~rthe (, vil. servltce. :Ln1 Tan:wia.! In ub,I, M:tOIAQ~ 

JQc toare au Z a vcr dect uppor imIit. which prov-n lk-,:largo i­

part:, in w:age and -alary iumeh. 

Ancther ~ .Luiainmd at ailloviatirig poverty :- -to pI2Y-vRIC 

for 0(10h inidiv:tdulal, a 7 a rnattc1 of righ1t, a bar.,ct(X 2;- o braniC 

http:leg~l:aM.on


,Ii.. 

fl-ossi:-1o. The tlicorj is tha~t nlo Indivil )11,d bo ol'PV~.f, 

nec eu,,i t-ic sc ~~ of itnability to pay miarl,A rcv; 

Ecini~.;cviio belitevc -in the util *L,- of u,;Ihj -a'yWni.utti 11 

~btho of' directa~: uae rr:v'c_ or yc~t~1~~ n:ixxt 

fcrof iz ta2: and irabotdy incaanur , or t;1.cD of' of.~~jut 

T'u urSE, Of' direCt pr wird qintl-,Ii contr)7I cmtn brif~..- o 

---.-* - .I'.,- t cm nr A)',.c -

o cffiivV' y tax aId ,ubsidy mcasuNP,~ oV c, ro':b'ct ?on ij mrltrb-t 

I23C2ailoqialitles often arisoe boccv.-c of aluirC2IT.t :to (IIrout ' 

conitrol pr_(et; anLj (jluwLrt'ties for re asoil., oIt2 -r !-,IwI :ic.. .- cliprL ILt
 

om:tnequaliLieC may be ro6LiocjG b-i.rl~ u"ji-t
 
co.2atro- Is A 2conLxvo1 b
Y,,i.'m.U.ep 4 'liC1O YCisp 1ji('' LIO .J! OIl 

Iconmay fact, hivemracs tos~Aon i edverrr', irc-crvsd hiu 

L-~~c~'- becal'ioe 0, the effec-Ls on supply of t!,,!,C Ci(A,3;1 !_-d ) 

eimvrgfreii_-e* of black.I rnav7,':, ,. l cn.~i'~In fact, thcn, of 

rc iltie.,j at n higher average price ias'j be cniudby th~f p~r
 

parYcu>rjvif 
 -ti-ey Y,'we limitedl accen,,. to rzx_-~ w.xlil.ch ]rL2*
 

-ceeffcc tively eontij.lco and im m)sorcai , LA.'tlcf -rf'.~. 
 i~n 

bJlaQc mark-ets, than middle and u~p;incolne ilo tn,!) of'Pup: :! 

Wt'0t2.lfl aL30 -in connection vrith cont:\,1.ThrT exc . CJ,, 

Literect rratel and all'eaLioii of' credit re~1.~in )c(; Icdj L cd 

i'igiiea'itrL:: ratf-J for small. hor~u-,rr2, ;..,ce 1:11n!' :~ig 
(.!ib~acjz fo ci ,Jit 

http:w.xlil.ch
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The c f'fect of' marJket intervcntitox pol.c :to vjla:!eli ii[~e (
 

1;1(! ric ol jlab)or 1).,nJ capi1tal mai bo mily-od VI11'Ol~i. i or 


the curplufw l.abor nor.e1 d-fluutic..:cd eurvlior In ti ho c-,I:iay. buot ur;
 

