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INCOMFE DISTRIBUTION AND GROWTH TN LESS DLVELOPED COUNTRIES::
SOME REFLECTIONS ON THE5RY AND POLICY

by Charles R, Frank, Jr, and Richard Webb v

The main focus of this volume is on policies which affecet incone
distritution, There are two prior questions, however, which ourht to
receive attention before leunching iute a disenssion of policy., The
lirst iy a positive question; the sccond a normative onc. First, what
is the nature of the economic mechanism which penerates a distribution
of income? Tiie nature of this mechanism affects very mieh how various
poiicies might work and, mosh inportantly, what might be the secondavy,
ar unintercel, effeet: of a particular policy action, If market imper-
fections ere a main source of variations in income and wealth among
iadiviauals, then policies designed to break those imperfections may be
the most ef{icacious,

The sormutive question which must be arked is: what are the goalc
of policy? Should policy be designed to alleviate the grinding poverty
0. the very poorest segmenis of the population? Should it attack the
Incone:: or the very rickest? Or should the focus be not cn imecme die-
tribution per se but on inecreacsing the mobility of jndividuals within a

particular distribution of income? This second or normative questbion

1/ The authors wish to thank Gerald fpstein who served not only
a. @ research assistant but also az a very perceptive critic,
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is the subject of a paper by Richard Szal ~nd Sherman Robinson in thia
volume, The first question as to the mechanism which generates the
distributic: 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 the receipt of income in terms of returs to
the factors of production, land, labor and capital, The starting pcint
i5 usually marginal productlivity theory. v Modifications are often
made to the theory to take into account market imperfections. The theory
of jncome dictribution 1s not well developed, iowever, for anaivsis of
policies for altering income distributior,

1t is pot surprising that there is po well-unified theory of
income dirtribution. There are may, fTactors which affect the distributiom
of income and wany conceivable policies which could alter income distribm-
tion. It is feolish to think that any cpe theory can provide o modcl [or
analyzing ail these facto~: and policies, Theoretical medels must be
deeipned with 2 speeific anl Limited purpose in mind, therwi..ec, the
number of variables ond the inter-relationships among them hozome to

complicated that analysis is Jjwpossible.

—-———

L/ ior a corprenensive discussion of warginal productivity theory
v it relates to income distribution, see Martin Brofembremner [1971].



In this paper we first consider, in section II, some simple
theoretical models of income di'S'bribut'lon and growth in less developed
countries with emphasis on the distinction between the traditional
(or informa? ) sector and the modern seetor. In section TII, we discuss
the case of extreme dualism in which incomes in the modern and traditional
secters dlverge very eigpificantly and the divergence scems to HTOW ,

In sections TV and V, respectively, we amalyuc the imccrme dictri-
Yetien implications of the distribution of human capital assets und of
private phyecical assets among the population, In scetion VI, we discuss
how poveranment expenditure and taxation policies can modify the distri-
butior of income,

Tn section VII, we consider the various policy options available
which might alter the distribution of income and the theoretical. conmstructs
uscful in the analysis of these policies. We icentify four dirtinct sets
of policies: 1) market interventions, £) confiscatory policies, 3) re-
«irertion of public services. and ') government expendiiure-oriented

policies. Fach of these policy sete 18 wmnalyued in a different mamer,
Ly, Oliple Models of the Relaticuship between Tneome Distribution end Growch

The basic mrodel which we prefer to use in analyzing the velation-
ship between inmcome and growth ic the dualistic model in which there are
“wo main sectors, modern and traditional, or wore appropriataly, midern
and infoimal. At times, we may also want to distinpuirh betwee. urban

and rural subsecters of the intormal and acdern sectors.
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WOrkefs in the traditional sector have much lower average levels
of productivity and also lower wages than those in the modern sector,
Capital accumulation in the modern scetor is more ropid than that in
the traditicnnl scctor and workers are tvransferred from the traditional
sector iato the mndern scctor as development proceeds, As in the usual
labor surplus model of guowth, the supply of labor rrow the traditional
sector to the uodern sector is infinitely elastic, v

Growil in the duaiirtic context is in part a consequence of being
a late~ccumer: resources are suddenly switched from very ‘tradiﬁ'ional
technologies o the best-metl.od techniques of today. In these lavor
surplus models, growth bakes pilace more by the large, discrete jump in
the productivity of factors reallocated from informal to modern activi-
ties, than by & widespread an¢ gradual increase in the productivity of
all. factors,

In the initlal steges of dualistic development the distrbubion
of income worsens, first because the growih in total income rakes produe?
inequality ncssible {inequality ~ammot be great in o largely subsistence
econcmy, see Reder [19691) and cecoud, brcause dualistic growth in a 1ohor
surnlug context implics that most of the growth in cutput and incone s will
acerue to ownors of capital and to the minority of workers who mac Lo
vpansition from the informal to the modern sector., 7This wmcdel alse rpls-~.
that the trend towards incieasing incquality will slow down, and that i%

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

(1964 1/ Sce W. Arthur Lewls [1954] and John C. el and Gustav Fauis
190h ],
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productivity, nigh-wage sector, further transfers of workers actually
improve the distribution of labor inconé. Also, eventnaliy labor in
the informal sector is no longer in excess supply, so further modera
sector abscrption of labor will tend to raise tracivicnel cector incones,
Whether the overall distribution of income actuclly Lo u¢ to inpreve,
however, will depend on changes in the share and deyirec ¢f concentruticn
of propervy income and these changes camnot be predicted fiom this

1/
model, =~

Szveral statistical studics tend to corroborate the predicted
relationship between growth and inequality. The best known is Kuzne'.'
[1955] observed association betwecn equatity wnd the level of a.velop-
ment. The trend shovm by the measurvs compiled bty Kuunete, of GNI jper
capita and inequality, 12ll into a pattern that is nou comnonly referred
to as the Kurnets, or U-shaped hypothesis: inequali - "irct risco and
later falle as un econony progresses from very low Lo high levelr of
development, This patbora was borae out Ly bohh Lhe crocs-see.ion and
the time-revies data examined by Vuznets., Kuazrots cuulines various
mechaniems to cxplain thic pattern, particularly the carlicr trend of
‘nervaciyy inequality. Mis explonations are plausible but to the oxtent
hat they o beyoud the mechanics of the labor surplus model, they are
mows tueerbive than 1igorous., Other studies which support tine U-shane

hypoethegie include those of Adelman and Morris [1973], Weisko{f [19707,

1/ For a good discussion of these relationships, see W. Albert
Yerry [1970],
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en . Panke”t [1973].

The dualishic model of deselopment implies a comowhat fotalistie
apr.ecach to income distribution in developing countries, fa the initial
slusc? of aevelopment, the distribution of income is certain i becone

s . The modern aector is dypamic end the source of profits end savings
Jrom profits, What lictle surplus emergec in the traditional sectur or'ten
- 1une to o renbier zlazs who, in the best of circumsiances, “ransfer the
Syemlne into modern ser bor invesirents or, at worst, dlssipate the snrplus
4 high-1iving. Tn the long-run, however, the dapree of inequalit, is
coebnin to diminish-—imt the distribution of income must firat pet sorse
hafore it gets betber.

This basically pessimistic conclusion is reinforced by the usuel
pregumption that it is the rieh houselolds that sawr: ad the poor house-
wol 15 that consume. L 1o often armued that any atbrmpt o o
“hcome from the rieh to the poer will reduce total savings and investment
and thus redase the rate of growtih, The validiy .f these argunents,
howe 1, cepends on fairly large differences in maysinal (rathey Lban
nvert: o) savings rases between the rich and the poowr, Fecent eupirical
worl (see, for example, Ciine [1972] and Reynolds |i S™M7) dndicates that seeh
vurpe didrerences do ot seem to exist and that the trade-cff belwa 0 ncre

T a’L}..lf

~epiul income distribution and savings rates ie very cmoll, if il ecigha o

1/ In this context should be mentionzd efforis Yy Janss Tona an
fatd 8atico [1971] and [1972] to snalyze the relaticuship totween incom:

i hution and growth, Their basic lwpotheﬂla ig that jocom redigiyi-
imbion veaults in rore demand for labor intensive complinies aw lca. wemand
for Coporb=intencive commouities becaven o difrering cxvenditure patberns
o bhe rich and the poor. Thus, incowe redis spribubicn wight el o moXe
cf lieiont production and stinulate “"ut.her then roehard growtl, Bup’rleal este
of thene lgmothcies, hour'vcr, have been inconclusive, oeo b 'mu_', follgo
[1a7h], Ballenbine and Juligo (19741, Huddle [1971&], Solice |1J7- ] and Sunman

tl""'j.
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Furthermore, there is 1itile in the wey of recent historical
experience of Anvcloping countries to indicate that the relatlonship
between growth and the distribution of income is o very simple onc, A
study by Ahluwalia [1974] suggests ihat the fnelegl growing less develcped
countries huve lesc rather than more inequality, Tn some rapldly develop-
irg countries, inoqual*lty has been decreacing (e, Taiwan), in otherg, 1t
has neither increased nor . rased (e.g. Korea), while in stiln others,
the distribution of incoms: is becoming rapidly more rncqual (e.p. Nexico
ard Brazil), Although the Ahluwalia study lents come credence to the
Kuznete, U-shape hypothesis, the relaiionship is wesk and there ¢ n.any
countries which deviate substanitially Irom $ha Kuznels - r, Tha levels
of unequality vary substantially amcri: pocr countiries and among rich
countries. There is cunclderable overlap inm the degree cf Inequolity
among counbries at all levels of development,

The empirical evidcnce suggests that there are many frotors which
operate on the distripbutica of incem. and that these facto. s Ly change
over time within any one country. Tt also cuggeets that there i5 con-
siderable scope for policies 4o olter the distribuiton of iceore,

A more ccmplicated theory of growbth and ¢istribution is ILQULTEC
t¢ eyplain the empirical findings. One way to ayproaci: such a theory is
by assuming that the owverall dictrilution of wierm: can be deecomposea
into two parts: 1) that due to varictions of iroome vifh o the modera
and traditional sectors ‘ox within the urbaw. and sl ribse~topn Yooan
2) that due to variations in income hetween secboin, "he wizvall Lowved

or incquality is a functiuv, them, of the twe - .ircon of variasion,


http:dLt.:..It
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that within and that between sectors, end also the relative clze of the

various s.ctors,
IIT, 1Isolation of the Modern Sector: Dualism Run Rampont

In order to amalyze further the relationship between distributics
and growbth, let us contrast two extremes In terms of Initial concditions,

At one extreme, the modein end informal sectors ave highly differentlated,
with large differences in productivity end wage structure betwaon the
sectors, The modern s:clor, with its relatively hich waae rotes is highly
capital intenzive, enjoys Ligh levels cf Lmport protecticn and wses
relativily sophisticated technology. At the othzr cxtrome, the ALfferences
between the scetors are minimz?, Wage refes are cinlar for . imllsr jobs
gnd the merkeis for labor and cepital arc highly compatiiive witn relabtiveyy
few imperfortions.

