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FOREWORD
 

During the 1960s, the less-developed countries were generally successful 
in attaining the economic growth objectives they had set for themselves. 
But they and such donor organizations as the World Bank and the U.S. 
Agency for International Development became increasingly aware that 

even rapid and large-scale economic growth may improve living standards 
of the poorest segments of the population little or not at all, owing to pat
terns of income distribution that restrict the extent to which the benefits 
of national economic growth are shared. In some instances, improvement 
in general economic welfare has even been accompanied by deterioration 
in the living standards of the poor. 

This book represents part of the results of a project that was under
taken to promote better understanding of the relation between income 
distribution and economic growth in the developing countries. The project, 
financed by the U.S. Agency for International Development and carried out 
jointly by the Brookings Institution and the Woodrow Wiison School of 
Public and International Affairs at Princeton University, included a number 
of studies that sought to explain how govey'nment policies in various eco
nomic and social sectors of a given economy affect the distribution of in
come in the economy as a whole. The authors of the sectoral studies were 
asked to examine with particular care policies that might be effective in 
altering the distribution of income. They were also encouraged to collabo
rate with colleagues in other disciplines and to concern themselves with 
political, economic, and social influences on the desirability and practi
cality of policies designed to achieve income distribution objectives. 

The project necessitated extensive statistical and data-proressing 
activities. Sherman Robinson of Princeton and Richard J. Szal of Brookings 

collaborated in work on the .heory of measurement of income distribution. 
Mr. Szal supervised a series of data surveys in six groups of countries in 
the developing world that, although not presented in this volume, were 
made available as working papers by the Princeton Research Program in 
Development Studies. Another activity of the project was the preparation 
of an extensive annotated bibliography on income distribution in the develop
ing world by Gerald Epstein and Jean-Louis Terrier, portions of which 
appear at the end of this volume. 

The book is organized in three parts. The first (chapters I and I) 
presents an overview of the broad theory and framework for analyzing 
income distribution policy. The second part (chapters III-XI) consists of 
the individual sectoral papers. The third (appendixes I-III) presents a 

statistical paper and two papers that apply mathematical techniques to the 



vi 
analysis of some of the issues. The authors presented and discussed theircontributions to th's volume at a series of workshops at Princeton Unviersity, culminating in a conference at Princeton in September 1974.The editors of this volume, Charles R. Frank, Jr.,Webb, were and Richard C.also the project coordinators. Throughout most of the project,Frank was a senior fellow in the Brookings Foreign Policy Studies programand Webb was associated with the Princeton Research Program in Development Studies. When they left their respective institutions as the projectdrew to a close, their coordinating responsibilities were assumed Ky Professor John P. Lewis of Princeton and Richard J. Szal, a Brookingssearch associate. re-All four project coordinators gratefully acknowledge theassistance of the staff of the Woodrow Wilson School, and especially that ofthe Research Program in Development Studies. Doris Garvey and DorothyReiger were particularly helpful. At Brookings, Mary Baird, Gerald
Epstein, and Jean-Louis Terrier 
were indispensable in helping to adninister the project and in bibliographical work.

The U.S. Agency for International Development not only provided
financial assistance 
but also made available the helpful advice of Robert J.Muscat, Edward Cohn, and their colleagues in the agency's Bureau of
Program and Policy Coordination.
 
Social scientists in developing countries took part in the project at
various points. Especialiy worthy of note was a group of ten scholars whoparticipated in F six-week seminar connected with the project that was
held at Princeton in the fall of 1973. 


Choo 
The group consisted of Drs. Hak-chung(South Korea), A. 0. Phillips (Nigeria), Indira Rajaraman and Kanta R.Ranadive (India), Oey A. Meesook (Thailand), Miguel Urrutia (Colombia),Carlos Geraldo Langoni and Maria Da Concepq2o Tavares (Brazil), LeoncioDurandeau (Mexico), and Alper Orhon (Turkey).

The project coordinators are also graieful to the sizable numbersocial scientists working in the United States 
of 

who participated in meetings
in 1973 and 1974 devoted to the preparation and review 
of the studies presented here. The involvement of Henry Bienen of Princeton and otherpolitical scientists was particularly useful. Finally, the editors are indebted to the three readers who served as revi,,wers and whose comments

led to many improvements.


The views expressed in this 
volume are solely those of the contributors, and should not be ascribed to the Agency for International Development or to the officers, trustees, or staff members of the Brookings
Institution. 

BRUCE K. MAC LAURY 

President 

August 1977 
Washington, D.C. 
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INTRODUCTION
 

The Second Development Decade of the sixties witnessed unprecedented rates
 

of economic growth in many developing countries. Questions have been
 

raised, however, regarding the extent to which the fruits of this growth
 

have reached all segments of the population of those countries. Have the
 

hoped for spillover effects occurred, or have the benefits accrued pri

marily to those who control economic resources and/or political power? As
 

one response to these questions, increased concern is being shown in
 

developing countries because egalitarian goals are being neglected in
 

development plans.
 

In analyzing problems of developing countries, economists have gen

erally tended to emphasize growth rather than distributive goals. Some
 

have suggested that these two ends are contradictory and that a redistri

bution of income would lead to lowered savings as a proportion of income,
 

and thus to a smaller growth rate of income, whereas if growth were given
 

primary emphasis, enlarging the pie, thece would be ample benefits for
 

all. Others have pointed to recent empirical evidence which seems to
 

indicate that the effect of income redistribution on savings is minimal
 

and that other factors, such as the propensity of the poor to consume a
 

larger proportion of labor-intensive goods, can more than offset the nega

tive impact of reduced savings on aggregate economic growth.
 

This volume is based on the findings of the Princeton-Brookings
 

research project on income distribution, growth, and public policy in
 

developing countries. The principal focus of the project is the question:
 

What can be done to reduce income inequality in developing countries?
 

A great deal of information relevant to this question had been accumu

lated by persons working in the development field. This information, the
 

result of both research and personal experience, had not been directed
 

toward a systematic evaluation of alternative income distribution policies
 

in a variety of country and policy settings. The present project was
 

therefore designed to meet the need for such an evaluation.
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The main features of the project were, first, that it addressed
 
itself to 
a broad range of policy areas, since all forms of economic
 
policy have some potential distributive impact. Second, it focused on
 
political and administrative as wcll as economic issues. 
 In particular,
 
the question of political feasibillLy was a central issue. 
 A third
 
and related feature was 
the stress on defining goals when considering
 
the problem of income distribution. For example, Is the goal of redis
tributive policies 
to be the elimination of poverty, an increase in
 
labor's share of national income, or a reduction in the inequality of the
 
size distribution of income; 
 Finally, the analysis of distributive
 
impact covered both the direct effects, or "reach," of specific instru
ments and their indirect effects, chiefly 
on product and factor markets.
 
Many of the distributive problems associated with specific policies
 
arose 
precisely in the form of negative, or 
"backlash," indirect effects.
 

A special feature of the project was 
the diversity of people in
volved, either as authors of papers or as 
active participants in the
 
discussions in 
an initial six-week workshop in the fall of 1973 and in
 
several subsequent meetings, including a finil conference in September
 
1974.1 
Included were specialists in the inccme distribution field from
 
many developing count-ies, political scientists, many students with work
 
experience in developing countries, officials from aid-giving institutions,
 
and specialists in particular policy areas. 
 The resulting broad range of
 
views and experiences led to 
an emphasis in 
the project on the importance
 
of specific settings; 
one of our main conclusions is 
that income distri
bution effects cannot be judged in general terms, since both the direction
 
and size of those effects vary a great deal according to the economic,
 

social, or political setting.
 

Of 
the many papers and studies prepared for the Princeton-Brookings
 
project, 
the editors, also the directors 
of the project, selected eleven
 
broad policy papers for inclusion as chapters in this volume. 
 The first
 
of these chapters, An Overview of Income Distribution in Less Developed
 
Countries: Policy Alternatives and Design, by 
Charles R. Frank, Jr., 
and
 
Richard Webb, attempts an 
overview of the lessons learned in the project-
not only from papers prepared for the project (some not published here)
 
but also from discussions in the related workshops, seminars, and
 

conferences.
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The second chapter, also by Frank and Webb, assesses the theories in
 

literature on development and on income distribution in developing coun

tries and the relation between these :heories and policy choices having an
 

impact on income distribution. Thh. chapter sets the stage for a series
 

of nine chapters that follow, each dealing with a specific policy field and
 

the potential for using policy tools in different fields to influence in

come distribution. Each of the authors of these chapters was asked to an

swer the following questions:
 

(i) What is known PL9cit the effects of policies in a particular 

field on income distribution? 

(ii) What definition of income distribution, or income distribution
 

goal, is most likely to be affected by policies in the particular field?
 

(iii) What scope is there for policy change in this field? Specifi

cally, what are the administrative and political factors involved in thu
 

change and implementation of policy?
 

Although the authors were urged to aLlswer each of these questions in
 

some detail, the resultant focus of each author was somewhat different.
 

Depending on the author's individual tastes, state of knowledge in the
 

field, and the difficulties of addressing eazh of the above questions,
 

the chapters sometimes stress one of the questions and sometimes another.
 

Henry Bruton's study, Industrialization Policy and Income Distribu

tion, argues that a more outward-looking, small-scale, and nonurban indus

trial policy, with fewer capital and labor pricing distortions, would
 

generate both faster growth and a faster increase in low-end incomes,
 

though a rising profit share must be accepted as a necessary cost zf such
 

a strategy.
 

Frederick Harbison's chapter, The Education-Income Connection,
 

stresses the differences between formal schooling, organized nonformal
 

education, and work-related skill generation, and uses international data
 

to reveal the unequal allocation of formal education within most develop

ing countries.
 

Bryan Boulier's analysis, Population Policy and Income Distribution,
 

evaluates alternative instruments for improving the coverage of low-income
 

groups by family planning programs.
 

Richard Webb's chapter, Wage Policy and Income Distribution in
 

Developing Countries, notes the limited and usually negative income dis

tribution effects of government attempts to raise wages and argues that
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upward wage pressures in modern sectors generally exist despite any
 
government preferences to the contrary.
 

Arnold Harberger examines the potential redistributive impact of
 
tax policy ao 
a whole in Fiscal Policy and Income Redistributi-p, and
 
concludes that possible tax levels are severely constrained, particu
larly by the high mobility of capital and skilled labor.
 

William Cline's chapter, Pulicy Instruments for Rural Income Redis
tribution, reviews findings on the income and employment effects of the
 
principal instruments for raising the productivity of small farms. The
 
chapter makes a strong plea for land reform, arguing that compensation
 
to landowners can increase political feasibility without eliminating the
 
2qvorable equity effects of reform.
 

John Lewis focuses on the rural poor in his chapter on Designing
 
the Public-Works Mode of Anti-Poverty Policy. 
He examines the political
 
and administrative issues which determine the feasibility, as well as 
the
 
relative desirability, of large-scale public works programs as a mode of
 

raising rural incomes.
 

James Levinson and Olav Oftedal contribute a survey, Equity and
 
Income Effects of Nutrition and Health Care, noting the limitations of
 
most t:aditional approaches to these programs.
 

Some issues of urban poverty are examined by Rakesh Mohan whose
 
study, Urban Land Policy, Income Distribution, and the Urban Poor, finds
 
that land policies are relatively ineffective instruments for reaching
 

the urban poor.
 

Appendixes to this volume contain three technical papers written in
 
connection with the project. 
 The first, Measuring Income Inequality by
 
Richard Szal and Sherman Robinson, contains an analytical review of the
 
various ways to measure income inequality and makes a new contribution by
 
suggesting a measure of income distribution that stresses the degree of
 
individual mobility within a given income distribution.
 

Jorge Cauas and Marcelo Selowsky, in Potential Distributive Effects
 
of Nationalization Policies: 
 The Economic Aspects, stress the potential
 
constraints on the degree of redistribution that can be effected through
 
the nationalization of part of the corporate sector. 
Those potential
 
limitations .dependon how nationalization affects investment behavior,
 
and on who benefits from the expropriation.
 

The short paper by Frank and Bruton, Mathematical Appendix, lays out
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the mathematical derivation of the labor absorption equation used in two
 

of the policy papers in the volume: the Frank-Webb study on a theoretical
 

framework, and the Bruton chapter on trade and industrialization policy.
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Introduction
 

NOTES
 

1. Research Program in Economic Development. "Summary of Proceedings" (final conference). Mimeographed. Princeton University, Woodrow
Wilson School of Public and International Affairs, 19-21 September 1974.
 



CHAPTER I
 

AN OVERVIEW OF INCOME DISTRIBUTION IN LESS DEVELOPED
 
COUNTRIES: POLICY ALTERNATIVES AND DESIGN
 

Charles R. Frank, Jr., and Richard Webb
 

This chapter attempts to provide an overview of the various papers and
 

proceedings of meetings associated with the Princeton-Brookings project
 

on income distribution in developing countries. Despite the paucity of
 

data, especially on some of the most crucial aspects of income inequal

ity--extreme poverty and extreme wealthl--a number of generalizations
 

are possible.
 

First, improvement for the poor is possible, and not only in the
 

wake of political revolution. Many factors appear to be raising the
 

absolute incomes and improving the welfare of broad segments of the
 

poor in countries with very different political settings. Despite a
 

widespread pessimism, there does appear to be scope for policy.
 

Second, and paradoxically, both market forces and public policies
 

are, by and large, working in the direction of increasing relative
 

inequality. The following sections review some evidence on these
 

generalizations.
 

A. 	 Factors that are raising incomes of the poor
 

The cross-country evidence on income trends of the poor has been
 
2
 

compiled by Ahluwalia, and by Adelman and Morris. A few more recent
 

studies 3 have added to those collections. Though the data sources for
 

these income trend estimates are tenuous, thL compilations present a
 

picture of rising absolute incomes in a broad variety of economic and
 

NOTES:
 

(i) The authors wish to acknowledge the helpful comments and sug
gestions of Edwin Cohn of the Agency for International Development.
 

(ii) 	 Footnotes appear at the end of each chapter. 



8
 

political settings, usually, though not always, accompanied by increas
ing relative inequality. 
 The most striking cases of reduction of
 
poverty are under -he socialist economies and in countries with rapid
 
gro '.1
rates such as 
South Korea and Taiwan.
 

There are some reasons for the good performance on poverty in these
 
latter countries.
 

(i) First, social services such as education, population control,
 
medical care, sanitation and water supplies, are sometimes widely avail
able for the poor as well as the rich. For example, Oftedal and Levinson
 
in chapter 10 point out 
that some socialist countries, such as the
 
Peoples Republic of China, Cuba, North Vietnam, and Tanzania, have a
 
paramedical approach to health care, emphasizing inexpensive and wide
spread treatment. By contrast, conventional health programs involve
 
highly trained doctors and expensive care in narrowly distributed serv
ices. 
 There are also examples of wide distribution of social services
 
in nonsocialist countries. 
 For example, Taiwan emphasizes services for
 
the rural poor, partly for historical reasons. 
 The Japanese administra
tion contributed public health campaigns, expanded education, railroad,
 
road, and other infrastructure development, and scientific agronomy.
 
When the Nationalist Chinese came from the mainland, they assumed complete
 
political control. 
The wealthy entrepreneurs and elites of the island
 
generally were native Taiwanese, while a majority of the immigrant Chinese
 
became small farmers. 
 The government, therefore, paid considerably more
 
attention to the needs of the rural population--both the immigrant Chinese
 
and the original Taiwanese peasants--than to those of the more urbanized,
 

native Taiwanese.
 

(ii)A second factor favoring widespread distribution of income in
 
some countries is cultural homogeneity among the population. This, for
 
example, seems to be a significant factor in Korea. 
The reasons are dis

cussed later in this book.
 

(iii) Third, in those countries where society places a high value on
 
education, such as Korea and China, the population quickly becomes highly
 
literate and well educated, even at low levels of development. Widespread
 
educational attainment prevents the emergence of large wage and salary
 
differentials based on acute shortages of skilled and educated manpower.
 

(iv) Fourth, in countries with good transportation and communication
 
facilities, regional disparities in income are less marked. 
Capital,
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labor, and product markets are more highly integrated. Growth, which
 

begins in one region, can spread more quickly to others. In contrast,
 

countries with relatively poor transport and communication facilities
 

suffer from increasing region,l disparities which exacerbate the national
 

distribution of income.
 

(v) Fifth, another important reason for the even distribution of
 

income is the equal distribution of land, such as occurs in many African
 

and Asian countries. In large parts of Africa the size of a man's hold

ing is often the maximum he can farm with traditional methods. In revo

lutionary socialist countries such as Cuba, North Vietnam, and North
 

Korea, land is equally distributed because of radical land reform. Land
 

reform has also been successful in nonsocialist countries. In South
 

Korea and :aiwan, land reform occurred when a new regime came into power,
 

representing ethnic groups different from those of the large landholders.
 

(vi) Finally, trade and industrialization policies seem to be in

volved in the more satisfactory experience of some countries. As Bruton
 

argues strongly in chapter 3, an inward-looking, import-substitution
 

strategy often involves protection for the urbanized, modern sector of
 

the economy at the expense of the urban and rural poor. Controls and
 

quotas on imports and investments create monopoly rents which accrue to
 

the wealthy. Pr.: ective tariffs and import controls enable techniques
 

to be used which are highly capital-li tensive but inefficient and much
 

higher wages to be paid to the highly organized elites in the modern
 

sector. In India, such effects have been reinforced by government poli

cies that have kept the prices of energy, raw materials, and refined
 

metals charged by both public- and private-sector producers comparatively
 

low, in effect subsidizing the modern-sector industrialists.
 

When tariffs are moderate and not highly variable from sector to
 

sector, and export incentives are generally low and used at most to com

pensate for moderate levels of protection to import-substitution indus

tries, wage rates in the modern sector are not significantly different
 

from those in the urban traditional sectors. The distinction between
 

modern and traditional sectors becomes blurred as their respective labor
 

and capital markets are more integrated, Bruton point' out that in
 

countries with moderate and equable protection, profit rates tend to be
 

high but reinvestment is also high, growth is rapid, and the absorption
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of under-utilized labor into high-productivity jobs reduces absolute
 

poverty more rapidly.
 

Some of the cauaes of relative equality In the distribution of income,
 
such as 
cultural and geographical homogeneity, are difficult to promote by
 
deliberate policy changes. 
 Land reform, distribution of social services,
 
building of transportation and communication networks, and setting rules
 
of protection and subsidy, however, are government actions that can have
 
great influence on the distribution of income over a period of time far
 
less than a generation.
 