acmijm tiiali tho1,r ro-e tlrec rec tor.,, ather ilui ju.- tro infYJCal 

aJcd :wicrn. In patiir et no acour'e tha cAztexice of' r muclcriu 

~~c, :.i j ufrral Ur'r;i SeC~to:' -aid an no :v 'ir iea nr 

ChOXVr o'110 fou):C Jif~ci~)a zOf pOOPILc: 1) jiidca.-icc bo-rcpti ;, 

non. c x.'viorhcr ; )ubi nora--.o irk.-.,u-31 

Az:.'u-hat thc ixroduc tion function for the i oern -:cuUcr 

( xh:bits ccr- %ait re Wrxi; to ocuic, ar labi-un'i h~~*I pe 

ti uk:r L1le of' grwth rL of' tho i,­.r) Whrtt r.ate rf'dc-~ct*ll 

.L.g v.mby 

rL =rK + -r( r ra bfl-,/(i-/ 11 ­

wh;r,- ih the rate of' grovWh of' the nxdoe,r-,c W~r ccw)-tal stoci1c,
 

r 3a h ratc of' capi-tai.-augnentIng tuchnological chang.go~i ic th.c
 

~~~~~~ o ".is the clasti.ci,, oA,
a'-gLfl: tchm7?(-.0rg:.cal chanige, 

,;uh-sLituti/n bct.-eenfl .T:ta) and laiuor,/' ir.thI~ie ha of' lab~or in 

i ,M :d lc-, r2x t,-tot,ajl ou %u r
V1 

'uho 4i. Lroxwbb of bihe real .. [f 

ThL.- r Lret thing_ -to ii6'l inqutAtloo th*la P inc.oru-Io (I ) 
:m ' al. '.,".:c the inbc th-m readuce oute of' labor ub.,orptlon Vic ondoi'.' 

ocotoi'. Th im r.)i;-,,.±t of chcroducijlon .;'.s (iroulty rmlutccl to 

http:clasti.ci


to 4,labow L: in to-tu output. Tin last torq in (:1. 

1~.\~ic.. CiA;c Qlyehdirect CfZ'00 u f wngo ~ Ir; tix 

sac0o-. Woion, To t~he c:. =t that Wany 1cc;wc; ion 

1. , of t.w or. in tho Ioacrin sector, Us vwcuo.. GS our W1," 

* of --r 7 K A A'I;: Corc we am conuezo(id * Th -pa cuplz Woier o" 

10ey A A tellimr avctor) Wav.eor) WI. .. - cd . Mtcrs in 0:2. 

11 , tradition:'al ne lot meg b aLrcW loQ.~ Lf~~ 

~;:2 .' ;.~bettior off Loc use uf iinverunco mlgrr _oa from V]C 

WOW- :;MC WU;:Q AL~hat Lraction Af "iiur iW2e4r n i~cr uaq.o~(see 

0 i c Tc-2a fQ4H ±'ho L4. Prom the Kn'.!W09 L.nZand vtlcn 


1' :IrICq;A w uvcr::' yo(ductxy :!.' i3:q ':i
 

~.'t~~i~ o~. hich tondo -to bear th3 brunit of vrny reuat;onr in yrcpj,­

1 
. -'-in , . r woZr. rob i n.hi :-c t-or _rg-,erar(,.,,rhe, in 

*~~O 'uc... 0U2; ani-11bn, irnco::c Or the~ wkMJorn sector... Y.i tox-tal 

iU. 10 to-1-:t demand for u1rbanTI, t-cw:tSons1 rx2 tut a a dies ,!.d 

*o ( CpIYY ., a (a r i. . orai coctor uv hiit;,, the .f2Any2oc .1" :r LwLC' 



inLh1 rx)Cj~M r,.ctor exyerts a depronsing in~ci~oilrP 

traliitul.ml-2c'(.;m' output. Finally, increased !:tr~e:from 

the rut.oc ~-t., to -the urban aroaO, inv &.ell the r tcaJ. i;l ± as 

foi-to ,thuS cxortinZ f'iu'thcr doVrlVa?1C Pt\.',U,., Oi11 ~tmi 

the tradLional -,cctor. 

r)ne can -,hov. that the redueoTton -.n per u'L.~x: 

urban, trcc~nlscto-r (ice appon(.UY.) is diroc ' rol,; 

C.aLiC.ty of' ur01*'ovi1etr uput .ioL~'c U~.Wrr. 

airY4I~ hc ha-ve of Labor i total out-01:. -f' th: , .flLrn~~~i~ 

Jmw:[otavico of' thc modern 3cctor relatGive -to the v,vrab; i..nr 

sCC';,; tc- Jc !rcazc :i rlate akc rt --~I, 

cmKA"a InCP~h 

Lhe of labor wl tlho , 

scarand tho of' labor inigraticnl Jo;. >ral.las Lie -1', 2 A- 1,C)1 

Urban areas . 

When if1emr rector wages imc-rea;-e , the cha-ir:c i L!-c d. 

oI: inoquaIity il- quite ambigaous',--Som' groulps .v.ain,) htJiI 7C hr 2'",.7 

Theuranpoor) 11r r._irticmular t-oni to bre sOCco:f". Althc-.1 

thox''eLuL~LYAil th'o counti-yeide nay be alight, buit ;cr off,;hr~ 

who m-igrate- to u~i'1 mx areas may be betteor off or vx)ei uu off, cpn . 

o .chor or o they get high-payingr job.n. It .s ccv1L&2.n-r tLu 'zal 

KAIeu110P o in ndur- iumT-ploymnrt the urbun 1resand Jin LnCi ; t 

~crcax~. n aL cconor.r chai'acterine-d 'by the itry:;dl uccz.; x, 

t1-he pnm-rost sc-'glrnts of Uhe 11pc~l)atior' arc;Gl l' 1 A, 

1-n the irodein sector. TheO lot of thu ur.vn., pi. 5 '2"i..nA~~ 

~rc2u~~xiy ad poverLy 711 th0 Count. ,ysi0;J 171r:%,dito 

povoeity cai1 una~'. 0*)11r)Tit tL'Ough ira Lion 

http:C.aLiC.ty
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An wia1ysin~ u.V thoce markct interventions vwhIcl affee L,tile 

iricwc. of c~a.canx be made ii a wsiilar fashion: 

'171 rx to Cotnrmine the effect of' r. rodiictl~.i :i the co.:;L of 

cupi. Ie us an'umic that th co:A ofc1P~l frtjol the 

invostim-iiL. tin T 

co,-t of w L"j beoincs a fi~cd co,-,t vnC l.i iic. a faiclr Jiyt decvmlmn.ii , 

the capAt&1 iabor r Ex-antce, hu..c'vcor, for a cn~.~ ~ l' 

curta~ilte2:tyof ;ncw Once cukuI t !,n vin 

Gf i~til'~o (i. 1 -ocluctioni -Acntiua, the opLixial 1i'ftL 

cy~1-h'LCrat-,io LgIven by 

7v L1F')T D) 
ci~re an(] ' are the dlwtrihutiorn cmd ciasbli y pcr izV e.~L.o~
 

of a Ci) p'0d11C'titOL fm<ttn d TIV iz tho price of cap-jvjina C31)t'c Wd
 

heme to mne~ol the priec: of. capitl-12 fLock,. 

Sujpo~~that [-iic :vQtc of capital. accwrnilrtion in i:CoilFy t'Uerm,,J :is, 