Tn an economy with highly differentiated seato:is, huigh profits ave
maintnined by protection faom imports, sul siclzud intcrest rate=, wodest
texes on corporabions and an overvelned doimeshic currveuty, conbiocd with
an cxchauge control sysiem which encouragos dmports of lew-—cout canibal
gocds, v In an economy which is 2ot highly duslistic, Ligh profits
nrise btecsuse of modesh real woics in the modern cector, rablir tnan
because of capital subsidies. 1f profits In bovh yme: of 2.oonomy are
relatively the same, the overall Jistribution of f.oome in the bighly

duelistle cccuony will be much worse than iz the roln. iveli, humdgeneosus

1/ Sce Little, Scitovsky and Scobt {4970] tor a good therraiicsl
and empirical curvey of these issues,
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economy,
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The reason, of course, 1s the differencc in {ncome between

modern sector workers and workers in the informal sector.

A sinple vay to reprecent the 1linl between duulish and 1nccie

distribution is shown in Figure i, &/

The eaxyve FF' deesceribes the

Figure 1,

1/ Adelman ané Morris [1973]
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found that income inequality vas

highly associated with duelism in their Ul couniry sample,

2/ Tor a more detuiled exposition of this moael, see R, Webb,

[Lortheoming], Chapter 5,
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distribution of labor precductivity in a dualistic economy: o omall
number of workere (OL1 ) working with lerge amounts of machineyry ,
eciuipmen'b end natural resources, and using modern techrnlopy, have
high levels of productivity {value added per worker); scurve reiources
and tracilicnal technologies genesrate muchr lower leve't. of productbivity
for the labor force in the "traditionai sector" (1 l!'.,\. The ialhter
sector generally has both urban and rural component:, wiile “he nod.im
sector is largely urban in most countries, but @un “~o o larpe rodern
farming or plantation component in come countries, |

The incomg distribubicn 1 deseribed in Figwre 1, tire’, ty the
shape ol W', which reprzsents the income recaived by eanin worll, be
it a2 ware, o a mizxed entreprencurial aua ilebhor ineoms, i0 he 13 o if-
employcd, The aren nnd~v WW' is lae share of labor i~ netionas focone;

i

the arca above is the share of property income :v % aceruin, o celf-

crployeu persons i.e,, it is the shars aceruirg to “Lupitelists.'

A pattern of growth now common to mary develuping -:cuniries
involves increasing dualism: output per worker grov: faster 47 bhe
modern Lhan in tbe traditional sector, and ab the some tiwe, she wodern
sactor doet not rrow significanlly as a prevorvhlon of the laper foree,
This growth pattern, described by P.lP' in Figure 2 1o coniraey to the

orizontal, laber-absorbing growth path predicted by che labor smymiuas

mode . (PPEP' Ve
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‘Flgure 2,

W

0 , Labol

Increasing dualism in the structure of production is eccurpanied
by increasing income disparities between sectors, Differcnces in dnc.ue
between modern and traditional sectors become far mo~ important n explara-
ing income incquality than variations of income within geclons.

The key mechanism in this growing concentration of incoin: is the

growth of wages in the medern sec.or., L/ Wege increaces In this sector

1/ Vor a detailed theorctical and e.plrical sumvey of these issu.s,
cce Little, Scitovsky and ceotd (19701, and Turnbw. :ul Jaeger fLo7Ll,
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can come aboirb because of Increased unionization and the political
strength of labor groups. Another reason why wages in the modern sector
might be puéhed up and relatively few workers employed in the modern sectcr
is tho. result of an increase in the supply of skilled and educoted tabor,
This results in euployment of more high-level manpower and possibly
considerable substitution of high-level manpower for wnsikilled workers s
especially if the elasticity o'f substitution between slkilled L6 wnekilled
worxers is high,

High wages and low levels of employment in tue medern sector may
also be a function of Imported techmology, vawticularly that embodicd in
imported capital equipment, If imperted equipien. .z skillzd-lehor vsing
and unskilled-labor saving, the demand for skilled vorker. wili inernase
relative to tie demand for unskiiled workers. The wages and empLoyant
of skilled workers relative to unskilled workers will increase, driving
up average wages in the modern sector, Albernatively, the cupiial equip-
ment used in the modern sector may require workers w Le Sralnod or tLhe Job
to very high levels of skill and productivity. Tf these siills arc trans..
ferable from one firm or factory to amobher, at leart part of the increased
productivity due tc on-the-job training will accrue to the Individual
worker in the form of higher wages,

A final type of mechanism involves government poidsles, sueh as
subsidized credit and an overvalued currency, which ancourafe c&yital-
Intensive modes of production in the modern sector. Entvesvneurs, basing
their invectment decisions on curreat wage rates and sabeidized c apital,

mey install plaut and equipment which locks ‘hem into a Livh eaplbal-lihor
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ratio, Under these circumstances, the level of profits per worker
may be quite high, Ex-post, organized labor groups wilhin a liipghly-
capltalized firm may see the opportunity to increase their share of
the pmfits by pressing for higher wages.,

With these kinds of factors operating, lthere is a ‘tonicney for
biph wages and cepital intensity to interact., High warcs walative Lo
ihe cost of eapital induce emtroprencirs to invert in a capitas -intensive
fasiion, Comversely, highly capitel-intensive f4vms provide o-porauibiece
for: ! on-the-job training which inereases produetiity and b) nigh
levels of »rofilt por worker, toth of which lead to hijher wuwa. Theee
interacting tendenciec wake (e modern sector iore sud pove dis. inet
from whe *raditional sector and iw rease income disperitics belwicn the
tvo scetors through time .,

R | |

The above view exangerates the derree of "both ‘ng-up" of prodne -
Livity sod dnewne wiblidn the midern sealor, 75 1 e ts Ui 80S6 4wl
Lfuence of zmaller-seale tecnmolopical chasiftes vidhin AW daf mal
sec ol (e.g., new seeds, vieyeles, p aier tools oridd Lo _uf unst hosy,
i off demand splllovers oy bobh urban traditiona? produels and see e
i1 Loy farm joods, The first is a relatively autonomius *.._-m}c‘!, vl
weessarlly relnted to developuentd in the modern sector, The uweosd
lowever, 15 a direet funciion of the growlh of mouem welor freune,
copecially in the eace of the urban hraditional sector where total T
tnd eiployvient depena largely on total Incepe Ity bhe wnders o s TR
ropnd prowbth of the urban tredicional secior 18 a majer 1omm cf | acons:

b

"epillover" and thus, a mujor qualification w he simple dva’ ghis
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growth model. described above,

The exiztence of these various offsetting influences to increasing
dualisn is évlden't in the income prowth experience of broad groups of
inforal sector werkers in countries such ac Colomwbia (Berry and Urrubia
[forthcoming]), Mexico (Navarrette [1970]),and Peru (Vebb [forbicoming”),
At the same thiay, the existence of som: trickile~lorm amounts o a
qualification, ot not a substantiel mudification of the pictwe of
growing dualism and inequality ucseribed in Figwee 2,

By way of con’rzst, in the homogenecis sccnouy, sirce there is 1o
fzetor price dlstinction between modern and iuformal secbors, - develcep-
ment procecds, the increased demend for labor ternd: fo raise »en”. wage
rates va'rormly throughout the econony, Whether ‘neowme incgualltr in.recse s
or decreases depends, v part el least, on the nluwwvicity of eubstitution

be bween labor and capital,
V. hoeturns to Humen Capital Arsets

In ‘the previouc zection, we emphasized vz role of wage waes ir

DLuTvescing the distribution ol income. In this and the nexu section ,

we emphasize rate: of return to privateiv-owned azscte, Luth Lausa capt il
assels and physical ansels, aad the distrilution of those ase:t woong the
vopulation, An uncoual disteibution of woolty: su *ae rorn of rhyoieal oo
hunan cepital aesebs ean maks +ne distribution of incors el courosiaceaby
both within scctors and between sectors,

The returns o nun.n capital ascews in the fo.w. of wege ot ealsry

paymonts differ considerably from individual te individnal -1d foom country

to country. CGenerally, ir leus develoved cowtirics disparitics
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in wages anbng different skill levels tend to be very great, For
example, in 2 iess developed country a common laborer might make $1,00 per
day, & skilled craftoman 47,00 per day, and an office wanager $25.00 per
day. In a developed country, however, uie ratio iustead of being 1 to 7
to 25 might be 1 to 2 to 2.5 for the three differert c¢lesses of workers,