B. How policies reinforce inequality
 

In chapter 2 Frank and Webb discuss the hypothesis that a developing
 
economy will first experience a worsening and then an improvement in the
 
distribution of income. 
 They attribute this pattern, sometimes called
 
the U-shaped effect, to the mechanics of absorption of workers from the
 
traditional sector into the modern sector. 
A conclusion that can be
 
drawn from many of the policy papers, however, is that this natural effect,
 
caused by redistribution of population between the two major sectors 
of
 
the economy, is reinforced by government policies. 
 For example, medical
 
facilities 
tend to be built in the major urban zenters. In the initial
 
stages of development, when tha degree of urbanization is low, very few
 
segments of the population have access to medical services. 
 Furthermore,
 
since incomes tend to be higher in the urban areas 
and the political and
 
economic elites are usually located there, 
the provision of medical
 
services worsens the distribution of income in the early stages of devel
opment. 
Later on, as medical facilities spread into rural areas, medical
 
help becomes available to wider segments of 
the population. Furthermore,
 
as 
the proportion of the population living in cities increases, more
 
people have access 
to medical facilities.
 

Education also tends 
to exacerbate income differentials in the early
 
-tages of development. Initial government efforts involve expansion of
 
secondary schools and university education. 
In Africa, for instance, the
 
departure of former colonial powers left a great need for Africanization
 
of the elite ranks of the civil service and of major firms in the private
 
sector, requiring a large expansion in higher education. In such cases,
 
the provision of educational facilities initially widens disparities
 
because of unequal opportunities for educational advancement. 
In most
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countries, however, the urban population has successfully pressed for rapid
 

expansion in secondary and university education irrespective of the degree
 

of social need. As development has taken place, universal primary educa

tion has become a more feasible goal and gradually more education is pro

vided on a universal basis.
 

Populatiea policy also reinforces the U-shaped effect. Initial
 

demographic changes in a less developed country bring a lowering of the
 

death rate, usually most !arkedly among the poor. The poor also tend to
 

have higher birth rates. Overall, birth rates tend to fall much more
 

slowly than death rates and only after initial reductions in mortality.
 

Thus poor families tend to have a very much larger family size in the
 

initial stages of the demographic transition. Conversely, the decline
 

in the birth rate seems to occur first among higher incone and urbalized
 

segments of the population. For one thing, the desire 'o limit family
 

size occurs most often among wealthier, urban, more educated population
 

groups. Thus their demand for population-control services is greater.
 

Moreover, the distribution networks for such services are usually weak
 

in the initial stages of a program and those who have access tend to be
 

the more educated and urbanized. On both counts, therefore, government
 

efforts to promote population control are apt initially to be skewed
 

toward more educated urban and higher-incone groups. Thus wealthier
 

families tend to have much smaller families than poor families in the
 

early stages of the demographic transition. The result is that the per
 

capita distribution of income tends to worsen relative to a given distri

bution of income by family or by wage earner. Only in the latter stages
 

of the program are techniques devised for distribution of population

control devices and information to the rural poor scattered throughout
 

the countryside. At this stage, the earlier tendency is reversed.
 

As Mohan points out ia chapter 11, public housing projects tend also
 

to go, not to the poorest groups in the population, but to the middle- and
 

upper-income groups. First of all, housing programs tend to be concen

trated in urban rather than in rural areas. Second, even withirn the urban
 

areas, the poorest groups are rarely helped. Benefiting relatively poor
 

groups often requires site and service projects which involve the laying
 

out of streets and sewer lines and provision of some basic minimum services
 

while allowing squatters to construct their own housing on land prepared
 

by government. Even if the resources needed to carry out such projects
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can be mobilized, there is 
no way of assuring that access to 
the facilities
 
is limited to the ver.y poorest segments of the population, who often lack
 
the knowledge and skills 
to become eligible for inclusion.
 

C. Goals for redistributive policl-
s
 
Past discussiocs of redistributive policy have been clouded by a
 

failure to recognize that redistribution means 
different things to
 
different people. 
"Social justice" is 
in reality an ethical compound
 
made up of several separable goals, such as 
the desire to alleviate
 
extreme poverty, 
to increase mobility, to 
remove excessively high in
comes, and to reduce income dispersion per se. 
 For many people, some
 
sources of inequality are more acceptable than others. 
 And, obviously,
 
ideas differ regarding the tolerable or optimum degree of inequality.
 

Distributive policy-making has been confused by treating these
 
separate social goals 
as a single norm, while the practice of measuring
 
and discussing income distribution as a single number has reinforced
 
that confusion. 
The chapters in this book seek, with varying degrees
 
of success, to open up 
the discussion of redistributive impact in
 
terms of these alternative goals. 
 In an appendix to this book, Robinson
 
and Szal also stress the many different goals that can be set for redis
tributive policy, and they analyze the usually implicit value assumptions
 
that underlie different statisti,.al 
measures of inequality.
 

The disaggregation of redistributive goals helps,to overcome somie of
 
the conceptual and practical difficulties attending the presumed trade
off between growth and equality. Earlier arguments that stressed a con
flict between these goals (e.g., 
because work and mobility incentives had
 
to be rewarded and because capitalists save more) as well as more recent
 
counterarguments that claim complementarities (e.g., 
because large farms
 
are inefficiently managed and the rich 
consume capital- and import
intensive goods) 
can be unhelpful overgeneralizations once 
the policy
 
issues are phrased in 
terms of specific target groups and specific tools
 
of redistribution. 
Disaggregation permits a more constructive approach
 
that involves searching for particular combinations of policies and tar
get groups that will make best use of potential complementarities, or at
 
least, minimize trade-offs.
 

Disaggregation also brings 
out into the open what is surely the
 
principal conflict in the design of distributive strategy--that between
 

http:statisti,.al
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most aid-givers and non-LDC observers, who emphasize the alleviation of
 

extreme poverty, and governments of most developing countries, which
 

favor urban and labor groups that fall outside most definitions of ex

treme poverty.
 

Both A.I.D.and the World Bank, for instance, define target groups
 

in terms of poverty levels alone. As outsiders, they can more easily
 

assume a position of statistical impersonality, detached from the particu

lar social groups that dominate the distributive discussioi, in each
 

country. The compelling economic justice of this approach is matched by
 

its apparent maximization of financial feasibility, since it generates
 

the greatest additional welfare for any given amount extracted from the
 

rich. 4 Simple calculation shows that relatively small transfers make
 

relatively large improvements possible fur the very poor, thanks to the
 

leverage provided by extreme inequalities. There remain, of course, the
 

enormous and to some intractable problems of delivering that income, and
 

those problems have been discussed in detail throughout this volume. But
 

such problems have not deflected the primary emphasis placed on the elilm

ination of extreme poverty by most aid-givers and non-LDC observers, and
 

to a lesser extent, by some mechers of LDC elites.
 

Within developing countries, on the other hand, economic justice
 

covers a host of distributive goals among which the attack on extreme
 

poverty has, with few exceptions, been least important. The principal
 

thrust of redistribution has been an attack on extreme wealth, with a
 

redistribution in favor of organized and urban labor groups that are
 

usually in the top quartile or third of the income distribution. This
 

pattern has generally accompanied the transfer of power to middle-class
 

reformist elites. In some countries, e.g., Nigeria and Brazil, rapid
 

growth and/or social mobility has had the self-justifying effect of
 

elevating economic mobility within the hierarchy of social goals, at
 

least in the eyes of the elites. Finally, regional and cormnunal incowe
 

differences are in center stage in distributive battles in almost all
 

countries. As a result of all these factors, the almost exclusive
 

concern with extreme poverty among aid-givers today is rejected as a
 

foreign conception by the elites in most LDCs--despite constitutional
 

requirements of living wages, despite the official attention placed on
 

extreme poverty by a few countries such as India, and even despite the
 

new egalitarian current that haE flowed from Cuba and China.
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The logic of the antipoverty goal misses the strong roots that jus
tice has among LDC elites in the notion of desert, i.e., that what people

have a right to depends 
on what they have done or on who they are. 
 The
 
particular choice of redistributive targets by LDCs is thus strongly

shaped by these conceptions of socially deserved or justified distribu
tion. Social justification, for instance, explains the much stronger

attacks on the "unearned" income and usually inherited property of land
owners than on 
the often self-made and seemingly mcre growth-relevant
 
wealth of industrialists. 
It helps to explain the much greater strength

of demands for redistribution via wage increases and agrarian reform
 
than for the less visibly legitimized sharing associated with fiscal
 
transfers from the richer modern sector as a whole to the rest of the
 
economy. 
The notion of desert is also a major force underlying the dis
taste, by LDC policy makers as well as 
aid donors, for current-income
 
transfers 
to the poor, except through slow-acting "job-creating" and
 
"productivity-raising" programs. 
 Even the extremely poor must be seen
 
to "earn" their incomes. 

Those who deplore the neglect of the very poor by most developing

countries rightly note that much of the attention given to competing

moral claims is window dressing for political aims; that clumsy policy
 
depi.gn and implementation account for some of the neglect, as when
 
regional income differences are used as proxy indicators of poverty;
 
and finally, that much of the current design of redistributive pro
grams--for instance, attacks on the wealthy, and the preoccupation with
 
the highly visible urban poor--reflects the preferences of elites, and
 
not of the poorer majorities. These arguments, however, do not remove
 
the dilemma faced by foreigners offering policy advice or aid to develop
ing countries: 
 To what extent should they accept the distributive goals

of LDC governmen:s or to what extent should the "true" 
(as assumed by the
 
foreigner) distributive preferences of the poor be respected? 
 This
 
dilemma is most evident, of course, with regard to the desired degree
 
of redistributioi.
 

In most of the chapters in the book the policy emphasis is on extreme
 
poverty. 
 There is little discussion of the problem of 
foreign dominance
 
or of ostentatious consumption by the rich and powerful. 
 In the chapter

by John Lewis on public works programs, it is explicit that the programs
 
are to be designed with the rural poor as 
a target group. Rakesh Mohan,
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in writing on urban land policy, is concerned principally about the urban
 

poor. In the chapter on health and nutrition by Levinson and Oftedal and
 

in the chapter on education by Harbison, it is clear that the main concern
 

is for the poorest segments of the population.
 

Bruton, in his discussion on industrialization, points out that there
 

is a conflict between the goal of poverty reduction and the distaste for
 

high profits. He argues that the rapid absorption of labor into high

paying, modern-sector jobs requires an increase in the profit share
 

rather than a decrease since, when the profit share is large, the rate of
 

investment tends to be higher, thus accelerating the rate of growth of
 

output and the rate of labor absorption into high-productivity jobs.
 

D. The scope for policy
 

One view of the scope for redistributive policies is that the exist

ing distribution of income (including government benefits) is closely de

termined by the distribution of political power: There exists what could
 

be described as a "tight fit" between economic and political power. By
 

this view it is academic to discuss policies that would alter the current
 

situation to the disadvantage of the powerful. The repeated frustrations
 

of reformers, who often fail to put across even minor and seemingly almost
 

costless changes, appear to bear out this pessimistic assessment. The
 

implication is, of course, that radical political change must precede any
 

significant improvement in the lot of the poor.
 

Our view is that, despite the weight of existing power and wealth,
 

the relationship between power and income is more complex and fluid than
 

implied by the "tight fit" argument. A better knowledge of the various
 

factors affecting that relationship should, therefore, provide a basis
 

for assessing the opportunities for, and limits to, possible reform.
 

1. Political factors
 

There is not a strong correlation between the political difficulty
 

of making a given income transfer and the amount involved. The accept

ability of any transfer depends also on the mode and purpose of the
 

transfer. Th.s is partly a matter of visibility and partly one of moral
 

legitimacy. It is usually more difficult to extract incomes already
 

received, via direct taxes for instance, than to spirit them away, en
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route to the recipient, through a nLrket-price adjustment such as a tariff,
 
a differential exchange rate, or an excise tax.
 

Perhaps more important is the role of moral legitimacy, particularly

in relation to the purpose of a transfer. 
 In general, transfers are ,:re

acceptable when destined to raise productivity than to subsidize cuLrent
 
consumption. 
Education has a particularly high degree of legitimacy,

perhaps largely because it is associated with productivity, though the
 
right to education seems to have an 
independent status not enjoyed by any
 
other benefit provided to the poor.
 

The greater moral acceptability of productive transfers to the poor

may be hard to distinguish from self-interest on the part of business
 
elites, who benefit from more productive workers and from larger consumer
 
markets. 
 The nationalist motives of elites, particularly the military,

also favor resource transfers to 
thr poor. National strength is built
 
up through the cultural and territorial integration of poor regions

(which are often border areas), by upgrading a nation's human resources,

and by reducing income disparities that may become a source of internal
 
friction and instability.
 

The political process can generate more power for the poor than

that provided by their scanty command over economic resources. This
 
can result from competition among elites, chiefly in democratic or quasi
democratic systems where electoral body-counts matter. 
And it can result
 
from erratic discontinuities and interruptions that upset a class-based
 
political order. 
The best examples of the latter are military coups and
 
the granting of independence to former colonies. 
 Some of these sources
 
of divergence between economic and political power are discussed below.
 

If there is a fluid, competitive, pluralistic political regime,

for instance, the disadvantaged can be helped by coalitions with middle
or upper-income subgroups who identify or share interests with the poor.

For example, Lewis suggests that rural public works programs can be de
signed so that benefits can be obtained by both local elites and the
 
rural poor. 
Not all interests are class based. 
Thus, ethnic or regional

interest may cut across clasq. 
 Patron-client networks and petbonal fac
tions exist too. 
 Thus, there may be more fluidity in a political system

than a class analysis would allow. 
Coalitions can be made by varied
 
groups, which link different income levels.
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In some countries there have been conspicuous divergences between
 

economic and political power. For example, in Taiwan the Nationalist
 

Chinese had overwhelming political power, yet the native Taiwanese had
 

much greater economic resources. The Chinese political elites used the
 

system of government to increase their income and access to public
 

services.
 

In East Africa, economic power was largely in the hands of foreign
 

firms a id local Asian groups. Yet with independence in the early sixties,
 

indigenous Africans used their new political power to economic advantage-

and that was turned in the service of tribal and other indigenous
 

rivalries. Foreign firms, foreign executives of local firms, and highly
 

paid foreign civil servants gradually were squeezed out. Asians were
 

progressively circumscribed and forced to provide more opportunities for
 

indigenous Africans in their enterprises. In Uganda, the Asians were
 

expelled massively.
 

The latitude for policy change can increase if political power,
 

like income, spreads out and eventually trickles down to the very poor
 

and disenfranchised. This can happen, for instance, when elite groups
 

look for allies among middle-class and poorer income groups. There are
 

also class renegades, and institutional groups like the military, who
 

look for allies outside the elite.
5
 

Frequently, the pattern of change in the configuration of political
 

power has involved the following steps: first, control lies in the hands
 

of a few landed oligarchs, foreign executives of large foreign enter

prises, indigenous business elites, or some co-ination of these. In
 

the next stage, a reform regime emerges which represents new interest
 

groups in the middle- and upper-middle-income brackets. Finally, power
 

is seized by organized labor, government civil servants, or military
 

officers. This pattern is evidenced in the rise to power of Bhutto in
 

Pakistan, the formation of an RPP government in Turkey in I9M3, and in
 

the developments that culminated in a milita.:y takeover in Peru,
 

Although the rhetoric of reform seema to be responsive to the
 

needs of the poor, often the policies that are followed help not the
 

poorest groups but the middle-income groups that provide the political
 

backing for the regime. For example, it is widely recognized that the
 

Chilean and Peruvian land reforms mostly benefited workers on large
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estate farms.6 Small subsistence farmers and landless laborers tended to
 
be hurt by adverse price policies.
 

In .he case of Turkey, the first moves of the new RPP reform regime
 
were to 
raise minimum wages by eighty percent and to increase farm price
 
supports substantially. 
The former was a way of redistributing income in
 
urban areas, the latter an attempt to help farmers. But increases in
 
minimum wages and salaries for organized labor and civil servants increased
 
demands for food and other consumer goods to the detriment of the very
 
poor se.f-employed tradesmen or 
casual workers and of the rural poor with
out enough land for their own food needs. Increases in price supports
 
helped the large landholders most. 
 The urban poor, landless laborers,
 
and small landholders were hurt, but one compensating factor for the rural
 
poor was that demand for labor on the larger farms uas 
increased through
 
the higher price supports.
 

Although the initial efforts of 
a reform regime may not be to help
 
the very poor, the loss of power by the wealthy may be a necessary first
 
step toward the eventual total restructuring of political power. 
As the
 
middle-class groups gain power, they will in turn come under pressure
 
from poorer groups who begin to organize or be organized and to articulate
 
their needs more effectively.
 

One possible explanation of political trickle-down is a ratchet
effect: 
 many social gains are easier to achieve than to reverse. Once
 
income taxes have been legislated, schools built, unions allowed to
 
operate and land redistributed, beneficiaries become more conscious of
 
their benefits and more easily mobilized in the defense of those benefits.
 
As a result, successive and perhaps only occasional leftward swings of
 
the political pendulum cause a gradual leftward drift in the political
 
center of gravity. 
 The historical trend in labor legislation is a ood
 
illustration of this process, 
as argued by Webb in chapter 6 on wage
 
policy. The process 
can be reversed by forceful repression and, perhaps,
 
by using time to erode gains that even a strong rightist government can
not afford to attack frontally. The current regimes in Brazil and Chile
 
are examples of these means of reversing previous reforms.
 

Under some political, cultural, or historical circumstances the
 
process of political trickle-down can be bypassed or foreshortened. In
 
Tanzania, for example, the power and prestige of a highly purposed leader,
 
Julius Nyerere, has resulted in programs which help the very poor. 
Nyerere
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has sippressed organized labor in urban areas and made conscious attempts
 

to organize a power base among the rural poor. Some compromises had to
 

be made with powerful civil servants, but there was no revolution.
 

Unlike Turkey, Peru, and Chile, organized labor never was an important
 

force in Tanzania. More generally, the survival of the regime seems not
 

to have depended so urgently as in Turkey and Chile on the delivery of
 

quick redistributive benefits to already organized groups. In the latter
 

two countries reform regimes were extremely precarious. They depended on
 

coalition partners of dubious loyalty and indifferent commitment to the
 

needs of the low-end poor. Increases in minimum wages and agricultural
 

price supports were highly visible redistributive measures that played
 

to the self-interest of the more active constituencies of the regimes.
 

If there are so many potential sources of slippages between politi

cal and economic power, and, consequently, of possible gains by the poor,
 

why are incomes distributed so unequally? Why is there so much absolute
 

poverty? The preceding discussion has been deliberately biased toward
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stressing the possible sources of reform. It is meant to suggest where
 

to look for opportunities for change. The political constraints are more
 

obvious. But the above reasoning also points to an additional conclusion.
 

The constraints on redistribution are not wholly political, and perhaps
 

not even primarily political. The degree of inequality, for instance,
 

and the extent of absolute poverty are not radically less in most coun

tries usually described as socialist or more egalitarian (though they do
 

appear to be radically less in the Communist regimes of Cuba, China,
 

North Korea, and North Vietnam). Part of the explanation of this paradox
 

lies in economic factors that also determine the -(pe for redistribution.
 