a 11 ::' Amtio (7) stcock. Then, thoofpW~b o~ex~ingcapital 

real. rate of capittal a uminlaticn is givem by 

(3) d"%. = 

If we Lubbsiiuk. (3) uho (2) and differenitiate, ie obtai 

(1py) 

http:decvmlmn.ii


That icy 1Uho percon,-tfgo change in 'labor abnoxptiolu 0-1) -Imnv~*~ 

relative to tl ! pc-'eeitage change in the pric of' cap'ital, depelO.: oil 

the elan t-wi1ty of sib ct-itution. 

There ar tw.,c effectfJ -to -IV'J)ke :i'ntu necount. Jizthe 

r'eduction of thec T~-I( of catr~-al. rezultz7 -Ina su. ~i:of i cLT.-r1 

f'or :labor wih c~ii Tbor am to.At the saU'-') ,a lo,,,ecr 

011cca rUC'd.'; x~~for cfpital InOr L IT. r---, i.,, av.uJr 

vLc'l 4;o1-irs v~~hic ~.~~2~lh~ ~cp~r*If tlI:. r:.1"t"A:lityj
 

.b~ituticu i. ;l thar wilt, 2the £:rtef. YJ,.o~cEi
ErerC. c' 1 

seccond tin'J labo.-. 22r) znro~lux'd vk t pritce c.r -oo.'0 

is c~ccro'vx'cC 

The efrfect of a reduction in the p-ice of' caplt 1 can then be 

arrni-rZed 11- torlinz of tl . four' Froupo of' perjp1e.. To-'-.J mwoer-soc;o': 

Oiltput "UI1)vo -,1.t D1 so dern- ec-or c n'epx vcir,-, ri~efit.Utease ti fit 

from a rodwuctii:a I12, Vi of caital . Labor ab.cgetion .1I1Y-.c -t K 

n'odcru c'csla N Ul-ih r CremJC or do~ ~ i~c:Jti~on theclu 

of 1o-tu rebti C2CU~Oyi ~itiier tr..LOItiona). ol~ Io 

arkicli by tlbr oj~cim:- iup of wore rodern-ricei:.or, h-pyt:jh.'Yo 

urb, infoi-m:r.,. sector m.-ay, gain solr4zyfiha.t th:Lourh ~nr. vedde 

demiand 2'C.l.~vrc- .ncroasec Tihe rural'C ffoden-sec tnr ou'U-IK 


tradli1onal-lx rove vi are 1:Kyb
x)CIck2:n-socto:'. ,-earncors - be 

much i'otc at all. 

Nonm' of this, talkos into account t fact that ctpk,. 

sul)b;idi.es req-Iare ci ~hov inpreasecc taxaiaon or *iYl. t~ n ord' to 

effoc b tho :bnplled nrca). r.oiro tran,-.feo to ca~t)s~,If' thes,­

http:sul)b;idi.es
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are tak.en into account, the rural, tradit7.onal-acctor mid modor'n -cclor 

wage-caxner' 1' to worse The spilloverlikely be off. small rains
 

made by 0-,, urban, traditional sector Nog be completely viMaNed.
 

The bit ga.incrs c' tho roderr-,cco :cWr p
Uncrencurs. 

1anip:'.Latio ; of modot7l-,.oc Wo '., ra"n r subvid.ial.n of 

the no::; of cnl-;Ita] :..,. i,-ocle.-str L.,r1.prr,.r2 au- I brIc b,by].y, 

to maje mjci of a di :,.enc An the ovcpall vnari lty A. ln.. 

Som .,-la"i.,: poor E:up i ,alh wiml.e others lo:ne, due to acocaz* 

effects. la part:i.culn, the poon;.t vr)Pr2. 'orc!. in te ,raditicn, 

0Toctor',3i a JiCPC;rU' 5 1, ri 

.ude> -Ceeuc. ,:'. .s cr reduce tie cost of oaptal Lo :,:Aorn-.-eclor 

enltrc)reneurs . 

2. Confiscatory Policies 

Confs:alcW , politic.. Aciu,.ke ta).a icn, 1,a,.1 reforn, and 

nationalizatLion of :hdustry. Progucc;:7.r taalon 1:7 not alway- . voi%, 

c(fective. in a Ioor count , only cerlain coi ,.ts of te! population 

a::e likely 5() b- %?Tecc, by tO.ation; in parti, lar, jovu.ernL 

'Wolr :s anJ -I.. M- salary Ourner in the modorin ucctor, Ahr'-7iate 

records of age3 and l.Aries are kept regardling Lioe ,.oor ,and 

many inns beveloyad co1ntries DUVe inotiLuted a , " 

of wage and ,ai.,.' tax deductions. t i.n much mor. ,:Tiff'ilat, to W/,­

.junwnqrt ul Ll.rail ., bt,Tlradv j .jim; "L1-the Lional 

o.ec to,.' It lo also difficult to tax )irootCorf::n of ,:fier..2d :hlcc. 

http:Aciu,.ke
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L dnixc:LaJ~j ~ if' a, ]tajc1 o:aute of* :tne''aitt dovi1o:08 

mi u.onall-r:C11l ' istribiution. Unoarncod ilirornyc, are d .ff:icu.I 

to Q~~3~ c'~~ .c~iy b'e ]J~dden entc:pr.L.e ot ill ti-., :1hmii oj 

ex~u~-v~ -.o2< -p:a7!y lious-ing, a.TId coirpLair; ta.rporL1l~~,c , 

A worc.2a.a ~~rLc to L.,co-.,oreuitKLftn \'V2ti 

1*~:2?h~tc2 :' 2 :crj.'p-rodiuctive as3:ots rathr lUawn .Ci:,..al re­

-2 11 *.---.XC1;IiomLaUy agricu!tinral ez-'Tcoc1ovfro, 

1X~Ol.i KC hK I~Q11 ~ f L, J hov.-u;(-,, huw 3JCA 1".'rr good. 

lloi k ,:- 17, In~Af cC~l , > icl .;1x orc -. i .,i.'7y )ri. 11--,c 

sc cyI (Ii cdJ'n for d:.a2Uiic lard2 reform. i~(i acfcim ~ to;o 

I. :2.. vi] VI.r-;~ hhwUnl.tod %e r~ o~r, in 

alL. I t 1 ­

rut,tic cn Polivr a, ti'e 

~ M'J!A .(1~(2y 2 hi~ .Otiher l;-ypc,.-, of' Poiir-.0-e vhiolh C[-i r~rffct t! c 

I~: .:,-A ,.Of i he ru'Q1. arcagiu irJ 'dtail 

rn'~n I~ ~;.a.3 .uxCo .(uba, and anid 'jo(A.,a]i,-j 

1j,' ";cr sector 

.&t~~u~ :tio ma a policy hais of thu, same rvbr1: a,; 

.htrid to.l"Orx. liII~~iit j.., difticult tVo ac.hiicvr . A1Thoiui v ti: ti 

LV~U~'~21l~y 1ilC 21ollf% Of the0 v;althicst i'"t ~% 

toi :Incon-ri Tty..)ji LWic Jc ar.d tj tLoit 