One explanation fcr wage and salary Gifrerencials is marginal
productivity theory. v According to the shecory, cachi indivin, 7 33
pali his margipal product, Margipal products difier because of diifer-
ences in both acquirec and inrate ckiils, Ihe as{lercoceo are particularly
acute at low lewvelc of deveopr:ut sirce per-inz wiuvn « hivh level of
acguired skills are in short spply relative to e ~pply of vslilled
lalor, Those individuals in possegsion of scarce snilla rescive ¢ isi-
rents, As skills ave acoulred through education ~nl training, wage and
salury diJlerentials should ne:row and the quasi-rents aceruing to
individuals wibth ocarce okills will 2icappear, Diflerencs:5 iu wuico and
salaries renmaln becan.e of differ:nces in innave aoilibiles ani diiferrnces
io motivation and attibudes which lead wo productive cfficiency,

One of the corellaries of bie maginal prosuctivity theorw ds
vhet 1o would e ineflicient te attempt to cqualize vapen and salaries.
without these dilferences there woula be ro ducentive w Laprove sklll:

thvough cducation and training, no rewdard for motiveiion, and eifort,

vo premiun for the uiee of jlmagiration and fcoovaviopal alilities, Ewven

L/ As ocopplements to thie comprehensive review o1 nargina. produc -
tivity theory in bronfenbrenner {19713, sec ' Reder J1CA%] oi i J. Mincer
[1970].
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innate skills would not .be used unless som: differential were.paid to
elicit their use. Wage and salary equality can be bought only &t the
expense of inefficiency and stagnation. 7This is pari'-'iculorly btrue in
legs developeu cowntries where equalization of wages and salaries would
induce skilled individuais to emnigrate to obther countric.: where their
gkills are rewarded differentially.,

1his corollary, however, carries 1ittle force il there are
significant market imperfections or skills are acquired vo the Jjob
rather than throuyt education oe prior training, ror example, tho
trad:-orf between cqualivty el efficiency 1d ahve ot be as ¢ ocat au toe
marginal productivity theory suggests if access +n cduravion end training
for the zequisition of skills is not equel, Oualy children of rich
families can afford to forege dincome Guring the period of cducation and
tralnlrg, In theory » @ poor family could bosrow w0 educuts thedp
children and bhe roturn in the futas z would nore than enatle the lcan
to be repaid, Capital markets, howsver, arc irmerfc 4 so that Forrewing
for uuch a long term and wneertsin return 1o 30 usually teacible for
the peor family., The answer by the marsinal productivity theorizt to
this criticism is usually that the solution 1lics not in attemots to
equalize wages aud salavies butb o bprove the funetioning of apiiat
maviets by scue form of government iteivention,

Apother type of wmarket irperfection oceurs when mnesoly pover
is exerciced by varinus segments ‘of fhe work frice. ‘[he bacje *rchndgues
used are the restrietion of entry inte speeif o jobz or FYO0¢s590:8 which

fowees wp the market price of the workerse or prrnfessional ceamvine ; AMON
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the members of a trade, profession, or industrial union, Sometimes

entry into a t:2de or profession is restricted by rumerical quotas, as

is done by -ore skilled trade vnions. Other bimes cotry oy be restricted
by professicnal oprosition to an expansion 1n ‘raining faciliticc as the
mcdical profession in the United States has been accused of doing, Some
professional proups such 23 ceriéified public accountunt: and insursnce
actuaries, have a very stiff serdes of craminations which mict Le taken over
en cxtended period o bime and which serve effectively oo a barrier Lo entry
for many peovie aspiriyyg to thrse rrefession:, Inory into proressions is
often restricted by custons which diseriminate against minority groups,
slacke, ethnic groups, ci foraigners, or dtcerininate on the basis of class

or caste, political affiliation, sex, etc.

Lxamples of the use of bargaining or politicel power to sot fecs
or prices for services al-o abcund, BReal estete arnd stock brokers

4

vperate on the basis of fixed comnission schedules, Labor uniuns barvain
for highcer wages. The more powerful unlons vr those led by morn =.i1ital
hargainers rap the larpest ol in vages and rringe benefite, Those

not rpreserted by noweriul unions cuffer relatively., This ig purtic larly
4 problem in lers develeped countries in which the woderm urbuan sector 4
re:utively small. Vorkers in thab sector ave often the onily ones ropre-
sented by strong unions or they are able to eremise political pewer
dirvectly vhrough demonstrations and gemeral strikes. Th: greab ware of

workers operating in the traditional sectors do not have such power,
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A variant of this theory is that education Imparts no skills
at ell, but merely provides a series of barriers at each level of
education over which only the more able ang industrious are able to
hurdle. Real skills are acquired on the Job, but educational attainment
is related to the ability to absorb training and acquire skills rapidly
since education is an Indicator of intellipence ang diligence, 1/

The thecry that skillg and carning capacity arc acquired on the
Jjob and are very job specific leads to different conclusions with repard
to the effects of artiricialiy imposed wage cquality. Under this theory,
Wage and salary differentials arise because £kills are embodied in workers
through the process of on-the-~job training, Ir wages were made more equal,
cmployers would otill have incentive to train their workers and increase
productivity. Wage and salary differentials are not neceded to give in-
centive to workers o increase their education and training prior to their

entry into the Job market,
V. Fachxs.Affecting the Distribution of Income from Private Assets

Although there may be a hogt of factorg operating to determine
income from wage- and salaries, the main difference between the very
rich anc the pror s npot wages and salaries but incone aceruilrg fron
privately held assebs, In meny less developed countries, perticularly
in Latin Arerica, lerge fortunes are made from holdings ¢f lerge tras s
of land, A: industrialization tukes hold, some people become ver: yich

thecugh the aceumulation of industrial assets,

1/ A similar medel in which skillc are imparted on the j?h not
in sehool, iz the "job conpetition" mcdel of Thurow ard Lucas [19/21.
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Like in the case of returns to labor, the most well-developed
economle theory of the distribution of income from assets is the marginal
productivity thecory, The return from the use of a physical asset is it
margingl productivity,

According to the marginal productivity theory, assets are accwuulsted
througl, time by individuals with a low rate of time discount Y Pzople
with a Jow rate of time discount save and invest and in thie i.arner
accumilase assets. Differences that arise in the rate of acermilation of
8ssets «lso arise because of differences in risk aversion. Since some
investmants are risiky while others are nos, and some iavechors have )
aversion to risk, the investor who is willing to tale extre ridks can
expecs 4 higler average return on his assets, and t'wis on the rvEYafe,
Investors who are willing tc accept risks will accuwmilate assets roue
rapicly.

1f the rete of retun on acsets were eliminated or forced to Q
low lewvel, there wsuid be no incentives to accumulsse agsets, elther
by improving lamd cr investing in buildings, equipment or wmachinery au
o Inccutive to take risks. Scme returns » wWhich are . the forw of
purc rents, aceruing to owacrship of land and naturel vesoirens , could
be confiscated wivhoubt smy adverse affect op incentives aud el aney,
It might be difficult, however s to determine the pure : mital elemnf
of en esset's value, and aay attempt to confiscate the viare rextcel

element wuy ia fact also reduce the incentive aspect,

1/ The nost thorongh discussion of deturminants of the dlstribu-
tion »f private wealth is in Meude [1965].
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The marginel productivity theory is criticized by those who see
1ittle justiflcation for interest Income, A problem arises in trying
to explain the rate of interest ; marginal productivity theorists would
sy that the rate of interest is the marginal productivity of capital
(or capital goods in genecral ), Crities of the marginal productivity
theory, however, have shown “hat this aszertion is inconsielent with
the notion ol a deellning marrinal productivity of capital (i.e. there
can be re-switching between capital and labor intensive technigues ), a
key assamption of the marginal. productivity checry, Y

The difficulty with the rarginal productivity theory is not he
conceptual. problem: involved ; Bub the fact that it is an equilibrium
thecry i whieh vetuins to assets should be cqualized from industry o
Ladustry and ovmer to cemer. In Tact, returns vary sipnificantly among
different industries and owness oi ussets and exogenous snocks constantly
give vise to disequililrium situati~ng and substontial winatrall gaing.
In this kind of ecoromy » fortunes, large and small » arc ofion made in 4
very short wericd of time, such lees than g feneration, chrough a
corbination of luck, skill and imogination starii.y witn only o small
ancint of capibal in the begimning, Verry often luck ‘s the only factor
wvolved, The owner of n piece of taxd on which scomeorne else discovers

¢il, the commudity trader or stock broker who buys on margin or sells

1/ See Joan Rohinson [1953-54 ] which initiated a lerg serier of
abtacks on the marginal produc hivity theory of Jistribution. See Lo
(@laor [1990-357 and Sroffa (196C] for & few of the more fwportant critiq
ror « rood reneral survey of the r.cent cortwoversy on marsiagi Croductivi by
theories of distribution and other related issur:, sce larcourt [1972]
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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 my be nothing mere than lucky, totally lacking in ékill,
imagination, or willingness to take lavge risks, Windfall gains of
this sort occcur frequently; sometimes they are taken in the form of
capital gains, sometimes in the form of increasing eninings over the
lifetime of an asset,

Luck is one factor involved in th2 returns from physical rssets,
Anobher factor is pure rent obtained frowm assets which are In fixed
suoply. Ownership of 1and and other natural resources in fixed supply
coniers a rental value. Nalural rents are uncarned 5:i the serwze that
they reprcsent a surplus over marginal productivity, In theory, i¢ they
are toxed or ccnfiscated, ‘here will be no adverse effects on elficiency .
In facl, few natural resources are in truly fived supply (land can be
veelaived from the forest, the desert, or even the sea, and mincral
resources cenbinue to be discovered) so that it is not easy L determine
wrat part of 4 payment for an ﬁssct represent., pure rent,