2. Economic factors
 

Redistribution is easier the more concentrated are (i) the sources
 

of income or, what often comes to the same thing, the greater the rent
 

component in income, and (ii) the target group.
 

(i) Most redistribuuive instruments involve some form of continuous
 

market interference. Such is the case, for instance, in respect to
 

taxes, price controls, and wage setting. Even once-over transfers, such
 

as property redistribution, create temporary market repercussions. When
 

policy makers decide to interfere in a market for redistributive purposes,
 

they must assess the extent of the resultant market disequilibrium. The
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greater the disequilibrium or "market tension," 
the greater will be the
 
demand for political and administrative resources 
to implement or enforce
 
that distortion. 
Since political and administrative resources are 
limited,
 
the nature of markets must be an important consideration in the choice of
 
redistributive instruments and targets. 
 In general, low elasticities of
 
supply or demand imply smaller disequilibria and, therefore, easier
 

implementation.
 

This point is best illustrated by considering two extreme cases. 
A
 
tax on domestic oil production is extremely easy to administer, and it has
 
minimal market repercussions. 
Such a tax need entail no sharp fall in
 
supply of the sort that would upset consumers. Nor is it likely to cause
 
quick unemployment of oil industry workers. 
 In short, political costs are
 
low. 
 At the other extreme, a minimum wage for domestic servants is almost
 
impossible to administer; furthermore, if it were implemented, many serv
ants would become unemployed. Competitive markets, with large numbers of
 
dispersed buyers and sellers, 
are a powerful defense against attempts to
 
divert or appropriate income flows originating in those markets. 
 By con
trast, it is easier to 
interfere in markets where production is geograph
ically concentrated, or carried out by few firms and a small number of
 
workers, or in which the rent (natural resource) or quasi-rent (long-lived
 
capital investment) is high. 
An important additional consideration is
 
that international trade creates a powerful mechanism for taxation by
 
concentrating the flow of products through a few transit points.
 

The nature of markets is 
thus a powerful determinant of how much
 
redistribution occurs and whom it affects. 
 In a country such as India,
 
with an economy that is predominantly agricultural and oriented 
to internal
 
markets, there is much less 
room for political influence on income flows;
 
the income distribution is primarily market determined. 
The major excep
tion to this is 
the possibility of land redistribution, which is 
con
strained more by political than by market problems. By contrast, politi
cal control has been a major determinant of income distribution in the
 
oi.- and mineral-producing couatries, as well as 
in such agricultural
 
exporting countries as 
Ghana, Nigeria, Argentina, and Uruguay, where
 
export taxes, tariffs, and exchange rate policy have been used by urban
 
groups to appropriate 
a large share of the income originating in agricul

ture.
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The contrast between market types is perhaps more important within
 

than between countries. The socialist and egalitarian leanings of so
 

many developing countries have been powerfully constrained by the dis

persed, atomistic nature of their rural and traditional sectors.
 

Socialism in most of these countries is limited to the modern sector.
 

Massive administrative and political resources are required to extend
 

political control to traditional-sector labor, capital, and product
 

markets. The principal exceptions occur when agricultural exports or
 

concentrated land ownership provide opportunities for economically
 

easier income redistribution in the traditional sector.
 

(ii) The economic feasibility of redistribution is also determined
 

by the degree of connentration or fragmentation of target groups by
 

regions, occupations, productive sectors, and other groupings that are
 

relevant to the normal coverage of redistributive instruments.
 

Most transfers, be they services such as schools and health or re

sources such as roads and credit, usually benefit groups rather than
 

indivtduali. A group can be a village, a district, an occupational
 

class, farmers producing a particular crop, or the consumers of a par

ticular product. The target efficiency of a transfer, i.e., the pro

portion of the transfer that actually reaches the target group, depends
 

both on the discriminatory ability of the transfer mechanism and on the
 

degree of concentration of the target group.
 

In the simplest and cheapest case, the poor will be concentrated
 

in one region; they will specialize in one occupation and productive
 

activity; and no rich, or nontarget, individuals will live in that
 

region or be dedicated to that activity. However, if the-e are some
 

poor in most villages, ir most regions, and in most occupations and
 

activities, it will be far more expensive to make any given income
 

transfer. The income available for transfer will be diluted, either
 

because many nonpoor will also benefit (e.g., the rich members of a
 

village to which a road has been built) or because it is administra

tively expensive to discriminate and ensure that only the poor benefit.
 

The clumsiness of most distributive instruments and the relatively dis

persed nature of the poor in most countries can greatly magnify the cost
 

of achieving any given increase in welfare for the poor. Policy makers
 

should therefore become acquainted with the coverage of different policy
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instruments and with the location, sources of income, consumption habits,
 
and other features of the poor.
 

3. 	 The scope for policy: a summary
 

We have argued that opportunities for redistribution are not neces
sarily tightly constrained by the balance of power and that, by contrast,
 
they are strongly influenced by structural characteristics of the economy.
 
A general implication is that it is misleading to consider the scope for
 
redistribution in the singular. 
Given the variety of distributive goals,
 
of sources of slippage between economic and political power, and of
 
structural features of the economy, it is hard to conceive a situation in
 
which all of these elements are so aligned that they preclude any possi
bility of improvement.
 

E. 	 Policy design
 

Effective policy design requires three elements. 
 First, account must
 
be taken of the broader economic and social policy context, particularly
 
of the way in which nondistributive targets, such as growth and stability,
 
are being pursued. 
 Second, policies must make economic sense. 
 Taken
 
together, the important direct and indirect economic effects must have a
 
net 	favorable effect on the poor. 
 Third, political and administrative
 
elements will be critical to the implementation of policies. 
 Commitments
 
to reduce inequality, taken at the highest level of government, may make
 
unrealistic demands on administrative capacities, or they may be sub
verted because they run counter to 
the interests and attitudes of bureau
crats, or 
they may be weakened through the pressure of interest groups
 
working on the bureaucracy.
 

1. The policy context
 
Redistribution is rarely an overriding policy concern. 
Even the more
 

socialist countries are strongly committed to economic growth and sta
bility. Redistribution often becomes paramount immediately after a sharp
 
leftward shift in government. 
The period of intense commitment to re
forms, generally involving wage increases, nationalization, and 
a start
 
toward land reform, is usually followed by a return to the growth objec
tive and often to some retrenchment made necessary by the stabilization
 
and growth problems that result from redistributive "excess." 8
 Most 	of
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the time, and across most of the political spectrum, there is little scope
 

for policies which appear to conflict with growth.
 

Planning for redistribution, therefore, has much to gain from a joint
 

examination of growth, stability, and distribution policies. Since a
 

large part of the totiul policy impact on income distribution will usually
 

consist of byproduct effects of policies aimed at growth and stability,
 

much of the opportunity for achieving a better income distribution will
 

consist of improvements in the design of policies that are not primarily
 

aimed at distribution. Also, the sensible objective is to attain some
 

degree of net redistribution, not to ensure the maximum progressive im

pact of each policy instrument. Finally, if the principal distributive
 

goal is to reduce absolute poverty rather than to narrow income differen

tials, then growth, as long as it entails some spillover to the poor, is
 

not an alternative objective; it is itself an instrument, along with
 

redistribution, for reducing poverty.
 

2. Indirect economic effects
 

In designing redistribution policies, full account should be taken
 

of the indirect as well as the direct effects. Often policies meant to
 

redistribute income toward the poor do just the reverse because of un

anticipated indirect effects. There can be economic backlash. It may
 

be partial, or it may completely reverse the intended direction of the
 

policy effort.
 

Often unintended backlash occurs because of.a simple failure to
 

understand the proper relationships of supply and demand. When prices
 

are controlled at low levels, for example, quantities supplied are
 

reduced. If the price of food is kept low through concern for the poor,
 

less food may be available. The poor end up suffering because little
 

food is sold at controlled prices, and they may have to supplement pur

chases at controlled prices with )urchases at high prices ii the black
 

market. Cline points out that c.tdit policies which encourage low
 

interest rates for small farmers do not provide sufficient returns for
 

lenders to cover their costs. The result is a reduction in the credit
 

available to small farmers and much of the limited institutional credit
 

which is available flows to large farmers.
 

Another kind of economic backlash occurs whenever quantities are
 

controlled. For example, import controls, whether on such luxury goods
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as refrigerators and cars or on such essentials as 
tractors, force up
 
prices. Windfall gains accrue to existing owners and 
to those lucky
 
enough to obtain import licenses, thus redistributing income toward'
 

unintended groups.
 
A third form of economic backlash can occur because of a failure to
 

consider the external sector of the economy. Harberger argues in chap
ter 7 that high levels of taxation on incomes encourage emigration by pro
fessional people--doctors, engineers, and university professors--who have
 
significant opportunities to practice outside the country. 
 Likewise,
 
stiff taxes on profits, interest, and other returns 
to capital may en
courage capital to leave the country, both legally and illegally.
 

Fourth, backlash can occur because the long-run effects counteract
 
the favorable short-run effects. In chapter 9, John Lewis points out
 
that, alhohugh the initial effect of public works projeczts may be to
 
help the rural poor, particularly by providing employment and raising
 
unskilled wages, the eventual beneficiaries of public works projects
 
may be the large landholders, whose incomes rise in response to the build
ing of new access roads and better irrigation facilities.
 

Fifth, economic backlash can occur because the aggregate effects of
 
a policy differ from the micro effects--the famous fallacy of composi
tion. 
 For example, one small farmer may benefit from rural education
 
and extension programs, cheap capital, and subsidized farm inptts. 
 If
 
the program is expanded on a large scale, however, the resultinp decrease
 
in farm prices may be so great that it reduces the income of small farmers.
 

Sixth, backlash can occur because government activities in one sector
 
of the economy affect expectations and business behavior in other sectors.
 
This is the major theme of Jorge Cauas and Marcelo Selowsky on nationali
zation in an appendix to this book. 
Partial nationalization may affect
 
the expectations of entrepreneurs in the private sector so adversely that
 
investment and profits decline and government resources available for
 
redistributive purposes are reduced.
 

Finally, backlash may occur because of general equilibrium effects.
 
For example, this chapter suggests, as does Henry Bruton in chapter 3,
 
that increases in the wages of civil servants and modern-sector laborers
 
can have a depressive effect on traditional-sector incomes. 
 Not only is
 
labor absorption from the traditional to the modern sector reduced, but
 
induced migration from rural to urban areas adds 
to the labor supply in
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the urban traditional sector, further adding to downward pressure on wages.
 

Moreover, Cline suggests that the Green Revolution has in many cases hurt
 

rather than helped the poor. Rising land rents and induced mechanization
 

have often reduced job opportunities for landless laborers and resulted
 

in the eviction of small tenant farmers from land.
 

There are political backlash effects too. If a decision is made to
 

grow now and redistribute later, disadvantaged groups may not wait
 

patiently. Meantime, growing concentratioit of income and wealth may make
 

future redistribution politically more difficult. Resources may have to
 

go into the instruments of coercion. Similarly, a government may have to
 

face tue negative reactions of those whose oxen are being gored if redis

tributiua means taking from some to give to others. The costs of imple

menting such a policy may turn out to be greater than anticipated.
 

The authors of the policy papers suggest a number of approaches to
 

avoid the pitfalls of backlash. For example, in chapter 7 Harberger sug

gests that a progressive expenditure tax will mitigate the capita]. flight
 

caused by steeply progressive income taxes since savings would be exempted
 

from taxation. Harberger also advocates a self-assessment approach to
 

land taxation to avoid the incentive to corruption and cheating. (Under
 

a self-assessment scheme, property owners would be subject to forced sale
 

at the self-assessed value declared for tax purposes.) Harbison suggests
 

in chapter 4 that charging students for higher education will improve the
 

allocation of public funding for education and reduce the problem of
 

underemployment of educated people.
 

In some cases, total rather than partial approaches have to be
 

followed to eliminate adverse side effects. Partial nationalization and
 

partial land reform often do not work because of the adverse effects on
 

sectors that have not been expropriated.
 

Sometimes governments can intervene in markets in a useful way to
 

help the poor. For example, Mohan suggests in chapter 11 that the govern

ment might usefully enter the market for land to counter activities of
 

speculators, improve the supply of developed land, and keep prices of land
 

from rising too rapidly. John Lewis is concerned in chapter 9 with the
 

effect of public works on increasing employment and raising wage rates
 

paid to unskilled labor. The potential long-run adverse impacts can be
 

avoided by careful planning and design so that, for example, feeder roads
 

are built into areas in which small farmers predominate, small-scale
 



26
 

irrigation works are provided for peasant farmers, or cooperatives are
 
formed to take advantage of capital improvements, such as tubewells,
 
which may normally be available only to large farmers.
 

3. Policy implementation: 
 political and administrative factors
 
John D. Montgomery9 has made the point that mopt of the income

equalizing forms of public intervention are not policies but programs.
 
Once programs are the subject of concentration, questions must be asked
 
about administrative factors. 
 It has already been pointed out that it
 
is important to understand the organizations and preferences of adminis
trative personnel. Administrative personnel have their own class-based
 
or ethnic-based predilections. 
They have professional commitments; and
 
they have constituencies that they service and that pressure them.
 
Thus, for example, some health ministries have been very resistant to
 
paramedical training and development programs. 
Administrative structures
 
have preferences for different kinds of technological or delivery systems,
 
as well as preferences for substantive goals.
 

There are often conflicts between different central ministries.
 
There can also be conflict between general and specialized administrators
 
and between agents of central ministries in the field and personnel work
ing at ministerial headquarters. There can be conflicts between agents
 
of local or regional governments and central government agents. 
 The
 
outcome of the interactions between levels and types of bureaucracies can
not be a matter of indifference to those concerned with redistributive
 
policies. 
The ways that taxes are collected, if they are collected, may
 
depend very much on 
the agent or extractive channels employed in tax
 
collection. 
What standards will govern the administrative agents? 
 How
 
can they be held accountable and to whom? 
Which policies will be adminis
tered faithfully and which will simply be avoided or bent to the "private
regarding" interests of bureaucracies?1 0 
 The first question that a policy
 
maker designing a tax structure might ask in a developing country is not:
 
Will it play in Peoria? but, Will it go down among the people who are
 
supposed to administer the program?11
 

As noted. credit and agricultural extension policies often have bene
fited rural elites. This may only partially be a function of the politi
cal power of better-off farmers. Administrators may prefer to deal with
 
people more like themselves in terms of values or education. 
Or they
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may respond to those who can write or otherwise make their voices heard.
 

Or they may have more of a professional interest in agricultural innova

tion and growth than in rural poverty.
 

It has been widely observed that processes of planning and budget

ing tend to yield only incremental changes because of the balancing of
 

forces between bureaucracies and within them. Accordingly, it has been
 

urged repeatedly that developing country bureaucrats be trained in
 

"development administration" rather than in "public administration." 12
 

But, as Bernard Schaffer has said, it is one thing to give pecple tech

nical knowledge and another to succeed in changing their practice,
 
them.1 3
 gi,7ing them new or different skills, and making them want to use 


Thus, it has to be asked: What levers exist for bending adminis

trative structures in new ways? Obviously the stre:igth of structures
 

other than those of civil service matters here. Thus the relationship
 

of party and/or army to civil service will be critical. If economic
 

and political fits are important, so are administrative and political
 

ones. The supply of administrative or potential administrative person

nel will be important too. And just as we noted that splits within a
 

political elite give leverage to ref rm-minded actors, so do splits
 

within and between bureaucracies. It may be possible to appeal to people
 

or, a rank and age basis, although this may disrupt lines of command
 

within the civil service. It may be possible to appeal to administrators
 

to support redistributive programs on professional grounds, that is, on
 

efficiency terms.
 

In the end, however, it may be necessary to circumvent the formal
 

administrative structure. This is easier to do when the intended social
 

changes can be brought about quickly, as in land seizure or nationali

zations, than when redistributions are sought over lengthy periods of
 

time. Indeed, one of the attractions of nonreformist or radical redistri

bution policies has been that they might be applied not by the normal
 

administrative agents of control but by special ones, e.g., the military
 

in Peru, peasant committees for land reform in various countries, or
 

shock troop industrial workers brought to the countryside to help collec

tivize in the Soviet Union. The dangers of these policies are obvious:
 

deflection from other duties of the agents used; disruption of the func

tioning of the regular bureaucracy; and turmoil and inefficiency.
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F. The prospects for better policies
 
tiy redistributive strategy will address three separate problems:
 

how to take from the rich, how to give to 
the poor, and how to reduce the
 
need for redistribution by improving the market as a distributive mecha
nism. The relative stress placed on each will depend on the social priori
ties in the country and on 
the inequalities of its market distribution of
 
income. 
 The political and technical feasibility of attaining each of
 
these objectives may differ considerably within and between countries.
 
The present discussion draws on 
the later chapters of this book to note
 
the policy prospects for 2ach.
 

1. Taking from the rich
 
There is a tendency to equate the problem of taking from the rich with
 

the problem of political feasibility. This equation errs on two counts:
 
first, as the Harberger and Cauas-Selowsky papers point out, there are
 
economic as well as political problems involved in extracting from the
 
rich; second, political feasibility, dcfined broadly to include attitudes
 
and degrees of acceptability, is relevant to the design of policies for
 
reaching the poor and for changing market structures.
 

The chief alternative means of reducing high incomes are closely
 
identified with different political arrangements and possible degrees of
 
redistribution. Weaker governments generally attempt to 
raise wages;
 
stronger regimes are better able to enforce income and wealth taxes; radi
cal governments redistribute property. 
Most of the economic problems
 
arise under the first two approaches---wages and taxation--though property
 
transfers also have negative economic side effects.
 

Unfortunately, wage increases are at once the most politically
 
attractive mode of extracting from the rich (short of radical socializa
tion) and the most problematic in the eyes of the economist. 
 Sharing high
 
productivity with workers has a high degree of legitimacy, generally favors
 
a clearly identified and vocal set of beneficiaries, and seems easy to
 
implement since no government financial intermediation is involved. But,
 
as Webb's chapter on wage policy points out, a limited degree of redis
tribution via wage increases is possible only for a minority, and usually
 
an already relatively better-off minority, of the labor force. 
 Outside this
 
sector, market forces are exceedingly powerful constraints on wage policy.
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Furthermore, wage increases will almost always hurt the very poor by slow

ing modern-sector growth and employment expansion.
 

Income and wealth taxes also strike opposite chords with politicians
 

and economists. Their unpopularity with politicians has been matched
 

by their appeal to economists. Redistribution through taxes can minimize
 

distortions and maximize fairness in both taking and giving. Perhaps to
 

balance the traditional enthusiasm of economists, Harberger in chapter 7
 

has chosen to point out the market constraints on the use of taxes to
 

redistribute wealth. The principal constraint noted is the possibility
 

of migration abroad. This point reinforces earlier arguments against
 

high taxes on capital income which stressed the reduction of both the
 

incentive and the capacity to invest.
 