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absorption by the nationalized industries.
 

A major problem of both land reform and nationalization is
 

that it often does little to help the small peasant, the landless, 

rural lab6.Ler or the urbantraditional worker. Land reform benefits 

of-ben accrue to wag labor on l.arge scale fanms who gain land or are 

abCle to increase their share of the surplus;, or industrial, Inodernl­

sector worh: rv who are able to captuire an :Lncreased share of industrial 

p'ofit,. 'fu.s:, land reform and nationalizaion chiefly redistributc 

izicomre from upoer Lo lower and middle incoim groups wit'.li a sector. 

ledistribu-tLion of assets, if it is to be effective In ajsiting 

the lowest licomce groups, mst be horizontal across -,ectoys rather than 

vevri(,.,l rithin the rodc:rii sector. Horizontal transfer policiec, however, 

have pljcd a smaller role, and indeed have often been regressive, even 

in reluti"<1.y distribion-oricnted regimres. Thus, it is not r'2coion 

that countrics with ve y "advanced" labor legislation--which in practice 

favore modorn-sectoi. workcrNs only--have regressive or neutral fiscal 

systems. Only the inr ambitiou2y egalitarian regimes, such as those 

of Cuba, Th-iz:mia and China, have created major systems of horizontal 

rcaj istribuation. 

Why has redistribut.-on been so much li ited to vertical transfers 

desyitu the strong]y egalitarifin principles of many developing couries? 

Ono obvious cause i the self-ronforcing political strength of the 

modelra.- cl:or--particularly, of bureaucratic Lnd labor groups. Adninis-­

trative factors arc also involvo(, since horizontal transfers nced more 

intenridiation. 
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.A less obvious but also relevant cauC is that vorbical 

transfers enjoy a moral mrpport that I- not aasocla:tbd with horizonutal 

redistrIbution. This moral support is expressed, fPA nctxe., in the 

labor theoz* of value. It is rooted in those noliioM, of justie that 

link rh'tz to thc creation of sornthin7 ()f value 21Xi1er thun to i,: 

use in '"h-1isorical" as against "pattern" or "end-utat&" prn4 of"P.r. 

justice. In di.cusu.ons of the right to property o th. 

argwurent often centers on the question of why rea lly .J-xdiced'tlat 

income. Both pa-rtis a e implicitlY acceptrgr the (i, bributive cl -im 

arising out of the act of produc. ion. 

By contrast, the ideal of income equality, vhJtr~h is required to 

sustain polieIes of hori! orital redistribution, ind more generally, to 

separate di trJhution from pcoduction, is a weaker roral precept. 

Horizontal t ns:ers are iromrv commonl suiported by C'eOIjws of charitiy 

.
than of ,ai .d charlity is mruch t oakcr of tlo;e sen:hntc. 

The corfmmst pr .­capt--. each ac:-orji~ng -o his needs'--remaiii; wu "deal 

for a sc:o:c.ty of "r,uwrn," not bamier 

anmr-gst ,' poor, an 

a .orpoliticel ation ufdayj 

Mbv;t of the xtdiabion provoked by "nequaility" :L- "-atifId ,:yiv-.h~. 

te i n .i,oire levels; in poer cowLr.T-oT, .'lam ,s t.o ;A 

of scwdmal at the xistonee of a few rilchl th113 

levelIng 0.vm those exbro.mes of wealth con be achieved -j~t?,y k h<;r..tnj 

.12 This disrinetion is developed by Robnv.b Noich: [1.972'. 
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red~loribution. The nataire of rrril f'oelng'o b1mnu ro-aforc.: the 

na bural, polit!-(1:11 alnd adniuis18tratilvc difficul .t:Loi of' ad ic vlaig 

horizont~a2.2\djsVl5ltin 

Thc~'ctcai.;:cc1~for~ p1IIrpw;c~t of wri'.1,, in 1fl, 0 d"is ~jbuLi('"'ic. 

land rcfom'nm.au rationalization are dovclopcd in -oukl dota1 Ix,ir±peprn Iy 

Clime, arZ, c)e, oyloi~ vnl Caiua: in this voiuic~ 

3 . Prov LtzIon of' Publ-c Serviccs 

A third major set of policies tbo redres non ib1~ 

involves TUhe Tpxov:Auon of owr'cn CxLCrJfor po-or gup.These 

invhuid-. Li~icl ahis(a) ~n,'tetin foccior rcads and 'r.Ii-hgre, 

0ac tr:w. -,-d watr ui .'Mspnoor Y."ral am , broadc-l-i! acccoss 

-to caJuc~aticn w-id c!~ ~%'50G PU~I)i2!0 J2 -XlId 1Ut3J'.L.U.f (C ) sitt? 

andIC.IL~ orojOU (,:3 Lfl '2?C3UU o: c c ) birth cc:rr;:m1 inioivmauuion and 

subI~~a;o o' ccY22>cpivsOo: h~ r; 10 ) Th3' Y 2 

scr~u~2 :~bs:d:scsed ; (±)fcr I ~r anOC pcJstiu IK, for small 

1' 2~1~i~.~;(g aricultu-jral and idiu,.:riaI roc arch a:s'ed ar, 

~ v.. lyOf -ti, M-411-1. iar]M-e cr V':pcmur \ e classify rubl.iv 

worK., p3\)Jn,( b-, a,,, "ut L;pfl,]u-,U'F.J2CflId o1:Lcy --3-:20 fa-r as Vi~e public 

- t,.~JIL'ClL~ aatf D""I nd1Ut *I Lh tuta]. 43' 

resWl P; tr mayv provride cenricc- .'.or ;.he poor sojrcnts olfro"I proj-0ots 

tho popula,Lio,-n . 