Another factor is monopoly renbs, The return to asset~ is a
function of market power ard the way in which market power it uced to
increase the vturn,

Interpreneurinl and menagement skills are another faclcr. Althounh
Yha egtra return to assets obtained by skillful mavagenent might be
thougot of as a retarn to human assets, in fact these skitls often .amot

be exercised or develop~d unless one i: an owner of substantia) assects.
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Market imperfectlons caused by restrictive government policiles
can also substantially alter the returﬁ to assets, By placing import
restrictions on certain items, the owmers of import licenses end domestic
producers of restricted items may receive a much better return orn their
assets, A renfoal value is created for their assets by a government, -
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 assgets, L

Market imperfections may be caused by & host of other factors in
such a way that returns to assets are distorted. Tor cxample, cultural
differences often reduce opportunities to earn returns on assets for
some cultural and ethnic groups and enhance opportunities for others,
The distinction between Chinese and Malay in Malaysia, e/ Indian and
Ledino in Guatemala, Black and Viite in the United States » &nd Furopean,
Asian, and African tribes in East Africa are some exanples, Class
distinctions reinforced by school identification, manners, and speech
often mark people for the kind of opportunities tc which they are likely
to have access.. Class and ethpic dictinctions often determine who has
eccess to information about particular investment opportunities, who

recelves bank credit when loans are difficult to obtain, introduction..

1/ Monopoly profits crcated by foreign exchanpe control:s are
discussed by Wincton [1970]and Xrueger [1974].

2/ Snodgrass [1972] discusses the relavion between ethnic groups
and income inequality in Malaysia.
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to people who can be helpful in making a sé.le and other limited oppor-
tunities. Class and ethnic distinctions are particularly pernicious in
that they are reinforcing over time., The more advantaged groupc prefer
doing bus’ness among themselves and essentially restrict entry into

more lucrative professions or other lines of business.
VI. Government Taxation and Expenditure

Government taxation and expenditure policies can play a major
role in determining the distribution of income, Govermment taxes can
be progrescsive, in which the rich are taxed relatively mere then the
poor, or regressive, in which the rich benefit at the cxpens: of the
poor, A major problem ir determining the net effect of govermment
taxation in altering the distribution of Income is the question of
incidence. The snalysis of incidence of direct taxes on income recelwed
is usually straightforward, The moxe difficult pmoblem arisco in determin-
ing the incidence of indirect taxec. Is the burdea of an excise tan on
a commodity, for example, carried by those who purchase the commndity,
by the wholesale and retail outlets that sell the commedity, by the
firm Lhab produces the commodity, or by the workers of the firm that
produces the commodity? i/
Althouph the difficulties of determining the incidence ¢f

taxation ar: great, they are surpassed by those of determining the

1/ See Musgrave [19%9] and Rolph (19%4] for classic discussions
of tax incidence. For a more recent study, see Muugrave and ‘Msprave

[1973].
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incidence of govecrnment es:pendifoures. There are many relevant aspects
of government expenditures to take into account, v

One tmeortant distinetion is between government investment ex-
penditures wnd government curren’ accoant expenditures, Current account
expenditures involve either gencral administration of bthe government
bureaucracy or the provision of services so the public, such as defcnse,
police protectiva, libraries, parks, hospitals, public health measures,
public utilitics and cducation. Investment expenditures are vhose relating
to the construction of roads, governmert buillings, schools, public housing,
hospitals, reservoirs and dams, irrigation systems, electricity gencrating
stations, and public water supplics, sewage systems and street lighting,
Once the acceis created by these investments are in place, they gene:ally
provide a strecam of puhblic services, usually in conjunction with current
expenditurcs of one cort or anothew, such as expenditures on teeclicry,
books, and suppliec in the case of school buildings or inzintenance iu the
case of roads,

A major qucstion, then, is who benefits from the services provided
by govermmenb, either dirvectly tharough current cxpenditurct, or indirectly
through services previded by public assets, Some cervices are usually
regarded as velng generally available to the public, These include defense,
diplomabic reprecentations, end general administration, Other services,

hovever, are thought to bemefit only those who avail themselves of the

1/ For a summary of the literature and issues as they relate to
less developed cowntries, see DeWulf [197L4] and McClure [1974], The
best known expenditure study is Gillespie [1965].
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services, such as those who attend sehool , use roeds, nluy In a
hogpital or usc elecs'in-'lc‘ity. It is difficult to essens Lenefits to
wsers in most casen, 'The value placed by an Individuol on 2 perticalar
govrrument serviece, theoretically, cowid be snreasured by his connurer
gurplus, buv, in practice, is ucually messured on a cosb-busis, Tndi-
vidugls or grouns of individuals are aself'»u d a certain rorcentore of
total use of a4 zervice and the bhenefits meusuivwd by apulying this
percentage to the totol cogt of providineg the serrice wel cableeeSing
urer charges, User charges include suc-h things as scheel fees, lolls
on roads, electricity tavifvc, r.ute on publie housing end hoonital
charres, Problems obound:

1) Tow does one assign percentage won to en dndi-rAdmsl cr ryea
for exanple, who uses a momient or who nonelite Lrom o olby parly

2) low are joint costs allocated?

3) Tnvestrrnt costs, as well as current conts, should Lo Sn-
cluded; -~ how does one allocate investment costs?

h) How does one determine nuser costs paid Ly porbiculer Inliviwale
and groups?

In addition to benefit incidence, amother lrporton® concept ie
expenditure incidence, Government expenditures iovolve the hiriv: of
people at povernment wepe scales. If the govermment londs to pay birzber
wvoges thae the privaie seetor, or if there o signifisnl wrenple, ront,
roveruent crpendivaces confer heuefits on thune whno aie cuployed.,

Even under {ull erploymen’ clrcuncsences, the poverrawent often e 1-':.”.»
quch a lavpge infloerce on labor markets that wages arve waired v Lhe

povermunentta labor demand,
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Governuent may also be a mechanism for elfcebing diveet
transrer paymeris, Yor cramile, socini gocuet by and worhnen's
comprncabicn yrograns inmwlve dicect mounetery bransfers. frhool
feedine ana osher food diseribubion prograws aye very much like Lrans-
fer payments in kind, The analysic oif the income disteilution effcel
of poverancu 3. wore abralghtforiani than thut ol other kinds of
poveramenrt oxjoadituren,

Ta this ceetion, wie have diseucced benefit undl esjenliture
ineidence of povernwent activities in the coriert of fradiiiuvnal public
service type wctivities. OSovermuenb-ovmed productlve cntorpriszes can
be treated wuch Like private enterprises in enal; oing thelr impact on
income dlztoibution., Coverrwent ovcrship of produsbive enberprine:
may Ly an effiedient rewi. of eapturing eon-lchor ineorac, Whie surpin
of thoge enterprincn, fov soelal purposer. Cowcramant-crand enberpiive.

e aleo sot nolicies toward thelr eaployees wiilceh Liflucnce general
J 11 LAY

(2]

wace lovele and friuge henefits fur workercs,
VIiI. Size Distribusiuvn of Income Over Time

The givce distribution of income by houschold ls a cerbinatiorn of
incose from immrw capital agents, physical assets end goveruront Sarallon
o cxpenditure, lneowe from assets may citinr be dn bhe unual form of

ineome i.e,, intercst, rents, or profits, or dn the form of capitel fuins,
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Capilbol pgain: dincome is not usually imeluded In mosth nutjonal aceourks
definitlon: o inecome, Yeb some of the higheot lovele of consunp Lion
are finnnec® from capital guins,

The etream of juzome dorived from hwnan ond pliyeieanl auscbs
may vary conviderably cver time Lor oy taddviduln heuseloldd,  Toecue
will exinibit a lilv-eycle as rendom variabione vy year i year,

Thue, a% s polat dn tixe, en exendnabior o the dlotrilublon of dmroms
will rhow o wide dispevsicn, even It total Li“etine incore of housel.: o
were eveuly distributed,

The ddctrirution of househuld income il buocre acerving bo
draividuzls ey be oudls different, 17 lerge Lewoeholdn ovwe aqloo B, -
Tneom roeuscholds, the distribubion o7 fadivicial fneows e e ocven
wore skewed Lhan that of jouzehold iacome .