Chapter 7 is a useful corrective to the idea that one can use taxes
 

to make major inroads into concentrations of income and wealth. Given
 

the even greater limitations of wage policy, there seems no way short of
 

radical property redistribution to achieve a significant reduction in very
 

high incomes. This argument, however, must be qualified on two 
counts.
 

First, there are surprising differences among less developed countries in
 

the extent of income and wealth taxation, differences that are not ex

plained away by degrees of development or by the size of the foreign
 

sector. Such differences (e.g., between Brazil, where taxes recently
 

equalled 21.4% of the GNP., and Colombia and Mexico, where they equalled
 

10.9% and 9.9%, respectively) suggest more room for maneuver than is im

plied by the economic constraints. Second, the fact that taxes cannot
 

make major reductions at the top of the distribution does not imply that
 

they cannot make a large impact at the bottom; small percentages of GNP
 

can make enormous relative improvement if transferred (efficiently) to the
 

very poor.
 

The third way to attack high incomes is via the redistribution of
 

This book does not address itself to the issue of the socialist
capital. 


alternative, which entails massive redistribution of property income.
 

Partial redistribution of property, however, is a common feature of market
 

and mixed economies, and the chapter by Cline and appendix 2 of Cauas and
 

Selowsky examine the principal forms of such redistribution: agrarian
 

reform and partial nationalization of business enterprises.
 

Their attitudes are in strong contrast. Cline sees land reform as
 

one of the most promising approaches to redistribution. He argues that
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political resistance can be overcome through compensation, that the posi
tive production effects of land reform can be sufficiently great that
 
considerable benefits are left 
to peasants even after compensation, and
 
that care in land allocation can avoid an inequitable pattern of alloca
tion.
 

The success of land reform efforts depends more, huwever, on the con
figuration of political power than on monetary compensation. Most suc
cessful cases of land reform have taken place following sharp political
 
change. In Kenya and Algerid, it occurred after a loss of power by foreign
 
groups, who had become major landholders. 
 In Egypt, Ethiopia, Mexico, and
 
Bolivia, it followed a sudden political upheaval. In South Korea, the
 
Japanese had acquired large landholdings during their occupation from 1910
 
to 1945. 
 Under the impetus of the post-World War II American military gov
ernment, the Korean regime which took over in 1948 expropriated the Japanese
 
landholders and redistributed the land to Korean smallholders. 
 In Taiwan,
 
the Nationalist Chinese expropriated the native Taiwanese in favor of
 
immigrants from the mainland. 
After the partition of the Indian subconti
nent, an effective land reform was mounted in Muslim-run East Pakistan,
 
where much of the best and largest landholdings were in Hundu hands. 
 In
 
contrast, in West Pakistan, Muslim landholders prcdominated and effective
 
land reform did not occur.
 

There are, however, other contexts in which land reform might be suc
cessful. 
 In Chile, Peru, and Venezuela, for instance, the wealthy landed
 
class had undergone progressive political decline with the rise of reform
minded governments. 
 The shift of economic activity from agriculture to the
 
cities also led to 
a decline in the economic importance of these classes.
 
A similar erosion of the power of landlords can be expected to 
occur in
 
other countries as development proceeds, and as those countries shift from
 
a predominantly agrarian structure to a more industrial one. 
As the
 
political and economic power of landed elites declines, land expropriation
 
becomes a more feasible policy. Ironically, however, as the feasibility
 
of land reform is enhanced, its relevance as 
a means of redistributing
 
income declines because the bulk of income is by then generated in the
 

cities.
 

The allocative problems are also probably greater than is suggested
 
by Cline. The disproportional grants of land, for example, to already
 
better-off peasants or farm workers on 
the coast of Peru and on larger
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Chilean farms, as well as the exclusion of most landless from the benefits
 

of land reform in Tran, Egypt, and Algeria reflect more than policy mis

takes. The spatial distributions of good land and of peasants rarely
 

overlap closely, and moving peasants is a complicated social and tech

nological task. On the other hand, difficulties of this sort rarely add
 

up to a case against land reform; rather, they qualify the expected bene

fits 	both with respect to the number of potential beneficiaries and to
 

the size of income gains.
 

Cauas and Selowsky concentrate on the possible negative side-effects
 

of partial nationalization, chiefly through loss of confidence by inves

tors and loss of tax revenues. They also argue that the beneficiaries of
 

nationalization generally are not the extremely poor, since chat result
 

requires that the nationalized surplus be appropriated by the general
 

budget and spent on the very poor; more likely, beneficiaries are ciients
 

of the nationalized firm (often, the rich owners of firms that are not
 

nationalized) or workers in the affe'-ted firm. These arguments do not
 

negate the potential of partial nationalization as a means of reducing
 

high incomes if a government attaches enough weight to that objective
 

to ignore its possible adverse side-effects.
 

In summary, short of substantial socialization, there are major
 

economic as well as politicr. constraints on attempts to reduce high
 

incomes substantially, though such constraints are not usually tight
 

enough to prevent the acquisition of the resources required to make a
 

large impact on low incomes.
 

2. 	 Reaching the very poor--and improving "delivery" in a market
 

context
 

There has been a grAdual change, amounting almost to a reversal, in
 

the conventional wisdom regarding the redistributive problem. Until
 

recently, the difficulty was thought to consist primarily in extracting
 

income from the rich, and this, in turn, was closely identified with the
 

need for major political change. Today, there is a much greater awareness
 

of the difficulties involved in giving to the poor. This "delivery"
 

problem is less a matter of basic power structures or regime types;
 

instead it involves attitudes, perceptions, secondary politi'cal structures,
 

administrative behavior, and market complibations--distortions and back

lash effects that are the inevitable results of attempts to modify market
 

outcomes within a market economy. In most countries, redistribution is
 



32
 

still difficult on both counts but, also in most, the chief barriers now
 
seem 	to be on the delivery side.
 

This awareness of implementation and delivery problems is reflected
 
in much of this volume, particularly in the chapters dealing with trans
fers of welfare and capital to the poor. 
This lesson has been learned
 
the hard way, through the disappointing experience of numerous 
reformist
 
and radical governments and the frustrated reform efforts of the aid
 
agencies, over at least the last two decades. 
 Regimes of all types seem
 
to stumble over the same set of delivery problems. The most powerful
 
evidence of such problems is provided by the comparatively feeble rural
 
development programs of such oil- or mineral-rich countries as Iran, Zaire,
 
and Ecuador. 
And it is evident in the contrast between egalitarian
 
rhecoric and rural neglect in such radical regimes as Algeria, Egypt,
 
and Peru.
 

Efforts to understand and explain delivery problems have been rudi
mentary. One reason is that awareness of such problems has been largely

limited to persons involved in actual implementation, who usually attrib
ute the specific difficulties they encounter to human failings, e.g.,
 
ignorance of supply and demand laws, wrong motivations, or insufficient
 
entrepreneurial capacity. 
MosE radicals, in turn, see such failures as
 
proof of the need for major change in power structures, thus implying
 
that there is some minimum critical redistribution of power--not achieved
 
by "reformist" governments--that is a prerequisite for takeoff into an
 
egalitarian society. 
 The 	recurring and universal nature of most delivery
 
problems suggests that more useful systematic explanations could be
 
found by examining patterns in (i) the nature of extreme poverty, and
 
(ii) 	the nature of reformist responses.
 

Many delivery failures 
can be traced to ignorance regarding who ar,.
 
the very poor. Such ignorance not only misleads sincere attempts to reach
 
the poor but also facilitates hypocrisy regarding intended beneficiaries.
 
Examples range from the gross, such as "low-cost" housing programs that
 
benefit the top quartile and even top decile families, to the less obvious,
 
such as 
land reforms that give least or nothing to peasants living in
 
areas of marginal farmland where there is no good land to redistribute.
 
Much of the policy literature underestimates the degree of variety among
 
the poor and between and within countries--with respect, for instance, to
 
the role of landlessness, unemployment, the health-productivity
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connection, social discrimination, urban or rural residence, backward
 

regions, and lack of education and skills. The fact that the very
 

poor in each country cut across multiple categories, in proportions
 

that may differ considerably among countries, complicates the job of
 

designing the right policy mix; the scarcity of studies on who are the
 

poor has made it easy for poverty features noted in a particular country
 

or region to be falsely generalized.
 

The lack of understanding of market mechanisms outside the modern
 

sector has also hampered many delivery efforts. It has been learned, for
 

instance, that land consolidation and crop diversification programs must
 

allow for the risk-averting advantages of traditional arrangements, that
 

rural credit cooperatives must compete with the flexibility and the mar

keting and other services provided by traditional moneylenders, that
 

urban job expansion may increase the absolute number of urban poor, and
 

that, as Levinson notes, school lunch programs may produce no net increase
 

in nutritional intake by children. Other types of error resulting from a
 

failure to predict market responses were cited above under the category
 

of "backlash" effects.
 

What has reached the poor? It has been stated that the broad picture
 

is not one of complete stagnation; indeed, for many of the poor, income
 

growth has been rapid. General economic growth and deliberate policy
 

efforts have interacted to produce some development for the poor. Dif

ferent types of policy efforts are contributing to this development.
 

One category consists of small-scale, high-quality, and well-targeted
 

programs. They tend to be run by highly motivated and talented indivi

duals; many are sponsored by religious, private, and foreign sources.
 

The programs cover many fields; some specialize in informal training,
 

others in health services, others in agricultural extension, and yet
 

others in urban housing. For both philosophical and budgetary reasons,
 

the programs stress self-help and strive to develop motivation and entre

preneurial capacity. For the same reasons, principally limited budgets,
 

they are oriented more to human resource development and do little in
 

the way of infrastructure. Their prevalence varies widely: Latin
 

America has been particularly open to such efforts; in Africa they have
 

been curtailed by nationalism; while their largely Western cultural origin
 

has greatly restricted their freedom to operate in the Middle East and in
 

many Asian countries.
 



34
 

Some examples of successful programs of this type are the low-cost
 
housing program, Hogar de Cristo, initiated by a Jesuit priest in Chile
 
over 12 years ago, which has become a large-scale, well-organized insti
tution that builds homes that 
are cheaper than those of official housing
 
programs and yet are highly marketable. 
Private and Christian Democratic
 
groups in Honduras are responsible for an extensive system of radio
schools providing adult literacy and 
technical training to a broad
 
audience in remote communities scarcely touched by government rural
 
development efforts. And in Guatemala there is a U.S. doctor who gave
 
up his practice in the United States to start a small clinic and to train
 
paramedics in a neglected rural district; his system of training villagers
 
with scarcely two or three years of schooling to act as village health
 
practitioners (selling their services) led to improved health conditions
 
in a broad rural area outside the range of official health services. As
 
is common with programs of such types, these cases have succeeded despite
 
an often hostile government attitude.
 

The critical questions regarding such programs are, how replicable
 
are they and are they suitable models for larger scale, more bureau
cratically managed "programs? Many of these efforts have high hidd'en
 
costs in the form of high-quality managerial inputs; in those programs
 
where managerial costs are not subsidized, costs 
tend to be very high,
 
as 
in the case of many programs staffed by UNDP, UNESCO, and other inter
national agency personnel. 
 Their multiplicity and individualism also
 
raise a question regarding replication: 
 Which of the many programs are
 
appropriate models for standardization on a mass 
scale? The missionary
 
qualities which underlie their success unfortunately also lend themselves
 
to strongly held diverse formulas of techniques for development. Despite
 
a common stress on motivation and a grass-roots approach, they often
 
point to a different cultural, political, or economic variable as 
the
 
key that will turn vicious circles of poverty into beneficial circles
 

of development.
 

A second source of benefits to 
the poor, at the opposite extreme,
 
are the large-scale, usually low-quality and poorly targeted government
 
programs--chiefly schooling, health services, farm extension and credit,
 
and community infrastructure projects. 
The content of what is delivered
 
through these programs tends to 
be poor and is at times dreadful, be it
 
overly academic authoritarian-values oriented schooling, health services
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designed to provide curative medicine for local elites rather than pre

ventive public health to rural inhabitants, or services of agricultural
 

extension agents who are scarcely familiar with the ecology or culture
 

of their assigned regions.
 

On the other hand, a program which is ninety percent waste may be
 

better than none at all. Few would argue against mass primary schooling

14
 

even in an ineffective form. And there is certainly a plausible argu

ment, based on both a priori considerations and on circumstantial evi

dence, that mass primary schooling can promote broad economic and social
 

change. There is a strong correlation, for instance, between countries
 

with high human resource expenditures and more equality;15 many would
 

relate the advanced social policies of the state of Kerala in India to its
 

early commitment to mass literacy. And there surely has been some sense
 

to the traditional opposition by landlords and local elites to educating
 

the peasants; although ninety-nine of every hundred students return to
 

plough the soil with nothing gained, th community as a whole may gain
 

one literate leader.
1 6
 

Though reformists continually shy away from the seemingly hopeless
 

task of improving these bureaucracies, preferring instead to set up paral

lel small-scale model programs aimed at inspiring (but usually fated to
 

antagonize) the establishment, the fact remains that the sheer size of
 

these bureaucracies provides enormous leverage to even the smallest im

provement. Judged by cost-benefit standards, they are grossly ineffi

cient, but since heir absolute benefits are probably not negative, they
 

must be considered as at least one approach to reducing absolute poverty.
 

A third source of benefits to the poor is the spillover or leakage
 

from programs and projects aimed either at better-off groups or at overall
 

economic growth with no deliberate distributive targeting. Major infra

structure projects fall into this category: a major road'linking two
 

industrial centers cannot help but provide access to a large number of
 

rural inhabitants in between. Service innovations, such as government
 

institutions to develop marketing channels for new farm axports, become
 

available to small as well as to large farmers.
 

There is a widespread tendency to downgrade the potential for
 

income improvement via spillover or trickle-down. This view, supported
 

both by wide evidence of growing dualism and slow employment growth and
 

by a belief in the power of exploitative arrangements, has served to
 

http:leader.16
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underwrite the more powerful reformist attacks on the rich. 
If the
 
potential gains from spillover are large, however, then the additional
 
efforts on behalf of the poor by radical regimes may be more than offset
 
by the loss of modern-sector growth that results from attempts to
 
squeeze, rather than substitute for, the capitalist sector. 
Such poten
tial spillover consists not only of modern-sector employment expansion 
but also of both the additional demand for small-scale service johs in
 
cities and the leakage of benefits from capital and innovations intended
 
for the modern sector, such as highways and new marketing arrangements.
 
Bruton's chapter stresses the potential employment benefits of rapid
 
modern-sector growth. 
 There can be no a priori answer to what is the '
 

best mix of growth and redistribution for the poor. The degree of spill
over will depend both on market features and on policy design, and the
 
same is true of how redistribution affects growth. 
 The basic point, how
ever, is that both growth and redistribution are tools for raising low-end
 
incomes and that a best policy mix for reaching the poor must consider the
 
probable effect of each.
 

Three broad areas of policy effort have been discussed, each making
 
soni2 contribution to raising low-end incomes. 
They should clearly be seen
 
as complementary rather than as alternatives, despite possible variations
 
in the s~ress placed on each. A good strategy would attack the problem of
 
absolute poverty along all three lines, partly because none is highly
 
promising in itself and partly because they serve different functions and
 
also reinforce each other.
 

Small-scale efforts, for instance, have the advantage that they reach
 
down to some of the very poorest groups--groups that are usually bypassed
 
by the larger official programs and by market spillovers. Such efforts
 
also contain innovations and continually challenge the musty procedures
 
of bureaucracies; and they are usually subversive, working at the 
com
munity level and injecting an attitutde of self-reliance and an aggressive,
 
demanding posture before the authorities, in contrast to the authoritarian
 
and paternalistic attitudes that characterize bureaucracies.
 

The larger government programs, in turn, help through sheer volume;
 
their existence makes it easier for poor communities to perceive wants
 
and formulate demands (e.g., upgrade a village school or add an extra
 
nurse to the local health center), and they provide a channel for the
 
gradual introduction or filtering-down of new ideas and techniques
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regarding both conltent and method of delivery. Some pilot programs and
 

experimental approaches have excellent potential for growing into highly
 

promising large-scale programs. Two have been discussed in detail:
 

various types of family planning schemes reviewed by Boulier in chapter
 

5 and large-scale public works programs proposed by Lewis in chapter 9.
 

The adult literacy program in Brazil (MOBRAL) seems to be an example of
 

a large-scale official effort that has retained the entrepreneurial
 

dynamism of smaller programs.
 

Finally, growth-oriented efforts make an additional contribution to
 

raising low-end incomes, in part by direct market spillovers and in part
 

because market-generated increases in income are necessary to other
 

efforts to improve health and nutrition, to lower population growth, and
 

to increase human capital. Levinson makes this point very explicitly
 

"...it is unlikely tha nutrition policies alone will provide viable
 

long-term benefits to the lowest income groups in the absence of related
 

socio-economic improvements. The two are complementary and must be
 

addressed in tandem if desirable results are to be achieved."
1 7
 

In the end, however, reaching the poor may be as difficult and as
 

much a "structural" pioblem as that of extracting from the rich. Past
 

experience indicates that severe constraints are imposed by working
 

within a society whose institutions and values must be primarily geared
 

to the dominant sources of income. In this sense the radical thesis may
 

be right, that profound structural change is a prerequisite to any
 

transfers to the poor beyond the current trickle, though not because of
 

the greediness and power of the capitalist rich. In fact, although
 

socialization of all modern-sector property might provide the financial
 

base for redistribution, it does little to solve the delivery problem
 

if the institutions and administrative attitudes are biased toward
 

large-scale and capital-intensive activities unsuited to the needs of
 

traditional-sector producers.
 

Thus the socialization of the modern sector is probably not the
 

principal, perhaps not even an appropriate, answer to the problem of
 

effecting a substantial increase in income and capital transfers to the
 

poor. The answers needed are more particularistic and subtle. They
 

are more complex. But they are no less difficult and radical.
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3. Improving the market as 
a distributive mechanism
 
The two elements of a redistributive strategy examined thus far-

taking from the rich and giving to the poor--both entail considerable
 
economic and political difficulties. 
One way to lighten the burden on
 
these forms of redistributive intervention is to adapt the market to
 
produce a more equitable distribution in the first place. 
 In developing
 
countries, this could be done largely by redistributing the ownership
 
of physical capital and by reducing dualism in the productive structure.
 
To what extent are such policies feasible? To what extent are they com
patible with growth?
 