Two prohl .;j~o arisu rt re.spc'ct to blc -c*.v-,ACcl f hc 1(o,-. 

ix! is haL of' '?~ Acce.-.,, to( a xnmd , a .. school. ori a.Tha 

public p)ark, for cxtn!plc, ma~y he I..ittod be 1:cof' locaV..,i FacWroi 

http:andIC.IL
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A~~a~d1x'ol~of-is that o~f ~ln~l~iY fc~5 

3331itc-d beento of lac% of COrj)3eMi1Itaryj
p'iblic fac:LJ.ticS ITOY be 

best; used by tbooe who have automob171c 
ansc S. V"Or exar. oads urc 

a iwnls, of tVrancporli-;he'ial, ;euo C aild parks by thc:,. vikio ha-%y?: 

rura. V'-ds, i.-rpit [Ind prI.Ce ruzii 
farmor oCflZln servrices, fedr 

cof~p1.e
ti hravne lcil *~cal h 

flA : r'iutt loll 11-1b.A. by those vic 

public Sarvies may do0 11OUI-Inc !yOreCi 
tiel:tary pivI-n , TW2.)Iof 


~~
 diru'*itics .This ciiggE.-cJts tnhat :cUt~CL ~urCJ'OV~ 

-h .,-,Y be a necess~ary precoaditOf Lor cthcr rc 
of' ipri:LY icc. 

desired effect.Vhave thediu.tributloii policieS to 

:,ate Tfl3k YUnt to rs±ctaccess 'o public
Alte2:na ,vel~y, the 

-'-oren1j
Lods Th teofahstl, for eyo-yri.e,, may b-, restricted 

Liccess to irr!,-ati"of %-atcerimay be graited only to 
Tow-i-icoii familikV.. 


or sito ord scrvi-eeC pro.'jec U;- nfrky

sm~lf~r1..U--(- of public h~ousing 

to lua- iiomo groups. In some ca-r3-*lt is ex~Wf2)~dif­
be vestrie ted 


tc i ~hav poor' atid to 1isure that oily the,-y have c&'s
 
ficult 

or social policy dicUa--c T-hatu acceSSrr
In Other V"wen, cucstom, tradition 


schools aind roadbs are u'mnally aiVicto

:bho re stric ted-publiC 

liwxy~o io nble to use -them. 

to jblic seri-ces may be imrodified by uoer charges.-'icccL'-2 

cos:t of prov-r!.d±2 aaa ,-t
O3fteni urser chax-e.s: do not cover the Pill1 


E :el whor i,..:
have an element of. subs-idy .5,1h1l's, th-e iiser charlmest 


there may 'v,, an el.' rment of oubsqtdy t hmc

eile2o., Pall Crolts, 


not be ww:~bhat any coKuniot--; J1:e

uLser If the service would 

r.~i ~~I./ Tan-zi [19721 riii-a-ntaizic tha-t re1 o , ove~-rlfll2U 

public servIh(:es at bes.t transf'y'NJ" 'o~ bu~me rh':;I 
QYTOf~htd~son 

of' 1intitati(:A. , of' asLC5 td c~JoICtV.
the uppc-ri' iddle cla,*s bucauric 



govemwivI. I)vyidr~ the1p ~',-rvice. The exinteance. of u,"ici'- irje hovwever, 

3f8 rsa rit :c s by Io-hom groujps Vwho rujLt; a.ortl el!ie1''cj~t 

user c]~~m User cha'rgelo may bc detcemabied in adir :6ztor 

fa:,hion a. re[Lmean (:I.* ovriir -th.*tr pruxblmji. L7ri.'IY ia 

rV~ be cha~(.d les. Th2.s ma~y be o'ieinx' :.nuc uuu.uWI 

care. or schoolrs,. but rioll in othevs, such at., road -toill,,. 

4. i~~.trc.Oine Policies 

Fin-.*tty, ."Ovc-lrnrrrjnt lm,) try -to LWIeRCCze ULrcw:,.,.: of the. poo-f-.,t
 

group::, by cengagl- Lr. nl bvillfho.inLn~v public iW. L',C s
 

Pro.ec L u, b:' rcr L hawe two ba.c:r1 The firct ic to- soak-up 

uri~c.rpoiorrllt,, pali jlarl;)' i'o:Lul~)(.7~l The ;.(-ccoyd isi to as 

v'rc~c tuhe pcror x2t5LlLC 't'krerci.:: 

To the cytc:uit that public v.c-vlL- uil-e im~jetloycd
 

~vo'kc~;,they ho hilis 
 eo)'oe'j~ju cff-lcixty and reclistribateccw., 

n. 0)~ea~el'cIionc-: makes, .f2sjL im.. - tho j~o(,.- iLu rceive nyore 

C .. co, iu-l a~ic :l,.,ich ib rcluw.1voly mod CL over tlie, l'iig*--run 

b~ecause of ncr ai payduct-.Axity. 

llu", IA vril:.. bLx ascocilated with a rural develoliu±t prorvam 

v.c±airas -), licreoncig sinall fv-.-ir product-IIAit,.. Thuf, the pror S*T,* 

rl,',y have blt I af) ., peo:,d.i Lure ef fcc ' on vages wnd oi.7~~'>i;ad2b~ot 

Ol£uct . A .l (V~oen, hoviovc'± , Yic bencfi,, rro, not -Lo the Oil;"AlleA; 

faro or. [The 1laxdcsns, butb rather to thc larcev '~q~ 

Alt~rxaticl , ~uWie .'rks rTmi:,ii.- . ha vu an Ilrbran L'ocii-,­

':uch ta~j the biuvldir of low-.co;t iblc'iiit Lll'u roral pub.lic 



viorks, the ,.roject. may pmoide substantial beniefits i.o *ho j:c'r~st g,(mpu 

a:S well au c npendibure effects. The key Lo expenditu >-or:bentcd poliZcios,
 

howevr, i3 that they focus on labor-inenns 1vc, cons ruction activ:i :e.
 

A related policy is one in whkch tue governmnt :t:es az an 

enloycr of l.ast resort. With th,- kind of policy, the goverE'nment oLfcrs 

to hire anyone for somo specified minnimm wat!Lc bolu. the gof'.1Tg mar".ot 

v,;. ge. Onc nned :7t be very concerned as k the quality o-.- -:.)unt (4' 

work perfor-,P'!. Tn this; Vay tho > .orst ii rjners of the ;-. ential wo- 1 : 

force c~aji rceive suc minimum level of' "rnonn. Furthermore, tlis polic­

has ti.o adw t.tagc of awN.-.-g a test of ho : 7.uh and : seVrO is the 

prnblem of , )y assessing the iti .b-r of people who offer 

th_.r service; at the government minimum ",#ge. 

IX. Conclusions 