-

The wize distribution of incows, by fo-iiv or by houzelold, s
alfecved over the lovyg »un by “he vay dn which both huecn comourees wxi
phyolecd ariots are passed on from orc gancrabict to ;.a:o‘ﬁllcr. Inborlruee
curiens rad inlaritarce bLaxes arfech the vay io which dntergero- lichon

m’m

translera vecur,  The fa:tors whieh Suflus oo ircore over the avasrge
hesoan 11006 e, howove e, nay b so o sreng thet Inheritnace cust.ms
o6 Taws have relatively 1ittle influcnee creept for e very few of

ohie oot veelity inlivinwds in the perulation,
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JuIT, rol.cy Opliens

‘e distinpuish four main policy amsconches tovard mali-¢ ihe
dictributicn of income wore cqual: 1) dircet markeh inlevventlops by
foverrasonsg in faver oi the pocr, 2) corriscation of Loaome or woullh
by wovesswent, 3) pauvision of publie coee’cos for U poor,

0) pove tument expnrilsuee-oriented policics., A dive L markel talera-
venbion Looony cvdsr o6 by governiont to conbiol pricenr and quinbitic

o juode which are zyaileble In private rmarkets, Confiocohion com

take bbe fevm of clther fiseal exopropriziion of dvror. or veulil throw
prozues:cive tax v easurss or piyolezl contiscaticn Lharough land reforr.

or nub:?o.ual.ic;lu'l;"on of dndusvry. The thivt aoproacih duvelwves whe

provisicn of services such es housing, hzalth, edueabicn, wid wnver wel
clecuoicity =zupptics divectly to thie poor, linally, roveiticni-crpendili. g
policicu are thoze desipned to effeet fuctor pricez indlirectly, pavtiewls=-i;
vieges paid Lo the poor, unsgkilled workers, through governrent eryondibure

poboerin,

1. Market Tnbtervention

The first approach Invclwves operatving on pricas or guentitics
of rocao rad services avallable in private wackobe, Within thic goleral
approach, howover, there ave four differenl vays to whtemp’ L have the
desived effeet: 1) through price controls, 2) quantisr conlrol:,

3) tax or subsidy lucentives, wund ) direct mewsurcs to rerove wartet
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Inpertections, Mixbmu wage leglslation, food price conirolc , and
Interess webe ccllings are all examples of direet price controls vhich
affect ube dislrilubion of irecme. Dirces quantitahive econtrols e
pot s ofthen used with recpeet o dnports, Iuporss of hwmry goods can
be renfvicted wuile Dmorts of banie pecernitics ave lob dn Trectr,
Tax iecendives cun tale mamy forns,  Accelerated deprce iabion mles
tud Inveatment alicuonces afleet the private cost of capitul; payrol?
bure s, She cout of Tohor. Fertiliscers, water , end inzectiedides vay
be subsidicea for the fomrer, The prices of crops may be arfectel by
rovermuent puechaces axd stoeckpiling or Ly govermy iut marteting boanls
vhich clther run surpluses (thus taving the farmors wnd Towexing the
prier vhieh he recciven) or defieits (tlug subgidinior the Jurmer and
ralsing the wrice), Tariifo and cxcise Snwws are olhor cactles of the
uze of taves to alter prices, The fourth metbod of af'foc sing 1 e ba
ir to etbenmnt to ook movket 1 mmeriections,  Dqual opporbunity lecic.
lation, cohanred educational oppertanitics fop disadvantaged groups,
arti-trasl enforcercat, and efforts to break resbyl.iive practices amorg
trademyn end professiceals are some of the eelmiques ucsed,

xbreme cxenmles of markat inservontion 4o inprove dncers dis-
tribution include a freese on upner-cnd vages and criarien, Thin han
oceurved among the eivil cervice in Tanu.nia, Tn Cuba, st salaris
are subjocted to a very modest upper 1iwit which prevensa large din-
paritics in vage and celary in-ome,

Ancther arywouch aimed at allevicting poverby iz o provide

for cach individuel, as a matter of right, a basket (¢opoata) of basic
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neeegsitics, The theory 18 that no Individual need Do deprived of
necessitics hecuuse of inability to pay mmlot price:s,

Economichas who belleve in the utid TUSof usine wavlats usne Ly
awrise againsh the ure of direet price or cuenbicsy contiols end dn
savor of vsing bax and cubsidy mearurez, or Ghe une of of"erly 1o
veauce mectwb Imperfeebions ag a2 Lool to nodify dncois diesribution,
T use of Jdirveet price and quantihy controts can wsmellty b she wo
e Ineliciont wnd the sare objec lives een e secorplished ore
efficicnti;r by tax and subgldy measures or o rednetion ib murkst
wperfections,

Incoms incqualities often arine beeou:n of aclerm-t: to dlrnetiy
conbrol prices and quantities for reasons: oli »r e oee ~ disbribalion
objcctives, Cfome inequalibies may be redused by eliulnetfyg bie
ceabrole, A conbrol reringe which atterpls %o Feep wrices dowvi o
mass conswwhlon resds may in foet have advernn dmeone diztiritution
wiplicaticos beeawe of the effects on supply of trose goodn amd Ghe

em.rgen:e of black marteis, In fact , Then, less of conboliod oo
reaities at a higher average price may be conswred by bhe peor,
particuiaely Il they have limited accese to peawi-aly 4r vhich prices
ave effectively controlled and much naks ore of Lhetir purehase: in
black markets than middle and urpaas dneowe group, The v Gypa of
probiem alro celzes in commeetion with coutbiv.)lend coediv,  Conbmolio
lnterest rated and allceabicn of eredit resuleos in lern crcdib ab

e
JYRA

ey dnterest ratos for small torrowvers, oiuce thay nant oriey i'c

~—

inw mray or black maviots for erod it
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The effect of market Interventlon policics whieh nlluence
the price of Jubor nud capltal can be onalyved throwrh @ vorndon of
the curpluc labor model dilscussed euwrlier In bhio cuvny. let us
acsume boai there we three sectors rather thon just tvo, infornal
and nodern, In pavticular, let us assume the ewlsteuce oif a modern
gecicr, wn inforral uritzn sector, wd an infornal, rural necior,

‘there ave four difrcrent,classes of people: 1) modein-scebor cupitelis s P
=) modera-seetor vorkers, 3) urben, informal-soctor vorker:, aod ) rural,
infoimal . cue L voTiers,

Avee that the production funetion for the modern nector
exhibits eor~'uat relurns to seule, and labor-augmenbine rod eapisel -
avgenuing vecknical chunge, Tt Lo possidle to whew (ioe wpperdis b
thiz peper) that the »ate of growth r. of the ucdern-reetor lalor forec

L

Lo given by

(1) SR I‘bﬂl— 1=/ - ¢/ (1/")ry

whes o T is the rate of growth of the modern-zector eapital stock P

r,l 15 th2 rate of capital-augmenting teclinological change, , 1o tle

ig the elasticity of

rabe of lalor-guguesting tachnelosical change,
substitutinn between capital and lavor,/” is the share of labor in
tobel ouipus wnd Tw ic the rute of growbh of the roal wopo,

The drievbent thing to wole in ecquution (1) 1g tha ® insreuses

in e real wne veduce the rate of labor abeorpiion into the modern

seetor, The amount of this reduction le direelly related to
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Che vlanbie T mbsbiinbion belvren Lubor and eapital , o

to oo lebor sl o dn totel ougput, The lase o in (1),

e

v bne rodeasn

=
7

Af o e et ey Uheeddreet effine b of woce

geete s el o whsorpbion, To whe e leab Bhat voow dvewcusern indy o

I TR e S e Bl o sewdes of savin g sl pednve soeant

Ty Rk TIMe LI ALECY petive profive wd il w5 ol arndbdl

PR sples '. o equa for (19, T, 5 bhere 40 o doucev dden oo
L T I LR IMEICTh necuer,

notho nodena socber S 4, fpeee

SR o LRI o e R B 2P e,
s 0T Faeencriers dn the poacan cector, ddin poeow of our foine

Anc=le Gk ki W axe coiénned, The jur ot upisva incomr of

id

BETR ALCIE VT Cas RaTh, seetory, horever, oo dmends, wortiees deil)
e, kraaiticied secoor meg Tz adveesely alfasts’, altbooi bhey
e ion from ele

Lawilenw o The @d50EN Lebter off Loe ase ! Bweacurcu e

Conees omade e o oulie abbruction off alrboy waldede-scator venes (ocee

' oo f e e SlEagtaoand o daay [fal), “Phe of robion Teom the limd
AT S R P o G A B T, o S ERlA A Tl o Car a0 WO i 43 o 03 s 1 0

s L0 we vonbe accraioyr LG wsal, teadt Blonld sncetor o,

i gozior vhiel: tends to beer Lka bruatb of oy reauehione in e eopdt

our, smesiiclonn). seetor, Beecaivs of the reuscilion in bz

- - -

o YA T grosion, fover workers dn this wslor wre ghoorbed intc

iy VY g ael uie ieder) seelart,  Stedudly, MR drieyoase 40 Ware
Coock e L Quguts end Bhas, total dncome irothe wodern soelor,
B ¢ Nare ©eel derend dov urban, treditioen? onlbat o a8 derd ed

Cilgpeisto e en 1o ern soebor avbivity, the Inomwaoe e wens

[
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in e modern ceetor everts a deprensing influctm: on urii,
tralibivnai-oee o oubput, Finally, dnereased nijabion from

the ol gor by Lo the urban arces mey cvell the tobal vl lotes
foree, tlme exevbing further dovmvard prossurn on oy afes k! pey
wapsta incoma: In the tradibional scctlor,

e cen show thal the reduction in pey cind
urbar, tralivional cector (sce appendix ) is direcul,; relaos’ i, b3
clacbicity of wradibionnl-seebor oubpub wilh romawi Lo poacs =ger e
o'k, Wne chiave of lohor in todel oubm o «f ble woforn eeloe, W
Trportances of the modern seetor relabive bo Lhe wibin, trad. .ion:d
soefer, tha decrease dn Lhe rabe of labor aliser i irta whe sod =
socbor and the olusbiei’y ol lebor migratien ihai obw waral %o
urban areas.,

Yhew rodern cector vwages Insrease, the chiaare im dle dog. ¢

oi dnoqualiby ic aquite aubipuous--some groups aln, while olie e Tuee,
The urban poor, it oarbticular, tend 0o bu much “cxse off, ALGhcw b
thory remaini.ys in the countryeide moy be slichtly Letber ofl', Shor
who mimrale o wilan areus may be better off or woi.ow off, dopoadin
on vieShor or nol, they pet high-paying johs, Tt is ccriuin bhal L
icpree of amier-- and wuermploymont o the urbun cdens kends to
imereans, In an econory characterived by the mudal dosed i Lere,
blie rooreet serpents of the pepoleblon ava tob heluad o wae o Slesnnm
in the modean seetor, The 1ot of Che weber peooe 28 voida o ame ana e

sadne bivily and poveriy in the comicysdda T+ Gome (foimead Jarko 1"

poeorby and uner opment through mipration,
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An annlysis ol those market interventions whilch affect the
vrice of capitul con be made in a =iwmilar fashion:

Tn der o determine the eifeet of & reduction in the cosl of
cupibal, Jel us ascume that the cost of cepital effzcls only the
copital-intensity off new dnvestmenl, Once an Jpvesoment in made, the
cont of cuniin) becomes a fixed cont end 1o 1t a faclor in detemmining
the capitol labor ratle. Ex-ante, Leowever, for a conriwiy elasticity
of substitution (C) peduetion Muoetioa, the optinal incremental,

copliel-labor ratlo is given by

ai
vhore <0 and ¢ are the dfstribution and clasticiby pororeters, rc.‘.:pc:(':l;lvcl;y ,
of a Ci production twretion wnd P, is the priee of capilal, inicrpreled
here to mewn the price ol capital goods,

Suppoce that the rate of capital accumilation in roney terms io
a 1izcor twmetion of puroitts (7)) oun exlsting cupital stock, Then, the

real rate of cepital aceumilation ig given by
(3) ak = (asun)/?,
\
¢ we substitute (3) into (2) and dirferentiate, we obtain

() d(an) = (-1)0%
GIJ PK
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That i, the percentoge chapge in labor abrorpbion cn now dnvenim i
relative to the percentage change in the price of capital depend: on

the elacticity of subctitution,

There are wic offeets to toke into account, Firsy, the

reduction of the price of capical results in & subotiwiion of ewritlcl

for labor wirich rcine~s lebor abzorrption, AU the semr Siaz, a lover
price on capi.ul pueds nakes for more rapnid eqplital accwalasizn in
eral terms wirieh dneccases lebor chsorplior, ID the clacticity o
substitution 1o prea.ew than wnity, the first eficet ouib.oiphs Ghe
second ond labor zirorplicon i reduced vhen the price of eardoul o
iz decrensed,

The erfect of a reduwction in the price of capii~l can then be

aralyzed in terms of the four groups of peopie, Totwl modern-see o

output and profive ncrease so that modern-ssctor enbreprencurs Lenefid

from a reducticn dn the price of capital, Labor aboorption inwe the

modern soetor wey either increuce or deere: .o, dencrdins on the claci inaly

of substitubion--thus, seither traditional cceltor ca erprel to audn
mich by the opewing up of more modern-ccctor, Lich-payin: jeho., Tuc
urban, informial sector may gain somswhat throuch nerewssd derived
demand rcouliing frcn increasce modern-sector outpub, The Tural
wradibional-secbor and modern-seetor wace-caracrs are vulikely o be
much afrected at all,

None or this takes into sccount the fact that Loe capital
subsidies require cithev inereesed taxation or infichien in ordes &

effeet the dmplied real resource transfers to capituliste, If Uheao
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are taken into aceount, the rural, traditional-rector end modern-ceetor
vage~cornert e likely to be worse off, The small spillover raing
mwade by t!e urban, traditional scetor moy be cormpletedy vibialed,

The big galiers wre tle modern-cec bor cabropreucays,

Manipalation of moderm~toclor wase rates or subsidiuaticn of
the cosy of eaplilal W modera-~seotor cnéreprr waurs are ual lrely, ther,
to make macn of « dicwence in the oversll variubiiity ol Laeoya,
bome e lativly peor groups cain while others lose, due te occcndary
effects, 1a particalnr, the poorest yronps, worier. in the Sraditicnsl
cecbors, are Jhe vreatent losery wnde= nolicion dest o o vaise
moderst iector viares o veduce the cost of capital bo rodern-ceetor

entrenreneurs,

2. Confiscatory Policies

Confiseaiery policlel dnelude taxaticn, Ll reform, und
nationalivation of industry, Progueceoive turzation o not alweys very
c{fective, 1n o poor country only cerbein copronts of the populatinn
are likely e bo «lfectel by toxation; iu particular, Zovermment
vorlers ang e w1 salary earners in the mwodern ccetor, Ancirate
records of wages and calaries are kept regawling these woorors , and
magy less ceveloped countries have instituted a 1oy -ac=rcu—curn nygtas
of wege and sulary tax deductions, 10 i much more iffienmdlt o Lux

non=e7port egeiculiural incomes wnd dacouwns in the urban trad! bional

pector, 1t 1w alse difficult to tax most Lorsms of vnearrad income,
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Pl dar eopecinlly rordons I o majer caupe of Aneuudliby derives
Poor au weena’ acrob distribution, Uncarned fucomns ure difticuwls
to asuosy o mar casily Le hidden entorprise corbs in the down of
expence allowae: =, conpary housing, and compore  bramepond,

A more radical spproucl to Luworvie recishy Uaubion frawlves the
radlnwibuticn of aiccenly produetive asuehs rathor then [i:al ve-

Helodtuaden . " onccsoninanlly agricultural leso~d: syelovesd cowmrhinies,

Lendt »ecl Tebribuition 7i hd Be Wi nosl effechbive inctbraenms M red Suin
Ireons dlepenicist, The bisworieal tvrord, howesnr, hug nob wonn good ,
Polinzenl oo t! lou in asny countelen It 3 ef e bdvely <lelled ow

aeverely didlubed (e for drastic lexd reform, Leawd velom: poens Lo

0 can Ld ol erh offen dn the vauke ol major soedel. nphcavichs, ouel
wt Bl Comnntl . aaedo Lions dn Maesie and Chiive, ohe Jouth o the
e act aftes whe Civil War, bhe United Riates?! trlcejor in

e e Sl e Japnnese defeat In VeRLC Lar I, the nalion=
ALzl Sigwoyer 2 dedtion npltez oxpulsion of the mationalicie T the

Malatidle, Bhe vevolubica: dn lexdeo, Cuba, and Lolivin, and the sociaiiod
el fuin vietosy iobile, Other fBype: of policies vhich ceu nPffeet e
Lo Toa,den ol drecze i1 Lhe anwal seclor ave agricullburl ¢redit ond
e bing polics
Wrbionulisebion as a poliey hus vome of the same demwbanks an

land redorm, T lieieally, it s aifileult to achicyn, ALbGhorg e abie i) -
pabion mgy decrequs oo Ineens of the voalthicst groups, iU woy
Wiveetge the dismm il dn ineores hotvoon Uie rodeze and 4 sibdeznl

TS e R e e S SR ¥ 8 0T wages and a glover »ale o) Yabor
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absorption by the nationallzed industries,

A major problem of both land reform and nationalization is
that it often does 1ittle to help the small peasant, the landless,
rural laboier or the urban,traditional wvorker, Lund reform benefits
often accrue to wapc labor on lerge scole farms who gain land or are
able tc inerease their share of the surplui, or industrial, modern-
gector workore who are able to coplure an increased share of industrial
profitou, ‘Tuws, land reform and nationalization chicfly redistiibute
incoms {rom vpper to lower and middle ivcome groups wit'.in a cector.

Redistributilon of assets, if it is to be effective in assisting
the lowest ncome groups, must be horizontal across cectors rather than
vertical within the modern seetlor. Horizontal transfer policies, however,
have plared a smaller role, and indeed have often been regressive, even
in relalively distribition-oriented regimes. Thus, it is not »common
thet countrics with very "edvanced" labor legislation--which in practice
{favors modern-sector workers only--have regressive or neutral fiscal
systems. Only the wore ambitiously egalitarian regimes, cuch as those
of Cuba, Tuuzania and China, have created major systems of horizontal
registribution,

Vhy hag redistribution becn so much limited to vertical transfers
desplibe the strongly epalitarinn prineiples of many developing count.ies?
One obvious cause is the self-reinforcing political strength of the
mdern seetor--particularly, of bureaucralic and labor groups, Adminig-.
trative faclors uve also involved, since horizontal transfers nced more

intermcdiation,



ko,

‘A less obvious but also relcvaz‘ﬂ; coguce 1s that verticael
transfers enjoy a moral suppor*b” that is not associated with horizontal
redistribution. This moral .éupport is expressed, fur inctunce, in the
lubor theory of value. Tt is rooted in those notions of Justice that
Tink rights to the creation of something of value, »ather fthan to ibs
use in "historical" as against "paticrn" or Mend-ubete" prim iples of

’

“justice. 1/ In discuscions of the ripht to property Income, the
argurent often centers cn the question of who real Ly fmd‘.u:ed that

income. PBoth partios ore implicitly accepting the distributive claim

/
arlsing out of the act of production,

By comtrast, the ldcal of income equality » Which is required to
sustain policies of horizontal redistribution , And more generwlly, to
separati: distribubion from production, is a wealker moral mrecept.
Horizontal lrensfers ave moro commonly sumporsed by fealiuvce of charity
than of justice, and charity is mueh the vwosker of trore sentinents,

The commumist procepb--to each aceorling o his ncedo--remain: w ideal
for a poeicty of "new men," not & banner for political action wiliy,

Mozt of the indignation provoled by "inequality" ir soticficd byoweeoving
the extveros in dnvore levels; in poer countrios , b wrounbs o a fceling
of seandul at the axistence of a few rich emongst the mony poovr, ani

leveling dovm thore exlremes of wealth con be achieved witiouh Loricontal

1/ This distinetion is developed by Hobevt Noziclk (igr2:,
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redistribution., The natvre of moral feelinse thae reinforec.: the
notural, political and administrative difficultics of achleving
horigontal medictribution,

Theorcetical nocels for purposcs of anulynirs incore distributicn,
land rofomn and nationalization are developed in some detall in papers Ly