The issue of property redistribution was discussed above under the
 
heading of "taking from the rich." 
 It was argued that there is a sub
stantial difference between the redistribution of land and of other
 
physical property. 
Land reform has by far a greater redistributive poten
tial for several reasons: 
 it is likely to have broader political and
 
social effects within the countryside that favor the poor; 
it is a way of
 
reaching very poor groups directly; and often it is complementary (and
 
perhaps a prerequisite) to other policies needed 
to raise low-end incomes
 
in the rural sector (chiefly measures to raise the productivity of small
 
farms). By contrast, although nonagricultural business property can be
 
nationalized, there is no 
straightforward way of transferring that
 
property income to the very poor. 
The poorer rural multitudes cannot be
 
made shareholders 
or owners of urban property in any meaningful sense,
 
i.e., with 
some ability to control its management. The only political
 
arrangement that is likely to 
ensure the transfer of that property income
 
to 
the very poor is a socialist government with the power to prevent
 
workers in the nationalized firms, and other middle and urban groups,
 
from appropriating that income. 
 The expropriation of the rich could
 
eventually have favorable political results for the poor, but such
 
effects are less certain and would follow less directly than those to
 
be expected from land reform.
 

The second way to reduce market inequalities is to reduce dualism
 
in the productive structure, i.e., 
to reduce the differences between
 
productivity levels in the modern and traditional sectors. 
 Some of the
 
effects of dualism on income distribution are discussed in this chapter.
 
This strategy is often called "employment creation," 
since it consists
 
largely of making the modern sector more labor-intensive and thus of
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employing more people in the modern sector with a given stock of capital.
 

This strategy is recommended by Bruton in chapter 3.
 

Reducing dualism in the productive structure should generate a better
 

income distribution for several reasons. First, wage differentials be

tween the modern and traditional sectors will be smaller for either or
 

both of the following reasons: capital-intensive firms require more
 

skilled and educated labor; and they facilitate unionization and wage
 

pressures. Second, capital ownership is likely to be more evenly spread
 

when firms are labor-intensive because such firms have fewer economies
 

of scale and thus lend themselves to easier entry and to smaller scale
 

production by many firms. Third, to the extent that dualism is caused
 

by market distortions, and also, to the extent that dualism--whatever
 

the cause--has generated wage distortions, reducing dualism should
 

increase efficiency and growth, and thus enhance market spillover to
 

the traditional sector. Finally, there is the broader argument that
 

income is more easily redistributed within than between productive
 
1 8 
(modern and t-aditional) sectors: groups that are in some way involved
 

in the production or control of modern-sector output--chiefly capitalists,
 

modern-sector workers, and the civilian and military bureaucrats--are
 

favored both by tactical advantage and a sense of legitimacy in pressing
 

their claims for a share of that sector's output.
 

The potential for reducing productivity differentials naturally
 

varies enormously between countries; dualism has become extreme in the
 

oil- and mineral-rich countries. Also, since the distributive effects
 

of dualism create vested interests, it is politically more difficult to
 

undo these effects than to prevent them.
 

One major source of dualism consists of factor price distortions,
 

and strong arguments have been advanced by economists 19 that better pric

ing and allocation policies are likely to produce major long-run benefits
 

in the form of faster growth and lesser inequality. If the short-run
 

effects of such policy corrections on existing vested interest groups
 

can be minimized, e.g., by heavily subsidizing labor-intensive invest

ments (through tax breaks and export bonuses for instance), a "distribu

tive swindle" becomes possible: Large distributive improvements can be
 

brought about over the long run at the price of small, regressive govern

ment favors today.
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Less commonly noted, however, is a second major source of dualism:
 
the growth of socialism or state capitalism. This is partly an ideologi
cal trend and partly "an act of God": 
 Oil and mineral riches are thrust
ing socialism on many countries. The caormous revenues from such sources
 
are necessaily appropriated by the public sector. 
Governments are strongly
 
biased toward uses of those resources that are highly capital-intensive.
 

The good, and perhaps most powerful, reason for that bias is the
 
scarcity of entrepreneurial talent in government; and large-scale,
 
capital-intensive investments are far cheaper in terms of managerial
 
resources per dollar invested than a multitude of small-scale and region
ally dispersed investments in labor-intensive enterprises. 
The bad
 
reasons include corruption, which thrives with the purchase of large-scale
 
capital goods, and the technocratic biases of bureaucrats. 
These factors
 
help to explain the paradox of regimes with strong socialist and egali
tarian leanings, such as those in Algeria and Peru, which channel the
 
bulk of their investible resources into projects that are highly capital
intensive rather than into the traditional sector.
 

The prospects for reducing dualism are therefore highly variable
 
between countries. Where the prospects 
are good, a potential exists for
 
long-run improvements in income distribution or, 
at least, for avoiding
 
growing inequality. 
Even in the best of cases, however, it is an indi
rect (and slow) tool for attacking low-end poverty, particularly in such
 
largely agrarian countries as India and Indonesia, and should thus be
 
considered a complement to 
more 	direct policies aimed at reducing poverty.
 

G. 	 Conclusions
 

The chapters in this book are more detailed in pointing out difficul
ties and negative effects than in indicating positive opportunities. This
 
bias is a reflection of actual situations, in the sense 
that there are
 
more failures and problems to record than successes, and of the feeling
 
that many of the related problems have resulted from naive and careless
 
policy-making and that a review of common errors is therefore constructive.
 

Even so, very few generalizations can be drawn from so broad a review,
 
and on so disparate a data base. 
The variety of distributive ends, policy
 
means, and economic and political circumstances imply that policy oppor
tunities and best options must be discovered case by case. The following
 
are guides to the evaluation of distributive possibilities in particular cases.
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Regime type, particularly the degree of "leftness," is less of a
 

critical determinant than is often thought. The particular mix of policy
 

opportunities, however, will nonetheless be related to regime types:
 

In less redistributive-minded regimes the best feasible strategy will be
 

one that is less overtly redistributive and more opportunistic in design

ing policies aimed at other goals that have favorable redistributive
 

effects as well. The strategy should also search for those types of
 

measures favoring the poor that havu a particularly high degree of
 

legitimacy or elite support, whether for reasons of morality or self

interest.
 

In most settings, the best strategy will be one that is highly mixed
 

and integrated with policies aimed at nondistributive goals. None of the
 

policy approaches reviewed in this book will carry distribution far on
 

its own. A wide variety of approaches must be pursued simultaneously for
 

the tot.. 3ffect to be meaningful.
 

Gro, , must be an integral part of redistributive strategy because
 

growth is a direct tool for raising low-end incomes, via the spillover
 

of demand for labor and rural output and the leakages from growth-oriented
 

investment projects, and because the growth target will co-opt or limit
 

many of the available policy i ients so that redistributive possibil

ities must be framed within the - atext of a growth strategy.
 

There secms to be no easy solv.tion to improving equity. Even
 

socialism may not carry redistribution far, particularly poverty reduc

tion, unless it involves a strong egalitarian intent and a heavy political
 

and administrative control of the rural sector. Markets as well as poli

tics impose constraints on the extent and form of feasible redistribution.
 

A greater awareness of those limitations and of the need for a multiple
 

approach to achieving more equity will provide a better basis for future
 

identification and design of more promising redistributive strategies.
 

Finally, a critical prerequisite to success will be seriousness of
 

purpose. Improvement is most likely to follow from partial advances
 

along many different fronts, from a constant bearing in mind of distribu

tive aspects when considering growth and other policy objectives, and
 

from more attention to minor design aspects and to the manner and degree
 

of implementation. These are qualities of policy-making that can be
 

found in regimes with very different political orientations. In the end,
 

therefore, much will turn on human qualities, particularly on a sincere
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intent and dedication in searching for and following up the many oppor
tunities for change.
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Chapter 1
 

NOTES
 

1. See Richard J. Szal, "A Methodology for Evaluating Income Distri
bution Data," Discussion Paper 54, Research Program in Economic Develop
ment, Woodrow Wilson School, Princeton University.
 

2. Montek S. Ahluwalia "Income Inequality: Some Dimensions of the
 
Problem," ed., H. Chenery et al., Redistribution With Growth (London:
 
Oxford University Press, 1974), pp. 3-37; and Irma Adelman and C. T.
 
Morris, Economic Growth and Social Equity in Developing Countries
 
(Stanford University Press, 1973). Most of the trend evidence in these
 
compilations is based on the comparison of percentile shares in income
 
shown in sample surveys taken in different years. Differences in cover
age, concepts, and sampling procedures make such comparisons extremely
 
risky.
 

3. See Albert Berry, "Changing Income Distribution Under Develop
ment: Colombia," Review of Income and Wealth, ser. 20 (September 1974);
 
I. Rajaraman, "Poverty, Inequality and Economic Growth: Rural Punjab
 
1960-61 - 1970-71," Discussion Paper 45, Research Program in Economic
 
Development, Woodrow Wilson School, Princeton University, 1974; and,
 
Webb, "Trends in Real Income in Peru, 1950-1966," Discussion Paper 41,
 
Research Program in Economic Development, Woodrow Wilson School, Prince
ton University, 1974.
 

4. On the assumption of declining marginal utility of income, i.e.,
 
an extra dollar means more to a man who has $100 a year than to a man who
 
has $10,000 a year.
 

5. Military coups, for instance, caused sharp leftward movements in
 
Peru, Ethiopia, and Portugal.
 

6. See discussion of evidence by Cline in chapter 8.
 

7. Excellent discussions of political constraints and reform possi

bilities may be found in Albert 0. Hirschman, Journeys Toward Progress:
 
Studies of Economic Policy Making in Latin America (Twentieth Century Fund,
 
1963); and Clive L. G. Bell, "The Political Framework," ed., Hollis Chenery
 
et al., Redistribution with Growth.
 

8. See Arthur Lewis' comment cited by Webb in chapter 6. Stabiliza
tion problems in 1952 forced Peron to reverse some of his earlier wage
 
increases. The military regime in Peru has also followed this pattern.
 



44
 

9. John D. Montgomery, Professor at the J.F.K. School of Government
of Harvard University, participated in a number of the seminar and conie.ence meetings held during the project, and provided a written commentary,
"Fiscal Policy and Social Equity," on A. Harberger's "Fiscal Policy and
Income Distribution," which is printed as 
chapter 7 in this book.
 

10. 
 There is a wide literature on the private-regarding behavior of
civil servants. 
 See for example, Bert F. Hoselitz, "Levels of Economic
Performance and Bureaucratic Structures," ed., 
Joseph La Palombara,
Bureaucracy and Political Development (Princeton University Press, 1963),
pp. 168-198; Arnold Heidenheimer, Political Corruption (New York: Holt,

Reinhart, and Winston, 1970).
 

11. 
 See, for example, Ralph Braibanti et al., Political and Administrative Development (Durham: 
Duke University Press, 1969).
 

12. See, for example, Irving Swerdlow, ed., Development Administration (Syracuse University Press, 1963). 
 Also see Hyden Jackson and Okumu,
Development Administration: 
 The Kenyan Experience (Nairobi: Oxford Uni
versity Press, 1971).
 

13. 
 Bernard Schaffer, ed., Administrative Training and Development:
A Comparative Study of East Africa, Zambia, Pakistan and India (New York:
 
Praeger, 1974).
 

14. 
 Harbison is skeptical in chapter 4 about the value of crash programs in achieving universal primary education but does not suggest the
curtailment of existing expenditure on primary schools, which often amounts
to between ten and twenty percent of government budgets, and would even
accept increased levels of expenditure in regions where growth is being

stimulat-d in other ways.
 

15. 
 Irma Adelman and C. T. Morris, Economic Growth and Social Equity;
also Ahluwalia, "Income Inequality: Some Dimensions of the Problem,"
 
p. 29.
 

16. A more realistic result may be that fifty return to their farms,
forty-nine migrate to 
towns, and one remains as a better potential leader.
 

17. Levinson and Oftedal, chapter 10 of this book. 
Harbison also
stresses in chapter 4 the complementarity between human resource improvement and programs that promote genera! economic development.
 

18. 
 This argument is developed in R. Webb, Government Policy and the
Distribution ofIncome in Peru 1963-1973. (Cambridge, Mass.: 
Harvard
 
University Press), 1977.
 

19. For example, Bruton in chapter 3 of this book; and Gustav Ranis,
"Industrial-Sector Labor Absorption," Economic Development and Cultural
Change, vol. 21, no. 3 (April 1973), pp. 387-408.
 



CHAPTER II
 

CAUSES OF INCOME DISTRIBUTION AND GROWTH IN LESS DEVELOPED COUNTRIES:
 

SOME REFLECTIONS ON THE RELATION BETWEEN THEORY AND POLICY
 

Charles R. Frank, Jr., and Richard Webb
 

Policies which affect income distribution are the main focus of this book.
 

There are two theoretical questions, however, which ought to receive atten

tion before launching into a discussion of policy. The first is a positive
 

question; the second a normative one.
 

The positive question that must be asked is: What is the nature of
 

the economic mechanism which generates a distribution of income? The
 

nature of this mechanism affects very much how various policies might work
 

and, most importantly, what might be the secondary, or unintended, effects
 

of a particular policy action. If market imperfections are a main source
 

of variations in income and wealth among individuals, then policies
 

designed to break those imperfections may be the most efficacious.
 

The normative question that must be asked is: What are the goals of
 

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

the very poorest segments of the population? Should it attack the incomes
 

of the very richest? Or should the focus be not on income distribution
 

per se but on increasing the mobility of individuals within a particular
 

distribution of income?
 

The theoretical basis for review of the second or normative question
 

is the subject of an appendix to this book by Richard Szal and Sherman
 

Robinson. The iirst question, about the mechanism that generates the dis

tribution of income and changes in that distribution as development takes
 

place, is discussed from a theoretical standpoint in this chapter.
 

NOTE:
 

The authors thank Gerald Epstein who served not only as a research
 

assistant but also as a perceptive critic.
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A. Introduction
 

The standard approach in the literature on the economics of income
 
distribution is 
to analyze the receipt of income in terms of returns to
 
the f ctors of production--land, labor, and capital. 
The starting point

is usually marginal productivity theory.' Modifications are often made
 
to the theory to take into account market imperfections. The theory of
 
income distribution is 
not well developed for analysis of policies for
 
altering the sizc distribution of income among individuals or 
families,
 
which is the principal focus of this chapter.
 

It is not surprising that there is no well-unified theory of income
 
distribution. 
There are many factors which affect the distribution of
 
income and many conceivable policies which could alter income distribu
tion. 
 It is foolish to think that any one theory can provide a model for
 
analyzing all of these factors and policies. 
 Theoretical models must be
 
designed with a specific and limited purpose in mind. 
 Otherwise, the num
ber of variables and the inter-relationships among them become so conipli
cated that analysis is impossible.
 

In section B of this chapter, some simple theoretical models of
 
income distribution and growth in less developed countries are first
 
considered, with emphasis on 
the distinction between the traditional (or

informal) sector and the modern sector. 
In section C, there is 
a discus
sion of the case of 
extreme dualism in which incomes in the modern and tra
ditional sectors diverge very significantly, and the divergence seems to
 
grow.
 

In sections D and E, respectively, the income distribution implica
tions of the distribution of human capital assets and of private physical
 
assets among the population are analyzed. 
 Section F discusses how govern
ment expenditure and taxation policies 
can modify the distribution of
 
income. 
 Section G considers size distribution of income over 
time.
 

In section H there is a consideration of the various policy options
 
available which might alter the distribution of income and the theoretical
 
constructs useful in the analysis of these policies. 
 Four distinct sets
 
of policies are identified: (i) market interventions, (ii) confiscatory

policies, (iii) redirection of public services, and (iv) government
 
policies that are expenditure oriented. 
 Each of these policy sets is
 
analyzed in a different manner, from the standpoint of theory and relevant
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literature. This will provide a solid basis for more detailed analysis
 

of these policy issues in later chapters.
 

B. 	 Simple models of the relationship between income distribution and
 
growth
 

The basic model chosen for use in analyzing the relationship between
 

income and growth is the dualistic model in which there are two main sec

tors, modern and traditional, or moie appropriately, modern and informal.
 

At times, there may be a need to distinguish between urban and rural
 

subsectors of the informal and modern sectors.
 

Workers 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 sector is more rapid than 'hat in the tradi

tional sector, and workers are transferred from the traditional sector into
 

the modern sector as development proceeds. As in the usual labor surplus
 

model of growth, the supply of labor from the traditional sector to the
 
2
 

modern sector is infinitely elastic.


Growth in the dualistic context is in part a consequence of being a
 

late-comer: Resources are suddenly switched from very traditional tech

nologies to the best-method techniques of today. In these labor surplus
 

models, growth takes place more by the large, discrete jump in the pro

ductivity of factors reallocated from informal to modern activities than
 

by a widespread and gradual increase in the productivity of all factors.
 

In the initial stages of dualistic development the distribution of
 

income worsens, first because the growth in total income makes greater
 

inequality possible3 and second, because dualistic growth in a labor
 

surplus context implies that most of the growth in output and incomes
 

will accrue to owners of capital and to the minority of workers who make
 

the transition from the informal to the modern sector. This model also
 

implies that the trend toward increasing inequality will slow down, and
 

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

high-productivity, high-wage sector, further transfers of workers actually
 

improve the distribution of labor income. Also, eventually labor in the
 

informal sector is no longer in excess supply, so furcher modern sector
 

absorption of labor will tend to raise traditional-sector incomes.
 

Whether the overall distribution of income actually begins to improve,
 

however, will depend on changes in the share and degree of concentration
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of property income, and these changes cannot be predicted from this
 
4
 

model.
 

Several statistical studies tend to corroborate the predicted rela
tionship betwcen growth and inequality. 
The best known is the observed
 

association by Kuznets of inequality and levels of development.
5
Measures of GNP per capita and inequality compiled by Kuznets fell into
 
a pattern that is now commonly referred to as 
the Kuznets, or U-shaped,
 
hypothesis: Inequality first rises and later falls as 
an economy
 
progresses from very low to high le-els of development. This pattern
 
was borne out by both the cross-section and the time-series data examined
 
by Kuznets, who outlines various mechanisms to explain this pattern,

particularly the earlier trend of increasing inequality. 
 His explana
tions are plausible but, 
to the extent that they go beyond the mechanics
 
of the labor-surplus model, they are more suggestive than rigorous.
 
Other studies which support the U-shaped hypothesis include those of
 
Adelman and Morris, Weiskoff, and Paukert.6
 

The dualistic model of development implies 
a somewhat fatalistic
 
approach to income distribution in developing countries. 
 In the initial
 
stages of development, the size distribution of income is certain to
 
become worse. 
The modern sector is dynamic and is the source of profits

and savings from profits. 
What little surplus emerges in the tradi
tional sector often accrues to a rentier class which, in the best of
 
circumstances, transfers the surplus into modern-sector investments or,
 
at worst, dissipates the surplus in high living. 
 In the long run, how
ever, the degree of inequality is certain to diminish--but the distribu
tion of income must first get worse before it gets better.
 