Ti.c various policy alternatives discussed he'i-e are deai.)t ,!ithl a" much 
"gr3ateY' lengrth in the policy pape-i-- ln thi,- vo]uo... The .W-,i " 

efficacy o _' ; policies, however, deponds greatU t1 ic use ofon an 

app.:prop)"Iatc ii1del of th, inter-relab.1oiChip ijt.'..,cen grovrth zu.d inc...n,, 

The idej mav vay from country to country. In a hig.il- dualistic 

econcrnv, poll.c ie.; :mit t;o be aiv. t reduc:in, d.!m-,anec,:c bc .X'cti 

traditional wrid modern sectors. If wini fall h v'r: a a ... :, a 

-&ion of Lhe diStri -,'un of incomie;, then ,oy!',Ito-ypol.ie i,.idit I,. 

110ro effcctive. A; -,opriat., po]icies wLl po'licy rn>:es i).l be surnmaricd 

=3rd exained in thc *l.aLt essay of this vC*.u1me , ih thoic k~wds of 

relationships in mnd. 



Aicny" Wilon rudCh~~no Ri. rranq~ Jr. 

in thir up =10 we Snyac1;r y,,orU], a :r&:dcl A 0 cdhvelo"K 

eco~or~ !IO ;cQ-c:~- 1.) a roams reawn, £) a ruralvi ieA1vr:~,nrx~ 

OR x or Tmior.:,i 2c c~ua 3) an MaQ n Uraditaa , au, 

Lcxximn mccLcor uubyaL Q) ; a fPtu10ticra Of ca;:Ual K nventY;o 

THe pnrap::cry -'ai ine:;semb capibJ', -lid lctl.0X w.1i;rao 2tiL-:e 
C:?2~j, Etoth;pot P:&Ly r~d, r J'-uc - of -,_. .~ 

The roder-- :i; wtar wurc rate W is v f~cti-- of 16.e 'r:i 

py"MUt; 'j:-, of .1laboCr in tho mdecrin se~ctor. 

V/n assun~e tha~t tradition m a out pu~t !I- r1 ~. J'r'.etor 

,c t;0rc P ocau rucry tAwely, air each OPi S oo Tat
ono-cd nnvc he 

f.lirt uf AM.Lc R. WT of~~ tLC tditimloi rece- r cv,±A ad U 

OUP V~ic~is b Ur too?!u Zonal secotr 00,11h io ;,Dj to0 :,":. mode.-', L 

0C. uld iv1 i vuly. Thi,iiiUm for the uAP i; m -r 



we have 

(3) Q1 1=QK + Qlm 

uxu] for tl c' rural traditional ccc toyr 

r rt + "rm 

PJ~ 0 ~oasic 4- at tradlltional rctroutpu~t cc)-o:urft; -uhS-1 

traliit-ional sector is a constant an.unt pea? workor imntr urban o. 

rural trs~EI oct or. That in, 

(5/ 	 Qlt Lu r 

and 

(u 	 ur L 

whorc 	 L aond I. r -rc Uhe :,r fo-rce emrployed ir t.,o j-,bsn v,.d rir-al. 

~ ttc..x . aiid anLd L,, .rc. t.!cctosa' 'csr_,ctivcey, 

Tmdito c-!tup' uutoumt .iuca§ocunjhui:tior. by vuo~lerr 

%IC!'1c210 a;. vuirPed to be u. n'uictiou of' bthe 1cvrel c-f md_. 

.soc or c-u ;U 

ri 	 jfQ 

anV 



3. 
The urban labor force IS aff'ectLd by jdigr,,Q'J,, f.om the
 

country side .
 As in Todaro D919 1, we asiv,, L,IhUI the "b.C.,In .aL . 

i:rcc, T. + Lu , deper:1 on the eT)cctcd .:a:ro F wh'ch (an Ix achieved 

L, the urbri area,,,. expected :z veo-h;cdThe ,-age a ave.a'ao .f the
 

;,.oCicrn -e.tor wvaj'e "vaLo I and per capit% income 
 in I;hc u'b,h traditional 

(9) L = (L I + 0u)/(Lm LU) 

Tho urbam labor force is a fumction then of the dIfference between the 
,-ge in the urban areas a d per capita -" e nwaL - ~d orc&.I)!'Ua -nco- -a -1- t. ru erur'al areas,­

(10) Lil + LU + h(EVI - %tL9 

The Rate ofTThc',.lo-,, h•-

In thi.!.,,odl, we as:u.- tiat thje raLc of .,br aborpLion .nto 
the modeo sector is a fimetion cf the rate ..of capltal 

the nmderyn ector, the rate of techmological change, and the rate . f 

chl.nga of the wage rate. The labor, absorptIon furction c=o be deri.,­
as fo].Scw:s 

First, let us ac,:sure that the produciJon function jn (I) i;, 

homogeneous of degree .> . That is, we may have non-cons.-twtv retuin': 

to ;sWle but the product-ion Puno ion !L sb:]i. ['lm%,leou;;. With hon,­

geneiby, '.e mV m'n'L (1) ao 

i 
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(II) Qm = OT,M f (1) 

where 

=(3.2) f(k) F(k,1) 

and 

(13 ) k --,,'.K/'tL 

DiIffor:ntiatjig (1) with rcepect to L,, we obrtil 

(t L D[f0( - f' (k) • kI = VISLm 

f'-ultiply (14) through by Lm to obtain 

(1.5) - ff'(k) k = WL 

Differentiabe (15) with respect to tim and divide through by %' 

~(i6) 'kf + mn Mj + Vl + f'1 4 W +____ 

L f f -L-1f 

Different~aLe (11) irlth respect to time md divide thrcu:,h by %,. 

(7) %'m _ 



Differentiatt. (13) with respect to time and divido throii& by k. 

k k (L M (m 


Divide (15) by V and On as rivon by (1i). The ro,.:ult I; 

(19) 	 ­
(-'L W fLV
(L m , f, 

Substitute 	(17), (18), ar.n
(19) :iito (16) and collect terms. 

(20) 	 . k) + k-] [kI)) f +'k'(f'k-Y) - fk + 
f JL [ £ £ f ,
 

+ " - ( ') fkl(A4 ­
f v f 	 f i 

On cai show that the elasticity of substitution 6 can 1e 

expressed as 

(21) C- f 
f ,q2
 

We may rearrange terms as follows 

I/ See 1. G. D. Allen[ ],p. 48 . 



-(22) 	 f 
f,'( 2 Cf' .-f'")
 

f f
 

Fi o:n (15) rnd (II), we may vrite 

(23) 	 f'k m - WL_
C (2 y 

If VIC. lot VT,/Y be denoted by /', the sharnie f labor In tot]. oiiLpl t, 

the rci:'t :s 

(24) k'i 11~~4 
f 