Cline, and Selovslky end Cauas la this volume,

3, Provicion of Public Services

A third major set of policies to redress income inhalaces
involves the provision of go..rarent cervices for puor groups, These
inelwie such thinegs as (a) dnvestment in fecder wads and vlilege,
eicctric rnd water suppnlics din poor rural areas; (M) broadcniiu access
to cducation wnd erxpendiiures o public healsh and nutyrition; (¢) site
and service projocus dn trban areas; (d) birth cenbeol informuiion and
subst ceeelon of convraceptives for the poor; (e former evis ovion
services ol subsidized seed; ( £) fextilicerye and poosticli s for small
fmcrs; (o) agriculbural and inducsrial recoareh aleed ac dmproving V.
prode. Svity of e small farmee cr cawproneur, ‘e cleenify public
work. pivjecbe ac an expendituec-oriented policy i o fur as the public
vorks affce s enployvient and vage rates, hut the capital aosebs wiricl
resu’ b from bthece projects muy provide cervices for the poor seprents of
the population,

Two probiunms arisc with recpeet le pulidie nerviecec 91 bhe puas,

voe L oshab of areens, Access to a rend, a ko oaabal, o school or n

public park, for cxrmple, may be linited beeause of locabion fuciors,
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A polabed problow s that of soimplemoniaviby .  feeeds to
public faclllties may Le ldmitced beeauve of lack of conplenentbary
qosehe.  lor exar, le, roads wrc besu uged by those who have nutomoliles;
horpitols, tchsele, aixl purks by thoce vl have o Tenns of Lruisporh;
farper oxtension services, rural fecder rordn, Tupub and price nhoidics,
“anid Beripgal e 0 114 bica Uy those whe have land, Jecaune nf the conplo-

e bery prodis i, el of pubiic servicez muy (o 10 Lhding more Ll

peinlores oakiling el dicrapitics, This enppeste that o el ettt binn
ol prd ty b wesdil any be a necestaty precondition {o1 ciloe ro-

1/

dttribuhlon policics to have the degired effect.

Alterpatively, Lhe alate miy went W Leo tedct access w public
pongs, The wre of @ hoopltal, for exople, may he restricted o rnly
Tow=<incone Candlicn, Aceeas 0O jrricabion water way be granted only 1o

erwll fase . Ure of public houging or eite omd sorvice projeco My

be resbriclad to Jow-wwcome groups, Tn gome capze, U ig eyiiwmely ait-
riouls te lenlifr ole poor and Lo insure tiiat only they have wcte'a.
Tn other caren, custom, tradivion or coeial policy dictase Mhab access

. Lo restricbed--public schools and vouds are nsially availsbic 1o
et vho de able to use ‘them.

Aooegs bo pablic services may be podified by uvoer chavies.

O Len naer charges do nob cover the M1l coct of providing aa assehb.
hue, the user elanies have an olement of suloidy, Fren wher viel

charges sover full eeota, Llere may b an elment of subsddy Go fhe

gaer 1 Lhe szerviece would nob be wvallable ab any cosh, unlecs ohe

1/ Tanzi [1972] weintaine tha 'r-"di'-' Lribution theooch povernms
cymondityres on public gervices ab besh panufors incone Cica e iebent 1
the upper middle elass beecoure of "unLLatuunr af aneeae and canpdanentord y.
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governent providecd the service., The existence of uger charpes, Lovever,
may resirict nccess by Jew-income groups who camnot wifowl even nodest
user charges, User charges may Lo deteinined in a g3 ceininatory
fashion az o means of overcuming ithis problen., Lower-inom clas;es
may be charged Tess, This may be possible In come caten, cuch us medical

care or schools, tut no! in others, such ag road tolls,

b, ixpendiburc Driented Policics

Finally, government mgy try to iucreace incower of the. poorcat
groups by engaging in hieavily labov-intennive public viorl. yrujecte,
Projecis o uhis corlt huve two bagic sosls, The first is to soak-up
wicLployment, parvicviarly ceaconal unenplowisant, The cocond is to raisc
wege tevels fop the poorast, least-ckilied vwooers,

To llic extent that public werhs peojecte utili-e uncaployed
verkers, they both increase ecoromic cfficiercy ad redistribute incomr: .,
Tic Lwrcased efficiene;, makes it woocible for the pocr Lo receive more
gL necoot e the vie) widch ts relavively modest over the low-1umn
becuuse of inercacc. productivity.

Public worl: my- be associated with a rural developnent program

var'els aims al increasing sinall forror productiavity, Thus, the progian

ck

muy have both an o penditure eftce’s on wages aul arployrent and a Lenefd,

efleet, AL o often, ovever, Lhe benefits ro, not o the amallest

famiers or tle londless, bub rather to the larper faviems,
Alternatively, rublic works progiusu: nes have an urbmn focu:s --

rod.

sueh 2z the Ludlding of low—cost public-houstir, Lire roral publie
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vorks, the projects may provide substantiol benefits io the poorest prowups
& well ay evpenditure effeets, The key o expendiburo-oriented policics,
however, is tnat they focus on labor-intencive, consbrvcticn activibies.
A related policy is one in vwhiich the rcovermment ::tves ac an
employer of last resort, With this kind of policy, the government officrs
to hire anyore for some specified miniwum wape beler the ro’ug martet
v.ge., One neced not be very concerned as to the quality or roount of
vork perforrnt, Tn this way the joorvest ncabers of tle gooential wert
force cen receive sere minimum level of ireome, Furthermore, tids policy
has ti.e adviwhage of praviding e test of how zuch and ;ov severe ig Hhe
problem of unciployment By ussessing the oiaber of peopic who cffer

thelr services at the government minimum wage.

IX,. Coneclusions

The various policy alternatives discussed heie are deait with of% much
greaver lenpth in the policy paper: ia this volw.2. The aral-ois i tia

"

efficacy ol chece polieies, however, depends greatly on the use of an .
apprepriate model of the inter-relationship Lotween growth ard incoiw.

The 1odel may vary rom country to counbtry, In a hig.ly dualistic

ecomonyy, policies ~urhih bo be alwed b reducing dlcernpancics be mwsca
traditional and modorn sectors. T windfull SULL ere oo LT oesp lum-

vion of thne distrimmbion of incone, then coniiseatoiy policies vidrhil 10

more erfective. Avpropriate policies wud policy mives will be summarimed

and examined in the lact essay of this velume with thooe kindn of

relationships in mind,
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we have

(3) Q,° Q‘u’o ¥ Q'um

Vo also asswie that traditional sector output consumed i he
traditionul sector is a constant amount per worker in the wban oc

rural treditional sector, That in,

P
%]
N
D
=
[&2]

. u T

e -
ur T T

wher: Lu and I‘r sre “he lacoy force employed in the uvbun oxnd mral
raditioan] seetors, respectively, and o and 81‘ are coruclant.,
Treditions! sester output preduced for consurpbion by biw rodemn
coobor, hevever, i1s awoumeed to be o functiou of the level ¢f modei.

cector culjut,  Thal i1,
: 0 - .

(7) 0,7 £, Q)

and

AB) Q.- e(Q)

T L



The urban labor forece 1t uffeebed by migr.tion from the
countryside. As in Todaro [1959 ] s we assure: bhab the urban labos.

deperls on the expected wuyre ]‘f‘" wvhich can Ve achleved

ioree, T_.’_ + Lu s

i She urban arcas, 'The expected wvage 48 a weifhued averase of the

roucrn coehor woprs eate W oand per capitn inecome in bhe urben traditiona?

scetbor Qu/f.u,
(9) L= (me + Qu)/(Lm + Lu)

\Yi

The urban labor force is a fupnetion tlen of the diffcrence Letween the

wiege In the urban arcac apd per capita incere in tha rural areac,

(10) L+ L, * h(Ew - QP/LI.)

The Rate of Labow Abrortion

In thie rodel, we assws: that the rale of lubor abeorplion into
the modern sector is a funetion of the rate of canitul recunalabion in
the modern cector, the rate of technological change, and lle rate ¢ f
chinge ol the wage rate. The labor abcorption function cen be deri 1
as follow::

Firch, let us asswne that the production functicn » in (1) i
homogencous of degree > . That is, we may have nor-conctant return-

to secle but the produclion funetion i sii7i bowoszneous:,  With hoi -

geneiby, ve may vrile (1) aa
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(11) Q, * (-?mm) (1)

vhere

(12) £(x) = F(x,1)

and

(13) k - CK/L

bifferentiating (11) with respect to Lm , We oblnin

(1) _Q_m = (.’(:'iL)r'l[E(f(k) -f (k) k] =W
g

haltiply (14) through by L to obtain

\/
8 Gr Y e _
(]5 ) YQm - I ) f (k ) e k = \VIJm

Differentiate (15) with respect to time and divide through by Qm‘

() v, YO s A S B
4, 6f L, f £ N
m m

Differontiate (11) with vespect to time and divide thrcuch by Qr .

an boVEe vk
lm (] Lm {

o~~~
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.

Differentiute (13) with respect to time and divide through by k.

(18) K-k oek-fmo g
k k Lm 3

Divide (15) by W and Qm as given by (11). The result io

(19) __1___ Y-gx
o=l WLV
EL "t

Substitute (17), (18), ard (19) into (16) and colleet terms.