This basically pessimistic conclusion is reinforced by the usual
 
presumption that it is the rich households that save and the poor house
holds that consume. 
 It is often argued that any attempt to redistribute
 
income from the rich to the poor will reduce total savings and investment
 
and thus reduce the rate of growth. 
The validity of these arguments,
 
however, depends 
on fairly large differences in marginal (rather than
 
average) savings rates between the rich and the poor. 
 Recent empirical

work indicates that such large differences do not seem to exist and that
 
the tradeoff between more equal income distribution and savings rates is
 
very small, if it exists at all. 7
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Furthermore, there is little in the way of recent historical experi

ence 	of developing countries to indicate that the relationship between
 

growth and the distribution of income is a very simple one. A study by
 

Ahluwalia suggests that the fastest growing less developed countries have
 
8
 

less rather than more inequality. In some rapidly developing countries,
 

inequality has been decreasing (e.g., Taiwan), in others, it has neither
 

increased nor decreased (e.g., Korea), while in still others, the distri

bution of income is rapidly becoming more unequal (e.g., Mexico and
 

Brazil). Although the Ahluwalia study lends some credence to the Kuznets,
 

U-shaped hypothesis, the relationship is weak and there are many countries
 

which deviate substantialli from the Kuznets norm. The levels of inequal

ity vary substantially among poor countries and among rich countries.
 

There is considerable overlap in the degree of inequality among countries
 

at all levels of development.
 

The empirical evidence suggests that there are many factors which
 

operate on the distribution of income and that these factors may change
 

over time within any one country. It also suggests that there is con

siderable scope for policies to alter the distribut!on of income.
 

A more complicated theory of growth and distribution is required to
 

explain the empirical findings. One way to approach such a theory is to
 

assume that the overall distriuition of income can be decomposed into two
 

parts: (f) that due to variations of income within the modern and tra

ditional sectors (or within the urban and rural subsectors), and (ii) that
 

due to variations in income between sectors. The overall level of
 

inequality is a function, then, of the two sources of variation, that
 

within and that between sectors, and also of the relative size of the
 

various sectors.
 

C. 	 Isolation of the modern sector: dualism run rampa't
 

In order to analyze further the relationship between distribution
 

and growth, let us contrast two extremes in terms of initial conditions.
 

At one extreme, the modern and iriorma. sectors are highly differentiated,
 

with large differences in productivity a-.d wage structure between the
 

sectors. The modern sector, with its relatively high wage rates, is
 

highly capital-intensive, enjoys high levels of import protection, and
 

uses relatively sophisticated technology. At the other extreme, the
 

Wage rates are similar for
differences between the sectors are minimal. 
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simllar jobs, and the markets for labor and capital are highly competitive,
 
with relatively few imperfections.
 

In an economy with highly differentiated sectors, high profits are
 
maintained by protection from imports, subsidized interest rates, modest
 
taxes on corporations, and an overvalued domestic currency, combined with
 
an exchange control system which encourages imports of low-cost capital
9
 

goods. 
 In an economy which is not highly dualistic, high profits arise
because of modest real wages in the modern sector, rather than because of
 
capital subsidies. 
 If profits in both types of economy are relatively

the same, the overall distribution of income in the highly dualistic
 
economy will be much more uneven than in the relatively homogeneous
 
economy. 
 The reason, of course, is the difference in income between
 
modern-sector workers and workers in the informal sector.
 

A simple way to represent the link between dualism and incoi, :is
tribution is shown in figure 1.1 
 The curve PP' describes the distribution
 

Figure 1
 

$ P
 

Value Added per Worker
 

Pronerty
 

Income 

w P1
 

P1 W
 

Labor ilncome 
 P - W
 
0 odLrnL
 

Modern 

Traditional


Sector Labor

Sector 
 Force
 



51
 

of labor productivity in a dualistic economy: a small number of workers
 

(OL1 ) working with large amounts of machinery, equipment, and natural
 

resources, and using modern technology have high levels of productivity
 

(value added per worker); scarce resources and traditional technologies
 

generate much lower levels of productivity for the labor force in the
 

"traditional sector" (L1L). The latter qactor generally has both urban
 

and rural components, while the modern sector is largely urban in most
 

countries but can have a large modern farming or plantation component
 

in some countries.
 

The income distribution is described in figure 1, first, by the
 

shape of WW', which represents the income received by each worker, be
 

it a wage or a mixed entrepreneurial and labor income, if he is self

employed. The area under WW' is the share of labor in national income;
 

the area above is the share of property income not accruing to self

employed persons, i.e., it is the share accruing to "capitalists."
 

A pattern of growth now common to many developing countries involves
 

increasing dualism: output per worker grows faster in the modern than in
 

the traditional sector, and at the same time, the modern sector does not
 

grow significantly as a proportion of the labor force. This growth pat

tern, described by P P' in figure 2 is contrary to the horizontal, labor

absorbing growth path predicted by the labor-surplus model (PP2P').
 

Increasing dualism in the structure of production is accompanied by
 

increasing income disparities between sectors. Differences in income
 

between modern and traditional sectors become far more important in
 

explaining income inequality than variations of income within sectors.
 

The key mechanism in this growing concentration of income is the
 

growth of wages in the modern sector.1 2 Wage increases in this sector
 

can come about because of increased unionization and the political strength
 

of labor groups. Another reason why wages in the modern sector might be
 

pushed up and relatively few workers employed in the modern sector is an
 

increase in the supply of skilled and educated labor. This results in
 

employment of more high-level manpower and possibly considerable substitu

tion of high-level manpower for unskilled workers, especially if the
 

elasticity of substitution betwee:i skilled and unskilled workers is high.
 

High wages and low levels of employment in the modern sector may also
 

be a function of imported technology, particularly that embodied in
 

imported capital equipment. If imported equipment is skilled-labor using
 

http:sector.12


0 

52
 

Figure 2
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and unskilled-labor saving, the demand for skilled workers will increase
 
relative to the demand for unskilled workers. The wages and employment
 
of skilled workers relative to unskilled workers will increase, driving
 
up average wages in the modem sector. Alternatively, the capital
 
equipment used in the modern sector may require workers 
to be trained on
 
the job to 
very high levels of skill and productivity. If these skills
 
are transferable from one firm or factory 
to another, at least part of
 
the increased productivity due to on-the-job training will accrue 
to the
 
individual worker in the form of higher wages.
 

A final type of mechanism involves government policien, such as sub
sidized credit and an overvalued currency, which encourage capital
intensive modes of production in the modern sector. 
Entrepreneurs, basing
 
their investment decisions 
on current wage rates and subsidized capital,
 
may install plant and equipment which locks them into a high capital-labor
 
ratio. Under these circumstances, the level of profits per worker may be
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quite high. Ex-post, organized labor groups within a highly capitalized
 

firm may see the opportunity to increase their share of the profits by
 

pressing for higher wages.
 

With such factors operating, there is a tendency for high wages and
 

capital intensity to interact. High wages relative to the cost of capital
 

induce entrepreneurs to invest in a capital-intensive fashion. Conversely,
 

highly capital-intensive firms provide opportunities for: (i) on-the-job
 

training which increases productivity and (ii) high levels of profit per
 

worker, both of which lead to higher wages. These interacting tendencies
 

make the modern sector more and more distinct from the traditional sector
 

and increase income disparities between the two sectors through time.
 

The above view exaggerates the degree of "bottling-up" of produc

tivity and income within the modern sector. It neglects the offsetting
 

influence of smaller-scale technological changes within the informal
 

sector (e.g., new seeds, bicycles, power tools, and sewing machines), and
 

of demand spillovers for both urban traditional products and services, and
 

for farm goods. The first is a relatively autonomous trend, not neces

sarily related to developments in the modern sector. The second, however,
 

is a direct function of the growth of modern-sector income, especially in
 

the case of the urban traditional sector where total income and employment
 

depend largely on total income in the modern sector. The rapid growth of
 

the urban traditional sector is a major form of income "spillover" and
 

thus, a major qualification to the simple dualistic growth model described
 

above.
 

The existence of these various offsetting influences to increasing
 

dualism is evident in the income growth experience of broad groups of
 

informal-sector workers in countries such as Colombia, 1 3 Mexico, 14 and
 

Peru.15 At the same time, the existence of some trickle-down amounts to
 

a qualification but not a substantial modification of the picture of
 

growing dualism and inequality described in figure 2.
 

By way of contrast, in the homogeneous economy, since there is no
 

factor price distinction between modern and informal sectors, as develop

ment proceeds, the increased demand for labor ttnds to raise real wage
 

rates uniformly throughout the economy. Whether income inequality
 

increases or decreases depends, in part at least, on the elasticity of
 

substitution between labor and capital.
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D. Returns to human capital assets
 
In section C the role of wage rates in influencing the distribution of
 

income was emphasized. 
In this and the next section, rates of return to
 
privately owned assets, both human capital assets and physical assets, and
 
the distribution of those assets among the population are emphasized. 
An
 
unequal distribution of wealth in the form of physical or human capital
 
assets can make the distribution of income vary considerably both within
 
sectors and between sectors.
 

The returus to human capital assets in the form of wage and salary
 
payments differ considerably from individual to individual and from country
 
to country. 
 Generally, in less developed countries disparities in wages
 
among different skill levels tend to be very great. 
 For example, in a
 
less developed country a common laborer might make $1.00 per day, a
 
skilled craftsman S7.00 per day, and an office manager $25.00 per day.
 
In a developed country, however, the ratio instead of being 1 to 
7 to 25
 
might be 1 to 
2 to 2.5 for the three different classes of workers.
 

One explanation for wage and salary differentials is marginal produc
tivity theory. 
 According to the theory, each individual is paid his
 
marginal product. 
Marginal products differ because of differences in
 
both acquired and innate skills. 
The differences are particularly acute
 
at low levels of development since persons with a high level of acquired
 
skills are in short supply relative to the supply of unskilled labor.
 
Those individuals in possession of scarce skills receive quasi-rents. As
 
skills are acquired through education and training, wage and salary differ
entials should narrow and the quasi-rents accruing to individuals with
 
scarce skills should disappear. Differences in wages and salaries remain
 
because of differences in innate abilities and differences in motivation
 
and attitudes which lead to productive efficiency.
 

One of the corollaries of the marginal productivity theory is that
 
it would be inefficient 
to attempt to equalize wages and salaries. With
out these differences there would be no incentive to improve skills through
 
education and training, no reward for motivation and effort, no premium
 
for the use of imagination and innovational abilities. 
 Even innate skills
 
would not be used unless some differential were paid to elicit their use.
 
Wage and salary equality can be bought only at 
the expense of inefficiency
 
and stagnation. This is particularly true in less developed countries
 
where equalization of wages and salaries would 
induce skilled individuals
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to emigrate to other countries where their skills are rewarded differen

tially.
 

This corollary, however, carries little force if there are signifi

cant market imperfections or skills are acquired on the job rather than
 

through education or prior training. For example, the tradeoff between
 

equality and efficiency might not be as great as the marginal produc

tivity theory suggests if there is not equal access to education and
 

training for the acquisition of skills. Only children of rich families
 

can afford to forego income during the period of education and training.
 

In theory, a poor family could borrow to educate its children and the
 

return in the future would more than enable the loaa !-o be repaid.
 

Capital markets, however, are Lmperfect, so that borrowing for such a
 

long-term and uncertain retirn is not usually feasible for the poor
 

family. The answer by the marginal productivity theorist to this criti

cism is usually that the solution lies not in attempts to equalize wages
 

and salaries but in attempts to improve the functioning of capital mar

kets by some form of government intervention.
 

Another type of market imperfection occurs when monopoly power is
 

exercised by various segments of the work force. The basir techniques
 

used are the restriction of entry into specific jobs or professions which
 

forces up the market price of the workers or professional services among
 

the members of a trade, profession, or industrial union. Sometimes entry
 

into a trade or profession is restricted by numerical quotas, as is done
 

by some skilled trade unions. At other times, entry may be restricted by
 

professional opposition to an expansion in training facilities, as the
 

medica± profession in the United States has been accused of doing. Some
 

professional groups, su-h as certified public accountants and insurance
 

actuaries, have a very stiff series of examinations which must be taken
 

over an extended period of time and which serve effectively as a barrier
 

to entry for many people aspiring to these professions. Entry into pro

fessions is often restricted by customs which discriminate against minority
 

groups, blacks, ethnic groups, or foreigners, or discriminate on the basis
 

of class or caste, political affiliation, sex, and so on.
 

Examples of the use of bargaining or political power to set fees 
or
 

prices for services also abound. Real estate (and in some countries, stock)
 

brokers operate on the basis of fixed commission schedules. Labor unions
 

bargain for higher wages. The more powerful unions or those led by more
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skillful bargainers reap the largest gains in wages and fringe benefits.
 
Those not represented by powerful unions suffer relatively. 
This is

particularly a problem in less developed countries, in which the modern
 
urban sector is relatively small. Workers in that sector are often the
 
only ones represented by strong unions or they are able to exercise
 
political power directly through demonstrations and general strikes.
 
The great mass of workers operating in the traditional sectors do not
 
have such power.
 

Another reason for the lack of tradeoff between equity and efficiency

is that skills may be very job specific and acquired only by training on
 
the job. An individual may be selected for a particular job only by chance.
 
If he is lucky enough to be selected for a job which requires a high

degree of training, his wage or salary will grow as he acquires skills,
 
and eventually will reach a high level. 
His employer has an incentive to
 
pay him well since the employee, unless he is under a long-term contract,
 
can move to another employer for whom his skills 
are transferable.
 
Alternatively, an individual may be selected for a particular job on the
 
basis of caste or class, ethnic background, regional origin, or on the
 
basis of some other social or cultural distinction not necessarily related
 
to abilities or skill. 
A person from a particular class or 
ethnic back
ground or region may obtain preferred access 
to jobs which involve a high

level of skills acquired through on-the-job training. 
This gives him
 
preferred access 
then to a high income.
 

Education may also be used as 
a filtering device to determine access
 
to high-skill, high-paying jobs. 
 This theory in its extreme form involves
 
the assumption that education has nothing to do with the acquisition of
 
skills. 
 Educational qualifications are murely used as a means of
 
restricting access to jobs. 
 Desirable jobs have high education qualifi
caticns attached to them as 
a means of eliminating the number of appli
cants who have to be considered by an employer for a particular job. 
As
 
average educational attainment increases, educational qualifications for
 
various jobs are elevated. According to this theory, any other filtering
 
device might do just as well as 
education.
 

A variant of this theory is that education imparts no skills at all

but merely provides a series of barriers at each level of education over
 
which only the more able and industrious 
are able to hurdle. 
Real skills
 
are acquired on the job, but educational attainment is related to the
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ability to absorb training and acquire skills rapidly since education is
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an indicator of intelligence and diligence.


The theory that skills and earning capacity are acquired on the
 

job and are very job-specific leads to different conclusions with regard
 

to the effects of artificially imposed 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
 

more equal, employers would still have incentive to train their workers
 

and increase productivity. Wage and salary differentials are not neded
 

to give incentive to workers to increase their education and training
 

prior to their entry into the job market.
 

E. Factors affecting the distribution of income from private ass.Lt
 

Although there may be a host of factors operating to determine
 

income from wages and salaries, the main difference between the very
 

rich and the poor is not wages and salaries but income accruing from
 

18  
privately held assets. In many less developed countries, particularly
 

in Latin America, large fortunes are made from holdings of large tracts
 

of land. As industrIalization takes hold, some people become very rich
 

through the accumulation of industrial assets.
 

As in the case of returns to labor, the most well-developed economic
 

theory of the distribution of income from assets is the marginal produc

tivity theory. The return from the use of a physical asset is its mar

ginal productivity.
 

According to the marginal productivity theory, assets are accumulated
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through time by individuals with a low rate of time discount. People
 

with a low rate of time discount save and invest and in this manner accumu

late assets. Differences that arise in the rate of accumulation of assets
 

also arise because of differences in risk aversion. Since some investments
 

are risky while others are not, and some investors have an aversion to
 

risk, the investor who is willing to take extra risks can expect a higher
 

average return on his assets, and thus on the average, investors who are
 

willing to accept risks will accumulate assets more rapidly.
 

If the rate of return on assets were eliminated or forced to a low
 

level, there would be no incentives to accumulate assets, either by
 

improving land or investing in buildings, equipment, or machinery, and no
 

incentive to take risks. Some returns, which are in the form of pure
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rents, accruing to ownership of land and natural resources, could be con
fiscated without any adverse effect on incentives and efficiency. It
 
might be difficult, however, to determine the pure rental element of an
 
asset's value, and any attempt to confiscate the pure rental element
 
may in fact also reduce the incentive aspect.
 

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; marginal productivity theorists would say

that the rate of interest is the marginal productivity of capital (or

capital goods in general). 
 Critics of the marginal productivit- theory,

however, have shown that this assertion is inconsistent with the notio-o
 

20
of a declining marginal productivity of capital.

The difficulty with the marginal pro'..tivity theory is not the
 

conceptual problems involved but the fact that it is an equilibrium

theory in which returns 
to assets should be equalized from industry to
 
industry and owner to 
owner. 
 In fact, returns vary significantly among

different industries and owners of assets, and exogenous shocks constantly

give rise to disequilibrium situations and substantial windfall gains. 
 In
 
this kind of economy, fortunes, large and small, are often made in a very

short period of time, much less than a generation, through a combination
 
of luck, skill, and imagination starting with only a small amount of
 
capital. 
 Very often luck is the only factor involved. The owner of a
 
piece of land on which someone else discovers oil, the commodity trader or
 
stock broker who buys on margin or sells 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 may be nothing more 
than
 
lucky, totally lacking in skill, imagination, or willingness to 
take
 
large risks. 
 Windfall gains of this sort occur frequently; sometimes
 
they are taken in the form of capital gains, sometimes in the form of
 
increasing earnings over the lifetime of an asset.
 

Luck is one factor involved in the returns from physical assets.
 
Another factor is pure rent obtained from assets which are in fixed sup
ply. 
Ownership of land and other natural resources 
in fixed supply
 
confers a rental value. 
Natural rents are unearned in the sense that
 
they represent a surplus over marginal productivity. In theory, if they

are taxed or confiscated, there will be no adverse effects on efficiency.
 
In fact, few natural resources 
are in truly fixed supply,2 1 so that iL is
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not easy to determine what part of a payment for an asset represents pure
 

rent.
 

Another factor is monopoly rents. The return to assets is a function
 

of market power and the way in which market power is used to increase the
 

return.
 

Entrepreneurial and management skills are another factor. 
Although
 

the extra return to assets obtained by skillful management might be
 

thought of as a return to human assets, in fact these skills often cannot
 

be exercised or developed unless one is an owner of substantial assets.
 

Market imperfections caused by restrictive government policies can
 

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

tions on certain items, the owners of import licenses and domestic pro

ducers of restricted items may receive a much better return on their
 

assets. 
 A rental 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 to owners of some assets and reduce the return to
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owners of other assets.
 