Substitute (22) and (24) into equation (20). The result is 

(25) 	 Lm ( [(p-i)( -i) .*p' (,,A " - (iA' -. '. .
 
LM
 

where 

(26) ' - ..' - )(--) +/1 - /'(-l )G 

Equiation (25) is the labor nb,.:;o2-ption function. I gives the 

rate of labor absoortion into the modern sector as a J.kVution of bhe 

rate of cpita]. aocziulaiO., the t of cau.taLJ augicntirg,Id .]lbor 

LoculoloLLicoU chau1(Co <nd the ratO of Th 1-sn',,thceviwgo rat,, A couplo 

of special caser] are of interest. If th'I nre , ;..Ormc-j of :le (K . 



7 . 

then the labor absorption function reduces to the frlloy-'rg: 

(27) 1f. _ C;" -.7,.)K + - ; 


T K '<T. (1-/) 

Tn this c e bhe coefficient of the rate of chanf.xe of' wo(iern sector 

Uvngeo is n sinle ftunction of the elasbiity of suL:t .t,,l lc. j awir the 

lalor i'harc; i,*en if !1 laza thenr'/! the elac:ticity of substitut, 

t, v! el,,ieity of cmvl.oymn,, mcK,- he _; thai umi-y. 

"Orox nplo if the x';c share of output 12 (A]2_-., 1)c O U)oyrt 

is ,,ge clh,:li if the clastiej,, oC cubAtui in % " .,.,i 

one-half. If the wag'e share is 80 percnb, employ iri I:; ViZs ]c.a-tic" 

if the e].a.;tLcity of substitution i7s greatLor th.w 0.2. 

PAmcwcr 2pccial case ariw:es when thc elasticity of .ubtitutjun 

is equal to unity (a Cobb-Diugl3,s prcduction function). Equation (25), 

the labor imctio:, rcmiuces to 

(2LE) "rn + 6' + :
 
Lin 1 - )) ((1-/) 


The el,,t~e I ,,,ofcm:noyment with respect t both caiA.k I accumslatimon 

ad ctapital aviumc-JL:rA , teclaiological chrui:'o Is ,L ii a wljt., 

there a . o-olLOios Cf sca WI ..:. tha nij Ly i i). ma e :. 

intur.o to scale, The elast;i.ti wi rc : .:ttoto l ..,. ' ] .... 

technoll"al ch';Co i.; always poeitiv,, nan dV.atC th-. m'1ty "1!ti-1e 

:Lbmr ,'aiace r; grntor than 5) p. rcent, b, .c.c's t!an iif biLb 

http:elast;i.ti
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labor C1i' .e1 , 1s bhan 50 porcont. Flnally, with tle Cobb-Dou[.;la. 

fvictici,. 'via.:relasticity of e:mploymv.nt is always ,iaterthan 

unity anl varies divectly with the wage shavo of outpu.b. 

'arre (h :,e.r ti thc! V '[ (%'n le txand 	 "f,.rd 	 Ca i 

1"1,OV j2jeq - 1:.1 r"iI. .rL :. 

in this section we analyze the effect of wage c!hnge&, in thn 

mode-n ese:.o on per capita incoinis ihe radit:-cnal c., Gr:3. I.' 

the n m rate then ,orker;.T";7age v-d.l-zc'tor 

more incon. There are a .munberof adverse effects,, however. First, 

tLre will be foror uudcrn-cector workers at hig(h wS<, :"'ols. Second, 

pez' c apita ,:omo in c].her the urb or rural tradUt onma.L cctors is 

dclilne y.ages 	 the 

,cm-c risos, 	 rec'.ve 

likely to 'wn are raised in 1od : ot. 

To :icc :':iine Lle effect of a wage change, f:.r-j dliffe'ntiato 

the I:amr sp1: PIv ;ion '10): 

(29) 	 dL 4dL = dh (dE - dP) 

U D W 

whore 

(30) Prb 

is per capita incono in the rural. traditional vector and 

(31) D R 	 -Prt 

http:e:mploymv.nt


9.
 

ic the d:if-Torcnne bet;wcon the oxpectod Uwlwtun wag aod ]',v wnplht. 

icomnc: J), 6ho rural. tradional -ctor. Woreui alru, :'v.'.l, (;9) 1n 

torms W' the ela,iut y of mipply of urbLui labor vilth 'o,-xpect to the 

urbtn-z~'t:2.wage diffcrential.
 

(Lm+ L) (dE .
-dPr)
 

a, CD ) -td rt(33) d +dL (L+' Prt 

where eD it the clasticity of urban sector l abor force. 

I:u ornler to oetcn tine d]!v rnd dPr, vie may rvTto (9) and 

(30) as iollovw,
 

(34.) (Lm+ Lu )E, = (LmW + Qu)
 

(35) LrPrt = 
Qr 

and difforentiate each iplicitly. We obtai [note that dL=r -(d 1.1 dL)u 

(36) dEY [WdLm+ L dWM + dQu - (dLm+ dLu)Eji]/(Lm+ Ld) 

and 

(37) dPrt [dOQ+ (dLm+ dL)Prt I/"r 

Note, alro, by ,bstitu.ing (5) and (6) into (3) and (4.) and differ­

onbiatimo, Vie get 



10.
 

(38) dQu SUdLU =dQ 

(39) dQr -SrdLr + dQrm = -St(dLm+ dLu) + dQrm 

Furthermore, from (7) and (8), we have 

(40) dQ = e dQ 

(41) dQrM = e Qrm d0Mrmrr­

where eum is tbn elasticity of urban traditional-se'ctor oul;put u.Ld e11 

is the elasticity of rural traditional Eector output with respect to rode; 

sector output. From equations (1) and (2), we have 

(42) dQm = FLdLm =WdLm
 

Finally, from (27), we can deduce the change in employnynt in the mozderi 

sector given a chang;e in the modern-sector wage rate (holding capital 

stock and technical change constant).
 

dl-Im/Lm ----610/ )(dW/W ) 

Combining equations (36) through .43),substitutivg ILto (33), 

and rearranging tc:rm',r, we obtain [assummir ccn t.nt returns to scalo in 

which cuse :: 1 and ' / (1-!')]: 



'(I-/') (II(44) (dL1 diu ) eDLm-'u---t-ODEL((I[Wdwin 	 u 

where
 

(115) 	 ( Prt ) eD(v + D(L u()
 
L
 
r
 

and
 

(b) [- uQ (Lm+T)eQ ] 	Q[e ­