@) [DC2rn) + £ Lo o () 2% + Veked) - £ % 4
r T | Lm [ f f T ]
(=x) i+ 1298 - (Y1) LK) E/K + C4)
£ v or r

Onc can chow that the elasticity of substitution & can be
exprensed as Y

(C1) =078 "~ £71%

£

We may rearvrange terms as follows

1/ Sce R, G. D, Allen | 1, p. U8,



(22) f = __ -0 )
.2 T'KO-LK
% n ¢

From (15) and (11), we may wribe

(23)  pkc o XV oo Wy
f (L)r Y

If vie let '\'.’T.r}/Y he denoted by , the shave of lubor in total oulput,

the oWt is

ol £’k = ¥ -
O y:

Substitute (22) and (24) into equation (20). The result is

(25) Im- Q__a_l [(2)6-1) +HT (/AR + ks - i/,) s (WA -4 )
L
m

where
(26) & = (VAT (V-1)(6-1) +H] - /(¥-1)s

Iquation (25) is the labor abiorption funetion, (% gives tae
rate of Labor absorption into the modern sector as a jurction of the
rate of capital accwmlatios, the rate of capital mud labor augrenting
technological chunge and the rute of growhiv 4n the vage »ale. A counle

LN . e - N N oy
of cpeeial caces are of interest, If tho:w are ;o coonrmicn of reale (lf A



then the labor absorption function reduces to the follovng:

1) 1,

bee DL 6 (A - L)

o3 (1-49

Tn thiz ense the coeffieient of the rate of change of yodern sector
wages 15 o oimmle function of the elasticiity of subziitviicn ~wnd the
labor share 7', iven if the cluctleity of substitution 1. 1nss then
wnity, the wage elastieity of cuployment me, be preeater than unicy .,
For example, if the wuce share of output iz cin-hidf, Ghen employmont
is woge cloctic if bhe clasticity of substitvbice in mo-nter Jian
one-hall’, IC the warce chare is 80 percent, cmployment is ware clattic
iT the elastlicity of substitution is greater thin 0.2,

Anouner opeeial ease arices vhen the clasticity of substitubion
1s equal to wnity (a Cobb-Douglus prcduction funcbion). fLouation (25),
the labor lcorpiion iunetion, reduces to
(a8) ]_:_Tﬂ : Q/;_./i% KK + Yoty AT W

/‘- - -
L, (-7 (1-4) e (A=)

’

o~

The elasticity of cumloyment with respect Le both capilt 3 nceunulation
and cuapival angrenting teelmological chanre 1o grenter Wan wilt, ¢
there are ~conomics of seale and Zawe than unily 16 Ehere are decrocow i I
retures tc scale, The claslicit, wibih reopesl to Lo mynen! in:
technoleg L-al elvoye is always positive and vrcater thew untty 44 tie

Tubor chave is pavater than 50 prreent, bub lecs than urity L the
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labor chare is less than 50 percent, IFinally, with the Cobb-Douglas
fmeticr, e ware elastieity of employment is alwayc rrcater then

unity and varice direetly with the wage chme of oubput,

Viese Chanees in the Yodewn Seetor end EBfierba o Pep Coplin

Tpegines dn Bla Tread i 5tonnl Seclor

in this cection we analyze the cf{fcet of wape chungesn in tno
modern fextor on per capita incomes in the traditicanl sectors., I
the moderm-secsor wage rate rises, then wodern-seetor vorkers recelve
more incomce, There are a nuwiber of adverre effects, however, First,
Vlere will be fever modern-cector workers at high wooe levels, Second,
pexr capiba income in civher the urban or rural troadit oral sectors is
Tikely to deelime vhen wages are raised in the modern ccctor,

To dctbermine Uhe effect of a wage change, [irot differentiate

the Lubor cupyly e bion {10):

ey - di, = " -
(29) v, +di, %% (aE, - ap_)

whore
(30) PI‘b = Q]‘/Lr
is per capita income in the rural traditionul seetor and

(3L) D= B -Py
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ia the dilricrence belween the expected wibuwn wuge and per capito
incomer i chie rural traditional. seetor, Ve can alro rowiibe (F9) in
terms of the elancicity of oupply of urbun labor with rerpeet to the

urb-rurnd. wape dilferential,

(L * L ) D >
(33) a1, +dn =o -Aul_ (AF-dP )

m - S %p @, B,p)

vhere e is the elagticity of urban sector labor force,

In order to deteruine aF and AP, ve may revrlite (9) and

(30) ag followe:

(3h) (Lm+ Lu)Ew = (me + Qu)

and difforentiate each implicitly. Ve obtain [note that dLr= -(dLm+ dLu )
(36) aE,, = [waL, + L aW +dQ, - (dLm+ dL )E‘_,]/(Lm+ Lu)

and

(37)  apy = [aQ+ (@i dn P I/

Note, also, by substitubing (5) and (6) into (3) and (4) and differ-

entiating, vo get



1.0.

(38) dQ, = SL =dQ.
(39) dQ, =S dL, +dQ, = -5 (4L +aL ) +d4q,

Furthermore, from (7) and (8), we have

(40)  dQ, - equ_B_;r_l_ aQ_
(41) . =e Qo de

Irm Irm=="
C

where am is the elasticity of urban traditional-sectcr oubput wnd -
is the elasticity of rural traditional sector output with respect to moderm

sector output. From equations (1) and (2), we have
= = W
(42) de FLdLm vaL 0
Finally, from (27), we can deduce the change in employment in the moderm

sector given a chanre in the modern-sector wage rate (holding capital

stock and technical change constant ).

(43)  ar /- -(6/8 y(aw M)

Combining equations (36) through 43), substitublng iuto (33),
and rearranging term:, we cbtain [assuming constant returns t¢ scelo in

which cuse 9 = 1 and ¢ = A (1-4)]:
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(44)  (dL + dp ) = pb °oln (w(1-) -6 W(1+E)-s 1 lau
moou )}(lT, . AT

where

pyH

(h5) 77 ; (EW- Prt) te (E\V )+ °p (L ; Lu)(Q' /I'r)

r

and

L6 = fe I - (L_+

(%) f [ um ‘r ( m ) r*nQ):m]/I Qm

Equation (M) gives an cxprecsion for the change in the total urban
labcr force, both modern scetor and traditional cector, as a fumetion
of the clan o in the modern-secbor wage rate., The chanre in the rivul
tredibionnl-sector labor vorce is simply the same expre.sion with the

opposite sipn,

It is not clear whether the urban labor force will incrcase o
decrease (i.c. whether there will be net m igration from urban Lo rural
areas ) if' there is an inereaze In the modern-seetor wage rate., MNole
that the torm ) in (15) would be expected to be positive in that the
crpectud wope is 1lilkely to excend the per capita incore in the rural
itraditional scctor (Pr'l‘,) and per capita subsistence dneome in t e urban

ign of *the expression in (hl) depends o..

(9]

traditional seelor. Thusg the ©

the sigu of the temns in brackets and tlis sipn o wibipuous, The
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term § is a weighted difference of derived demund clasticiticn, e m’
and e n’ and nmay be positive or negative, Some of the other terms
g

in brackets are positive and others are negative. The anbigulty arises
becauce, on the one hand, the inereasc in the wage rate raiscs the
expected urban wore, The induced reduction in modern sector ciployment,
hovicver, throws more urbun verkers into the urban Lradilionul seetor
which pay. Jess bham the modern sector. This latler effcet Londs to
depress Ghe cipected wage. If the expected wage increaseu, there is
migration from the rural to urban area, bthe amount depending on uhe
celesticily of lawc” supply °p vivth respoct to the urban-rural wage
differential,

The percentage change In per capita income in the iural 4radi-
tional sector iz the differcrnce between the percentage change in cubput

and the percentags change in the rural-cector labor force, Thet s,

(v7) ap, aq _dL

U S S S )
Prt Qr Lr

From (39), we have

4 >
W) dp . S dL L d4Q dL
P % G T

rt

From (1), (42), (13) and (kb), we may writo
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(h9) ar. . LQ epl (L-f)- 61W(1+6)-5 Jo

D AT

—Ghem‘Er_}QL

‘QmW

The sign of the expression in (49) can be presumed generally to be
negative; that ic, an inerease in the modcrn rector wage rate reduces
per capite iucome in the rural traditional =ector. This resulbts from
the fact that there is a reduction in modcrn zector output due to
higher wages and reduced derived demand for modern sccbor output; at
the same time the rural traditiomal-sector work force in unlikely to
change by nuch, The derived demand effect is represented by the last
term in brackets in cquation (49) and the labor force cfifect by the
other terms in the brackets., If there is no net migration (all terms
in the brackets in (49) except the last term equal to zcro) then per
capita income is certain to fall. If there is enough net migration
to urban areas, per capita incomes in the traditional rural sector
mgy not fall,

The cxpression for the percentage change in per capite income
of the urban traditlonal sector canm be derived in a similar fashion.,
First, we solve (M) for dLu , Substituting the expreesion (43) for

dL] " After collecting terms we obiuin:
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(50) ‘ dbu‘b _: Lmqhm ') { 'eDw (1_/() + 6 [W (1.,. E)-Su]oD

Put LuQu.(l-/

- 61(Lrey L, /0 %ﬂ

Here, again, the most likely sign for the expression in (50) is
negative; i.e., thc result of an increase in the modern sector wage
rate is a reduction in the per capita income in the urban traditionel
sector, DBut the likelihood of a reduction In the urban ccetor is
cven greater than in the rural sector, The inereased wage
reduces employment in the modern sector and addés to the pool of
workers in the urban area which must seek a livelihood in the traditional
sector, At the same time there may be migration {rom rural to urban
areas, further adding to the labor pool, TFinelly, the reduction in
modern sector output reduces demand for urban traditional-cector products,
The combined effect >f reduced demand for output and increased supply cf
vorkers vends 1o reduce per capita incomes in the urban traditionai
sector,

The only case in which per capita output might risc is if the
expected urban wage 1s reduced and supply of workers to urban areas
is elastic enmough that there is substantial net outwmirration to rural
areas, In thir case per capita incomes in ‘the urban traditionasl s:zcter
might not fall but it will certainly be recduced in 1ural areas. In
amy case, bthe tendency is for per cepita incomes to f£a2ll in both urban
and rural btraditional sectors and certainly in one or the other of

the two sactors.
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