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 cultural and ethnic groups and enhance opportunities for others.
 

The distinction between Chinese and Malay in Malaysia,23 Indian and
 

Ladino in Guatemala, black and white in the United States, and European,
 

Asian, and African tribes in East Africa are some examples. Class dis

tinctions reinforced by school identification, manners, and speech
 

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

to have access. Class and ethnic distinctions often determine who has
 

access 
to information about particular investment opportunities, who
 

receives bank credit when loans are difficult to obtain, and who has
 

introductions to people who can be helpful in making a sale or taking
 

advantage of other limited opportunities. Class and ethnic distinc

tions are particularly pernicious in that they are reinforcing over time.
 

The more advantaged groups prefer doing business among themselves and
 

essentially restrict entry into more lucrative professions or other lines
 

of business.
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F. 	 Government taxation and expenditure
 

Government taxation and expenditure policies can play a major role
 
in determining the distribution of income. Government taxes can be
 
progressive, when the rich are taxed relatively more than the poor, or
 
regressive, when the rich benefit at the expense of the poor. 
A major
 
problem in determining the net effect of government taxation ir -.
lter
ing the distribution of income is the question of incidence. 
The
 
analysis of incidence of direct taxes on income received is usually
 
straightforward. 
The more difficult problem arises in determining the
 
incidence of indirect taxes. 
 Is the burden of an excise tax on a com
modity, for example, carried by those who purchase the commodity, by
 
the wholesale and retail outlets that sell the commodity, by the firm
 
that 	produces the commodity, or by the workers of the firm that pro
duces the commodity?

24
 

Although the difficulties of determining the incidence of taxation
 
are 	great, they are surpassed by those of determining the.incidence of
 
government expenditures. 
 There are many relevant aspects of government
 
expenditures to take into account.25
 

One important distinction is between government investment expendi
tures and government current account expenditures. Current account
 
expenditures involve either general administration of the government
 
bureaucracy or the provision of services to 
the public, such as defense,
 
police protection, libraries, parks, hospitals, public health measures,
 
public utilities, and education. 
Investment expenditures are those
 
relating to the construction of roads, government buildings, schools,
 
public housing, hospitals, reservoirs and dams, i2rigation systems, elec
tricity generating stntions, and public water supplies, sewage systems,
 
and street lighting. 
Once 	the assets created by these investments are in
 
place, they generally provide a stream of public services, usually in
 
conjunction with current expenditures of one sort or another, such as
 
expenditures on teachers, books, and supplies in the case of school
 
buildings, or maintenance in the case of roads.
 

A major question, then, is who benefits from the services provided
 
by a government, either directly through current expenditures or indi
rectly through services provided by public assets. 
 Some services are
 
usually regarded as being generally available to the public. These
 
include defense, diplomatic representations, and general administration.
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Other services, however, are thought to benefit only those who avail
 

themselves of the services, such as those who attend school, use roads,
 

stay in a hospital, or use electricity. It is difficult to assess bene

fits to users in moit cases. The value placed by an individual on a ?ar

ticular government service, theoretically, could be measured by his
 

consumer surplus but in practice is usually measured on a cost basis.
 

Individuals or groups of individuals are assigned a certain percentage
 

of total use of a service and the benefits are measured by applying this
 

percentage to the total cost of providing the service and subtracting
 

the user charges. User charges include school fees, tolls on roads,
 

electricity tariffs, rents on public housing, and hospital charges.
 

Problems abound:
 

(i) How does one assign percentage use to an individual or group?
 

For example, who uses a monument or who benefits from a city park?
 

(ii) How are joint costs allocated?
 

(iii) Investment costs, as well za current costs, should be included.
 

How does one allocate investment costs?
 

(iv) How does one determine user costs paid by particular individ

uals and groups?
 

In addition to benefit incidence, another important concept is expendi

ure incidence. Government expenditures involve the hiring of people at
 

government wage scales. If the government tends to pay higher wages than
 

the private sector, or if there is significant unemployment, government
 

expenditures confer benefits on those who are employed. Even under less
 

than full employment circumstances, the government often exercises such
 

a large influence on labor markets that wages are raised by the govern

ment's labor demand.
 

Government may also be a mechanism for effecting direct transfer
 

payments. For example, social security and workmen's compensation pro

grams involve direct monetary transfers. School feeding and other food
 

distribution programs are very much like transfer payments in kind. The
 

analysis of the income distribution effect of government transfers is
 

more straightforward than that of other kinds of government expenditures.
 

In this section, benefit and expenditure incidence of government
 

activities have been discussed in the context of traditional types of
 

public service activities. Government-owned productive enterprises can
 

be treated much like privfte enterprises in analyzing their impact on
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income distribUtion. 
 Government ownership of productive enterprises may
 
be an efficient means of capturing nonlabor incomes, the surplus of
 
those enterprises, for social purposes. 
 Government-owned enterprises
 
may also set policies toward their employees which influence general
 
wage levels and fringe benefits for workers.
 

G. 	 Size distribution of income over time
 
The size distribution of income by household is a combination of
 

income from human capital assets, physical assets, and government taxa
tion and expenditure. 
Income from assets may either be in the usual
 
form of income, i.e., interest, rents, or profits, or in the form of
 
capital gains. Capital gains income is 
not usually included in most
 
national accounts definitions of income. 
Yet some of the highest levels
 
of consumption are financed from capital gains.
 

The stream of income derived fro-n human and physical assets may vary
 
considerably 
over 	time for any individual household. 
Income will exhibit
 
a life cycle, as well as random variations from year to year. 
 Thus, at
 
any point in time, an 
examination of the distribution of incume will show
 
a wide dispersion, even if total lifetime income of households is evenly
 

distributed.
 

The distribution of household income and income accruing to indi
viduals maj be quite diffcrent. If large households are also low-income
 
households, the distribution of individual income may be even more skewed
 
than 	that of household income.
 

The size distribution of income, by family or by household, is
 
affected over the long run by the way in which both human resources and
 
physical assets are passed on from one generation to another. 
 Inheritance
 
customs and inheritance taxes affect the way in which transfers between
 
generations occur. 
 The factors which influence income over the average
 
human lifetime, however, may be so strong that inheritance customs 
and
 
laws have relatively little influence except for a very few of the
 
wealthiest individuals in the population.
 

H. 	 Policy options
 

Four main policy approaches tovrard making the distribution of income
 
more equal are distinguished: 
 (i) direct market inte-ventions by govern
ment in favor of the poor, (ii) confiscation of income or wealth by
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government, (iii) provision of public services for the poor, and (iv)
 

government policies that are expenditure oriented. iidirect market
 

intervention is any attempt by government to control prices and quantities
 

of goods which are available in private markets. Confiscation can take
 

the form of either fiscal expropriation of income or wealth through pro

gressive tax measures or physical confiscation through land reform or
 

nationalization of industry. The third approach involves the provision
 

of services such as housing, health, education, and water and electricity
 

supplies directly to the poor. Finally, government-expenditure policies
 

are those designed to affect factor prices indirectly, particularly wages
 

paid to the poor, unskilled workers, through government expenditure
 

patterns.
 

1. Market intervention
 

The first approach involves operating on prices or quantities of
 

goods and services available in private markets. Within this general
 

approach, however, there are four different ways to attempt to have the
 

desired effect: (i) through price controls, (ii) quantity controls, (iii)
 

tax or subsidy incentives, and (iv) direct measures to remove market im

perfections. Minimum wage legislation, food price controls, and interest
 

rate ceilings are all examples of direct price controls which affect the
 

distribution of income.
 

Direct quantitative controls are most often used with respect to
 

imports. Imports of luxury goods can be restricted while imports of
 

basic necessities are allowed in freely.
 

Tax incentives can take many forms. Accelerated depreciation rules
 

and investment allowances affect the private cost of capital; payroll
 

taxes can affect the cost of labor. Fertilizers, water, and insecticides
 

may be subsidized for the farmer. The prices of crops may be affected by
 

government purchases and stockpiling or by government marketing boards
 

which either run surpluses (thus taxing the farmers and lowering the price
 

which he receives) or deficits (thus subsidizing the farmer and raising
 

the price). Tariffs and excise taxes are other examples of the use of
 

taxes to alter prices.
 

The fourth method of affecting markets is to attempt to break market
 

imperfections. Equal opportunity legislation, enhanced educational oppor

tunities for disadvantaged groups, anticrust enforcement, and efforts to
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break restrictive practices among tradesmen and professionals are some of
 
the techniques used.
 

Extreme examples of market intervention to 
improve income distribu
tion include a freeze on upper-and wages and salaries. This has occurred
 
in tha civil service in Tanzania. In Cuba, most salaries are subjected
 
to a very modest upper limit which prevents large disparities in wage and
 

salary income.
 

Another approach aimed at alleviating poverty is to provide for each
 
individual, as a matter of right, a basket (canasta) of basic necessities.
 

The theory is that no individual need be deprived of necessities because
 
of inability to pay market prices.
 

Economists who believe in the utility of using markets usually advise
 
against the use of direct price 
or quantity controls and in favor of using
 
tax and subsidy measures, or the use of efforts to 
reduce market imperfec
tions as a tool to modify income distribution. The use of direct price and
 
quantity controls usually can be shown to be inefficient and the same
 
objectives can be accomplished more efficiently by tax and subsidy meas

ures or a reduction in market imperfections.
 

Income inequalities often arise because of attempts to 
control prices
 
and quantities directly for reasons 
other than income distribution objec
tives. Some inequalities may be reduced by eliminating the controls. 
 A
 
control regime which attempts to keep prices down on mass consumption goods
 
may in fact have adverse income distribution implications because of the
 
effects 
on supply of these goods and the emergence of black markets. In
 
fact, then, less of controlled commodities at a higher average price may
 
be consumed by the poor, particularly if they have limited access 
to
 
markets in which prices are effectively controlled and must make more of
 
their purchases in black markets than do middle and upper income groups.
 
The same type of problem also arises in connection with controlled credit.
 
Controlled interest rates and allocation of credit result in less credit
 
at higher interest rates for small borrowers, since the latter must often
 

go into gray or black markets for credit.
 

The effect of market intervention policies which influence the price
 
of labor and capital can be analyzed through a version of the surplus-labor
 
model discussed earlier in this chapter. 
Let us assume that there are
 
three sectors rather than just two, informal and modern. In particular,
 
let us assume the existence of a modern sector, an informal urban sector,
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and an informal rural sector. There are four different classes of people:
 

(i) modern-seztor capitalists, (ii) modern-sector workers, (iii) urban,
 

informal-sector workers, and (iv) rural, informal-sector workers.
 

Assume that the production function for the modern sector exhibits
 

constant returns to scale, and labor-augmenting and capital-augmenting
 

technical change. It is possible to show (see appendix 3) that the rate
 

of growth rL of the modern-sector labor force is given by
 

(1) rL = rK + ra - rb[(l - I - a)/(l - 0 - Grw/(l - P) 

where rK is the rate of growth of the modern-sector capital stock, r a is
 

the rate of capital-augmenting technological change, rb is the rate of
 

labor-augmenting technological change, a is the elasticity of substitution
 

between capital and labor, p is the share of labor in total output, and
 

rW is the rate of growth of the real wage.
 

The important thing to note in equation (1) is that increases in the
 

real wage redur- the rate of labor absorption into the modern sector. The
 

amount of this reduction is directly related to the elasticity of substi

tution between labor and capital, and to the labor share in total output.
 

The last term in (1), however, captures only the direct effect of wage
 

increases in the modem sector on labor absorption. To the extent that
 

wage increases reduce profits and profits are the major source of savings
 

and reinvestment, increases in modern-sector wages reduce profits and the
 

rate of capital accumulation rK in equation (1). Thus, there is a
 

deceleration effect due to wage increases in the modern sector.
 

The effect of a wage increase in the modem sector is to increase the
 

incomes of the workers in that sector, the second of our four groups of
 

people with whom we are concerned. The per capita income of entrepreneurs
 

in the modern sector, however, is reduced. Workers in the rural, tradi

tional sector may be adversely affected, although they might become
 

slightly better off because of increased migration from the countryside

26
 

due to the attraction of higher modern-sector wages. The migration from
 

the land may increase the marginal and average productivity of rural
 

workers, thus increasiag wages and rents accruing to rural, traditional

sector work,..rs.
 

The sector which tends to bear the brunt of any reductions in per
 

capita income is the urban, traditional sector. Because of the reduction
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in the rate of labor absorption, fewer workers in this sector are absorbed
 
into high-paying jobs in the modern sector. 
The increase in wage rates
 
also reduces total output and, thus, 
total income in the modern sector.
 
To the extent that demand for urban, traditional output is a derived
 
demand dependent on modern-sector activity, the increase in wages in the
 
modern sector exerts a depressing influence on urban, traditional-sector
 
output. Finally, increased migration from the rural sector to the urban
 
areas may swell the total urban labor force, thus exerting further down
ward pressure on wages and per capita incomes in the traditional sector.
 

One can show that the reduction in per capita income of the urban
 
traditional sector (see appendix) is directly related to 
the elasticity
 
of traditional-sector output with respect to modern-sector output, 
the
 
share of labor in total output of the modern sector, the importance of
 
the modern sector relative to the urban traditional sector, the decrease
 
in the rate of labor absorption into the modern sector, and the elasticity
 
of labor migration from the rural to 
the urban areas.
 

When modern-sector wages increase, the change in the degree of
 
inequality is quite ambiguous--some groups gain, whJ'.e others lose. 
 The
 
urban poor, in particular, tend to 
be much worse off. Although those
 
remaining in the countryside may be glightly better off, those who
 
migrate to urban areas may be better off or worse off, depending on whether
 
or not they get high-paying jobs. It is certain that the degree of under
employment and unemployment in the urban areas tends to increase. 
 In an
 
economy characterized by the model described here, the poorest segments
 
of the population are not helped by wage increases in the modern sector.
 
The lot of the urban poor is made worse and low productivity and poverty
 
in the countrysid! are 
transformed into urban poverty and unemployment
 

through migration.
 

An analysis of those market interventions which affect Che price of
 
capital can be made in a similar fashion. In order to determine the effect
 
of a reduction in the cost of capital, let us assume 
that the cost of capi
tal affects only the capital-intensity of new investment. 
Once an invest
ment is made, the cost of capital becomes a fixed cost and is not a factor
 
in determining the capital-labor ratio. Ex-ante, however, for a constant
 
elasticity of substitution (CES) production function, the optimal incre
mental capital-labor ratio is given by
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(2) dK =[1(l )P]W) 

where 6 and a are the distribution and substitution elasticity parameters,
 
respectively, of a CES production function and PK is the price of capital,
 
interpreted here to mean the price of capital goods.
 

Suppose that the rate of capital accumulation in money terms is a
 

linear function of profits (u) on existing capital stock. Then, the real
 

rate of capital accumulation is given by
 

(3) dK = (a + b r)/PK
 

If we substitute (3) into (2) and differentiate, we obtain
 

(4) 	 d(dL) dPK
 
dL PK
 

That is, the percentage change in labor absorption of new investment
 

relative to the percentage change in the price of capital depends on the
 

elasticity of substitution.
 

There are two effects to take into account. First, the reduction of
 
the price of capital results in a substitution of capital for labor, which
 

reduces labor absorption. At the same time, a lower price on capital goods
 
makes for more rapid capital accumulation in real terms, which increases
 

labor absorption. If the elasticity of substitution is greater than unity,
 
the first effect outweighs the second and labor absorption is reduced when
 

the price of capital goods is decreased.
 

The effect of a reduction in the price of capital can then be analyzed
 
in terms of the f roups of people. Total modern-sector output and
 

profits increase so that modern-sector entrepreneurs benefit from a reduc

tion in the price of capital. Labor absorption into the modern sector
 

may either increase or decrease, depending on the elasticity of substi
tution--thus, neither traditional sector can expect to gain much by the
 

opening up of more modern-sector, high-paying jobs. The urban, informal
 
sector may gain somcwhat through increased derived demand resulting from
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increased modern-sector output. 
The rural traditional-sector and modern
sector wage-earners are unlikely to be much affected at all.
 

None of this takes into account the fact that the capital subsidies
 
require either increased taxation or inflation in order to effect the
 
implied real resource transfers to capitalists. If these are taken into
 
account, the rural, traditional-sector and modern-sector wage earners 
are
 
likely to be worse off. 
 The small spillover gains made by the urban,
 
traditional sector may be completely vitiated. 
The big gainers are the
 
modern-sector entrepreneurs.
 

Manipulation of modern-sector wage rates or subsidization of the cost
 
of capital to modern-sector entrepreneurs are unlikely, then, to make
 
much of a difference in the overall variability of income. Some relatively
 
poor groups gain while other lose, due to secondary effects. In particular,
 
the poorest groups, workers in the traditional sectors, are the greatest
 
losers under policies designed to raise modern-sector wages or reduce the
 
cost of capital to modern-sector entrepreneurs.
 

2. Confiscatory policies
 
Confiscatory policies include taxation, land reform, and nationaliza

tion of industry. Progressiva taxation is not always very effective. 
In
 
a poor country only certain segments of the population are likely to be
 
affected by taxation; in particular, government workers and wage and salary
 
earners in the modern sector. 
 Accurate records of wages and salaries are
 
kept regarding these workers, and many less de'eloped countries have insti
tuted a pay-as-you-earn system of wage and salary tax deductions. 
 It is
 
much more difficult to tax non-export agricultural incomes and incomes in
 
the urban traditional sector. 
 It is also difficult to tax most forms of
 
unearned income. This is especially serious if a major cause of inequality
 
derives from an unequal asset distribution. Unearned incomes are difficult
 
to assess and may easily be hidden enterprise costs in the form of expense
 
allowances, company housing, and company transport.
 

A more radical approach to income redistribution involves the redis
tribution of directly pr- ductive assets rather than fiscal redistribution.
 
In predominantly agricultural less-developed countries, land redistribu
tion might be the most effecLive instrument in reducing income disparities.
 
The historical record, however, has not been good. 
Political opposition
 
in many countries has effectively stalled or severely diluted plans for
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drastic land reform. Land reform seems to be carried out most often in
 

the wake of major social upheavals, such as the Communist revolutions in
 

Russia and China, the South in the United States after the Civil War,
 

the takeover in Japan and Korea by the United States after the Japanese
 

defeat in World War II, the Nationalist takeover of Taiwan after their
 

expulsion from the mainland, the revolutions in Mexico, Cuba, and Bolivia,
 

and the socialist election victory in Chile.
 

Nationalization as a policy has some of the same drawbacks as land
 

reform. Politically, it is difficult to achieve. Although nationali

zation may decrease the income of the wealthiest groups, it may increase
 

the disparity in incomes between the modern and traditional sectors if
 

it leads to higher wages and a slower rate of labor absorption by the
 

nationalized industries.
 