ur urmrm u n ri 

Equation (4)) givus an cx-precsion for the c]-ingo in the total urban 

labcr force, both modorn sector and traditional :.or, a a uit-Y. 

of the Gi=a., ir.the vydex-Sec tor wage rate. The chane Im the rimLL 

tr .diionT-sector labor force is simply the same epre.7sion with t,: 

opposite sigri. 

It is not clear whethcr the urban labor force will increase or 

decrease (i.o. whether there will be net migfab-on from urban to rural 

areas) if uhcre is an i=crease in the nxdcrn--s.ctor wage rate. Note 

that tie term in ()5) would be ernected to be positivo .i that the 

cipectud v'7[,le is i.iliei to exceed the per capita iucoi-re in the rural 

traditional ,cctor ibcisne(Prt) aad per capita income in t' e rban 

'radi'ional:cctor. Thus the sign of tho ,ssi[on in (0i) dopenao ,­

the sign of the terms in brackets and ,]Js '3ifgn 1rbifUou,;. The 



term is a weighted difference of derived demand elasticities, erm 

and eun1, and may be positive or negative. Some of the other terms 

in bracket s ay'e positive and others are negative. The ambiguilty arises 

because, on the one hazid, the increas, In the wage rate raise..! the 

xpeci;od urba wcge. The induced re6ition in mdon. ::cctor tr:py-,)iCn, 

howc-,er, ti more r in LO urban 1.-,vr: urban :er the Uraclil.. *,nT± :fcetor 

wvicb pay,: "Icr Lan the m.dern sector. Thic 16f-'c to... latter tii.rk 

deprer;s, the expected wvge. If the expec tied wage :czea :., there is 

migration from the ruiral to urban area, the amount dependci on the 

elvstic ity of 'LaJ-:, supply oD with respect to the urban-rural wage 

diffe-.'entia.1. 

The per-centage change in per capita inoome in the rural tradi­

tional sector i.7 the difference between the percen tage Change Ln o',iuput 

and the percentalgc change in the rural-.ct'hor labor force. Thwt is, 

017) dP... dQ , dLr
 
rt 'r r 

From (39), we have 

048) dP S dL + ._ dL 

rtV rr +dQ.rln. rL 
rt Lr 

From (41 i),(h2, 13) and (4), we may Yvrrito 



13.
 

(49 ) dP .,. - L IQrM 

rrt LrmJ(1/O 

-6hermn'i.3 dW 

The sign of the expression in (49) can be pre,;tud generally to be 

negative; rhat is, an increase in the mdcrn e,ctor wage rate reduces 

per capita inicome the zin rural traditional ': tor. This results from 

the fac-0 that there j.I a reduction in mode-v_ cector output due to 

higher wagcs amid reduced derived demand for iiodcrn sector output; at 

the same time the rural traditional-sector work force unlikely toi l 

chauge by :nch. The derived demand effect is represented by the last 

term in brackets i -, cquation (49) and the labor force effect by the 

other terns in the brackets. If there is no net migration (all term:, 

in the bacliets in (49) except the last term equal to zcro) tien per 

capita incorme is certain to fall. If there is enough ret migration 

to urban areas, per capita incomes in the traditional rural sector 

may not fall. 

The expression for the percentage change in per capita income 

of the urban traditional sector csal be derived in a similar fashion. 

First, we solve ()) for dLu, substituting the ex-pression (43) for 

dLm . Mter collecting terms we obtain: 



(50) dPlt Lm% 

- w7l+%wWLU/Q§d 

Here, again, the most likely sign for the expression in (50) is 

negative; i.e., the result of an increase in the modern sector wage 

rate is a reduction in the per capita income in the urban traditional 

sector.. But the likelihood of a reduction in the urban sector is 

even greater than in the rural sector. The increased wage 

reduces em loyinenD in the modern sector and adds to the pool of 

workers in the urban area which must seek a livelihood in the traditionaal 

sector. At the sarre time there may be migration from rural to urbane 

areas, further adding to the labor pool. Finally, the reduction in 

modern sector output reduces demand for urban tradit-Tonal-ector products. 

The comb-Lied effect -f r;t'auccd demand for output and increased supply of 

workers tends to reduce per capita incomes in the urban traditional 

sector. 

The only case in which per capita output might rise is if the 

expected urban wage is reduced and supply of workers to urban areas 

is elastic enough that there is substantial. net ou:mirtration to rural 

areas. In thiv case per capita incomes in the urban traditional sCtc,7 

might not fall but it will certaily be reduced in rural areas. Tfn 

any case, the tendency is for per capita incomes to fall in both urban 

and rLual traditional sectors and certainly in one or the other of 

the two sectors. 
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