A major problem of both land reform and nationalization is that
 

they often do little to help the small peasant, the landless, rural
 

laborer or the urban traditional worker. Land reform benefits often
 

accrue to wage laborers on large-scale farms who gain land or are able
 

to increase their share of the surplus, or industrial, modern-sector
 

workers who are able to capture an increased share of industrial profits.
 

Thus, land reform and nationalization chiefly redistribute income from
 

upper- to lower- and middle-income groups within a sector.
 

Redistribution of assets, if it is to be effective in assisting the
 

lowest-income groups, must be horizontal across sectors rather than
 

vertical within the modern sector. Horizontal transfer policies, however,
 

have played a smaller role and indeed have often been regressive, even in
 

relatively distribution-oriented regimes. Thus, it is not uncommon that
 

countries with very "advanced" labor legislation--which in practice favors
 

modern-sector workers only--have regressive or Teutral fiscal systems.
 

Only the more ambitiously egalitarian regimes, such as those of Cuba,
 

Tanzania, and China, have created major systems of horizontal redistri

bution.
 

Why has redistribution been so much limited to vertical transfers
 

despite the strongly egalitarian principles of many developing countries?
 

One obvious cause is the self-reinforcing political strength of the
 

modern sector--particularly, of bureaucratic and labor groups. Adminis

trative factors are also involved, since borizontal transfers need more
 

intermediation.
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A less obvious but also relevant cause is that vertical transfers
 
enjoy a moral support that is not associated with horizontal redistri
bution. 
This moral support is expressed, -or instance, in the labor
 
theory of value. 
 It is rooted in those notions of justice that link
 
rights to the creation of something of value, rather than to its use in
 
"historical" as against "pattern" or "end-state" princ.ples of justice.27
 
In discussions of the right to property income, the argLment often cen
ters on the question of who really produced that income. 
Both parties
 
are implicitly accepting the distributive claim arising o-t of the act
 
of production.
 

By contrast, the ideal of income equality, which is required to
 
sustain policies of horizontal redistribution and more generally to
 
separate distribution from production, is 
a weaker moral precept. Hori
zontal transfers are more commonly supported by feelings of charity than
 
of justice, and charity is much the weaker of those sentiments. The
 
Communist precept--to each according to his needs--remains an ideal for
 
a society of "new men," 
not a banner for political action today. Most
 
of the indignation provoked by "inequality" is satisfied by removing the
 
extreme.s in income levels; in poor countries it amounts te a feeling of
 
scandal at the existence of a few rich among the many poor, and leveling
 
down these extremes of wealth can be achieved without horizontal redis
tribution. 
The nature of moral feelings thus reinforces the natural,
 
political, and administrative difficulties of achieving horizontal redis
tribution. (Theoretical models for pu-poses of analyzing income distri
bution, land reform, and nationalization are developed in some detail in
 
papers by Cline, and Selowsky and Cauas in this volume.)
 

3. Provision of public services
 
A third major set of policies to redress income imbalances involves
 

the provision of government services for poor groups. 
These include such
 
things as (i) investment in feeder roads and in village electric and water
 
supplies in poor rural areas; 
(ii) broadening access 
to education and
 
expenditures 
on public health and nutrition; (iii) site and service
 
projects in urban areas; 
(iv) birth control information and subsidization
 
of contraceptives for the poor; (v) farmer extension services and subsi
dized seed; (vi) fertilizers and pesticides for small farmers; and (vii)
 
agricultural and industrial research aimed at improving the productivity
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of the small farmer or entrepreneur. Public works projects are classified
 

as an expenditure-oriented policy in so far as the public works affect em

ployment and wage rates, but the capital assets which result from these
 

projects may provide services for the poor segments of the population.
 

Two problems arise with respect to public services for the poor.
 

One is that of access. Access to a road, a hospital, a school, or a pub

lic park, for example, may be limited because of location factors.
 

A related problem is that oi complementarity. Access to public
 

facilities may be limited because of lack of complementary assets. For
 

example, roads are best used by those who have automobiles; hospitals,
 

schools, and parks by those who have a means of transport; farmer exten

sion services, rural feeder roads, input and price subsidies, and irri

gation facilities by those who have land. Because of the complementary
 

problem, provision of public services may do nothing more than reinforce
 

existing income disparities. This suggests that redistribution of
 

privately held wealth may be a necessary precondition for other redis

tribution policies to have the desired effect.28
 

Alternatively, the state may want to restrict access to public
 

goods. The use of a hospital, for example, may be restricted to low

income families. Access to irrigation water may be granted only to small
 

farmers. Use of public housing or site and service projects may be
 

restricted to low-income groups. In some cases, it is extremely diffi

cult to identify the poor and to ensure that only they have access. In
 
1
other cases, custom, tradition, or social policy .ctate that access not
 

be restricted--public schools and roads are usually available to anyone
 

who is able to use them.
 

Access to public services may be modified by user charges. Often
 

user charges do not cover the full cost of providing an asset. Thus, the
 

user charges have an element of subsidy. Even when user charges cover
 

full costs, there may be an element of subsidy to the user if the service
 

would not be available at any cost unless the government provided it.
 

The existence of user charges, however, may restrict access by low-income
 

groups who cannot afford even modest user charges. User charges may be
 

determined in a discriminatory fashion as a means of overcoming this
 

problem. Lower-income classes may be charged less. This may be possible
 

in some cases, such as for medical care or schools, but not in others,
 

such as for road tolls.
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4. Expenditure-oriented policies
 
Finally, government may try to increase incomes of the poorest groups


by engaging in heavily labor-intensive public works projects. 
 Projects of
 
this sort have two basic goals. 
 The first is to absorb unemploymeut,
 
particularly seasonal unemployment. The second is to raise wage levels
 
fcr the poorest, least skilled workers.
 

To the extent that public works projects utilize unemployed workers,
 
they both increase economic efficiency and redistribute income. The in
creased efficiency makes it possible for the poor to receive more at a
 
relatively modest cost to the rich over the long run because of increased
 
productivity.
 

Public works may be associated with a rural development program which
 
aims at increasing small farmer productivity. Thus, the program may have
 
both an expenditure effect on wages and employment and a benefit effect.
 
All too often, however, the benefits go, not to the smallest farmers or
 
the landless, but rather to the larger farmers.
 

Alternatively, public works programs may have an urban focus--such as
 
the building of low-cost public housing. 
Like rural public works, the
 
projects liaay provide substantial benefits 
to the poorest groups as well as
 
expenditure effects. 
The key to expenditure-oriented policies, however,
 
is that they focus on labor-intensive, construction activities.
 

A related policy is one 
in which the government serves as an employer
 
of last resort. 
With this kind of policy, the government offers to hire
 
anyone for some specified minimum wage below the going market wage. 
One
 
need not be very concerned about the quality or amount of work performed.
 
In this way the poorest members of the potential work force cen receive
 
some minimum level of income. Furthermore, this policy has the advantage
 
of providing a test of how much and how severe is the problem of unem
ployment by assessing the number of people who offer their services at
 
the government minimum wage.
 

I. Conclusions
 

The various policy alternatives discussed here from a theoretical
 
standpoint are dealt with at much greater length from a policy stand
point in other 'hapters of this volume. 
The analysis of the efficacy
 
of these policies, however, depends greatly on the use of 
an appropriate
 
model of the inter-relationship between growth and income. 
The model
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may vary from country to country. In a highly dualistic economy, policies
 

ought to be aimed at reducing discrepancies between traditional and modern
 

sectors. If windfall gains are a major explanation of the distribution of
 

income, then confiscatory policies might be more effective. Appropriate
 

policies and policy mixes will be summarized and examined in the last
 

chapter of this volume with these kinds of relationships in mind.
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CHAPTER III
 

INDUSTRIALIZATION POLICY AND INCOME DISTRIBUTION
 

Henry J. Bruton
 

A. Introduction
 

Th. purpose of this chapter is to study the relationship between
 

induscrialization and foreign trade policies and income distribution,
 

particularly their effect on poverty and employment. More specifically,
 

the objective is to examine the way ia which measures that affect access to
 

and price of factors of production, particularly foreign exchange and
 

imports, a on Lhe distribution of income. Attention is given to the
 

effect of policies with respect to exchange rates, tariffs, licensing and
 

other iirect controls, and subsidy systems. Related policy measures have
 

been lar4ely alied at fostering industrialization in the developing 

countries, and how they have affected the distribution of income is 

examined below.
 

There are six substantive sections in this chapter. In section A
 

some general notions are discussed. These are definitions and the state

ment of some of the obiter dicta that provide the point of departure of the
 

chapter. Section B discusses the role of industry in the overall income
 

distribution picture and describes a general modrl that identifies the
 

principal determinants of income distribution over time in the industrial
 

sector. These include rates of return on investment, wage rates, produc

tivity growth, the composition of demand, foreign trade, and rural indus

trial activity. Each of these is discussed in the following sections of
 

the paper. The last, section G, is a summary and a brief review of the
 

policy implications of the various arguments.
 

In this section, some general notions are outlined in an effort to
 

make clear what is being talked about, and why, in the rest of the chapter.
 

NOTE:
 

This paper was completed in the Fall of 1974.
 

'~*~ 2 



80
 

(i) It is necessary to begin with an oLrvation or two on distri
bution itself. 
Economic welfare is generally more directly related to
 
size distribution than to functional distribution. Size distribution is
 
not, however, unrelated to functional distribution, and one of the tasks
 
of the chapter will be to examine how policies that have a airect effect
 
on functional distribution also have an impact on size.
 

Conventional measures of size distribution usually encompass the
 
entire economy. The Gini Coefficient, the Kuznets Ratio, the Pareto
 
Coefficient are all indicators of the extent to which a given proportion

of national income accrues 
to a given percentage of the population. These
 
are useful measures but, for most develuping countries at the present time,

the most pressing social problem seems 
to be the existence of widespread
 
severe poverty. 
It would appear then that a more specific guide to policy

than any of the less relevant general measures is the extent to which the
 
very poor are helped by the policy. For example, a poverty line may be
 
defined, and the measure of cffectiveness of a policy may be determined
 
by the rate of reduction in the percentage of the population whose income
 
is below this poverty line. 
 "Improved" income distribution would then
 
refer to an 
increase in real income far that part of the population whose
 
present income is below the defined level. 
 The source of increase may be
 
reduced income of the richer groups but may also be increased total output

that raises both the income of the low-end poverty groups and that of the
 
richer groups by as much or more.
 

This criterion is meant to 
represent an empirical judgment, not a
 
value judgment. 
It is assumed that the very poor are mainly interested
 
in having more absolutely, not simply more in relation to some other group.

"Mainly interested" means 
that the low-end poverty groups have, 
at the
 
present time, a welfare function whose arguments are absolute levels of
 
income, not relative levels. Evidently such a function may change as a
 
country grows richer, but that is a later story. 
 In the language of
 
Albert HirschL'an's tunnel metaphor, 1 the interest is in getting the
 
stationary lane moving and not 
in what happens to the other lane--except

in those instances where th, speed of the fast-moving lane is responsible

for the nonmovement of the poverty lane. 
 As will be argued just below,
 
the attack on high-end riches is best undertaken by direct taxation.
 

(ii) The second general point has to do with some of the notions
 
that underlie the approach taken in subsequent sections of this chapter.
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Various broad-based studies of income distribution in developing countries
 

have appeared recently which have identified a fairly common list of factors
 

accounting for inequality in general and for the failure of those whose
 

the past two decades.
2
 

income is very low to experience much of a rise over 


Such a list includes a great variety of factors: extent of dualism in
 

the system, size of the government-controlled sector, extent of dependence
 

of the economy on raw materials or agriculture, structure of foreign
 

trade, and so on. These studies demonstrate the fact that income distri

bution, as is characteristic of all economics, depends on everything else.
 

The studies have been helpful in outlining the various factors that affect
 

income distribution. Some few hypotheses specific enough to be tested
 

have emerged, but in general they are of such a broad, historical nature
 

that they lead to few policy conclusions. It is, however, important to
 

appreciate the point that the existing accumulated inequalities are the
 

result of the way the economies of countries havre developed over the past
 

rather than of peculiarities in one sector or another. The fact that many
 

countries have experienced essentially the same distribution pattern sug

gests that the problem is not a matter of size of country, form of govern

ment, availability of natural resources, or other country-specific charac

teristics. It also appears generally correct to say that governments
 

only rarely seek explicitly to hold down the growth of income of the very
 

poor. Rather it seems that the problem emerges from, or at least is
 

accentuated by, the policies that have been followed in the search for
 

development and from tne kinds of institutions and power structures that
 

have evolved as these policies have been pursued. The fact that it is
 

now necessary to attack the problem in the face of the existing set of
 

policies, institutions, and power bases that have brought about the
 

problem complicates matters. It not only makes the implementation of
 

any new policy much more difficult than it would have been,twenty years
 

ago but also makes the design of the policy itself a more complicated
 

matter.
 

There is one further observation suggested by the preceding paragraph.
 

A common prac. :e of recent years has been to downtrade the importance of
 

rates of growth of GDP as a measure of the success of a policy. Such a
 

downgrading is somewhat misleading. The problem would appear to be with
 

our understanding and practice of the development process, not with the
 

objective of increased output of goods and services. It seems clear,
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however, that to attack the income distribution problem (as defined above)

simply by seeking higher rates of growth of output by the same methods 
as
 
those widely used during the 1960s will not succeed in producing continued
 
growth or in helping the very poor. 
What does seem to be the case is that
 
a development policy built on a more effective use of domestically avail
able resources can produce a growth rate and a distribution of the
 
rewards of that growth that are more 
compatible with general notions of
 
equity and social and political stability than has been the 
case in the
 
recent past. 
 To argue in this way implies considerable confidence that
 
major effects can be accomplished by specific policy measures of the con
ventional sort, i.e., policy toward exchange rates, wage rates, credit,
 
and so on. 
 And, as will be argued explicitly later, getting conventional
 
policy right--or at least working in the right direction--is necessary
 
before one proceeds into the more intractable areas of institutional
 
change and revolution.
 

(iii) Specific references to 
taxes and transfers as 
a policy instru
ment to help relieve low-end poverty should be noted. 
 This is the subject

of another chapter in this volume and need not be elaborated here. 
At
 
several points in later discussions, however, the key role of taxation
 
will emerge. It is especially relevant in efforts 
to reduce cxtreme
 
wealth and to break the power hold of dominant groups.
 

(iv) The specific economic characteristics that seem to account for
 
the low-end poverty are also explored in another paper. 
Data are not
 
very plentiful, but three such characteristics are 
fairly firmly estob
lished and are of special significance in the set of issues examined
 
below. They may be summarized as follows: 3
 

(a) The poor are engaged in very low productivity activities.
 
In some instances they have no job at 
all, but literal open unemployment
 
is a luxury the poor can rarely afford.
 

(b) The poor have little human capital and are not in a posi
tion to 
accumulate it, either through formal training or job experience.
 

(c) The poor own little physical capital or 
land and, of course,
 
have little capacity to acquire it.
 

Such characteristics follow almost from the definition of poverty,

but they do help to isolate a bit more the nature of the problem. The
 
question of the present chapter may 
now be phrased: 
How do the several
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aspects of trade and industrialization policy affect these three major
 

characteristics of the low-end poor?
 

B. 	 Role of manufacturers
 

This section discusses the role that manufacturing can play in the
 
attack on low-end poverty. Given this role, two variations of a model
 

are presented that provide the basic framework for the analysis of the
 

remaining topics in the chapter.
 

Manufacturing accounts for a modest portion of GOP in most develop

ing countries and offers employment to an even smaller proportion of the
 

labor force. (In modern-sector manufacturing, productivity per worker
 

and wage income are generally much higher than in other sectors of the
 

econom .) Despite its small size, modern-sector manufacturing occupies
 

an important position in the efforts to alleviate low-end poverty.
 

The early versions of the labor-surplus, dual-economy model of develop

ment imply that 
a high rate of growth of the modern sector (dominated
 
by manufacturing) would produce a rate of growth of demand for relatively
 

unskilled labor such that th. employment and poverty problem would be
 

solved in an acceptably shor. period of time. The resolution of the
 

problem would work in two directions. The modern sector itself would
 

absorb increasingly large numbers of workers and thereby reduce the num

bers 	who remained in traditional, low-productivity activities. Reduc

tions in the numbers remaining in traditional activities would result in
 

a rise in the quantity of goods available per capita in that sector and,
 

more 	importantly, facilitate a rationalization of techniques and prac

tices there that would in turn produce an increased rate of growth of
 
productivity. Tie origin, the prime mover, of the process in the model
 

is, however, investment in the modern sector. This location of the
 

prime mover is important in the story as it has a significant impact
 

on the policy followed, and on policy changes to be suggested below.
 

If the level and structure of wage rates do not change over time; if
 

the price of capital remains unchanged; if there is no change in produc

tivity due to technological improvements, to learning, or to increased
 

human capital; if there are constant returns to scale; and if there are
 

no major changes in the composition of output, then output and employ

ment in the modern sector must grow at the same percentage rate. If
 

wage rates (and productivity) in the modern sector are higher than in
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the traditional sector and than in the economy as a whole, the growth of
 
the modern sector in excess of the labor force will result in a shift of
 
labor from lower to higher productivity activities. 
 The more rapid the
 
growth of investment and output in the modern sector, the more rapid
 
will this shift be. In this context then, growth of the manufacturing
 
sector offers a major focus for the alleviation of low-end poverty.
 

This way of thinking contributed to the establishment of a series
 
of policies aimed primarily at generating as 
rapid a rate of growth of
 
capital and output in the modern sector as possible. These policies (to
 
be examined below) did in fact produce the high rate of capital accumu
lation, especially in the period of the early 1950s to the mid-1960s,
 
but the expected corresponding growth of employment did not follow. In
 
the following subsections, a model is established that helps to pinpoint
 
the variables that are relevant in explaining this pattern of development.
 

1. First model variant
 
Consider first a model in which productivity-increasing technical
 

progress embodied in physical capital plays an important role. 5 Figure 1
 
will serve as 
the basis around which to build the discussion and
 
illustrate the arguments. 
 The vertical axis of the diagram measures the
 
average product of labor. The horizontal axis is divided into units of
 
a given capital-labor ratio. 
 To simplify the initial discussion, it is
 
assumed that the same amount of investment (in real terms) is achieved
 
every year, and that this investment creates the same number of new jobs.
 
However, the productivity of the newly created capital and the newly
 
employed labor in year t is (I 
+ a) times that of year t 
- 1. Thus the
 
productivity of both capital and labor are assumed to rise at a constant
 
annual percentage rate equal to a. 
The slope of the line FAB is there
fore equal to a, as the line itself is the locus of points of labor pro
ductivity. These assumptions mern that the source of the higher produc
tivity is incorporated in the newly created capital or the newly hired
 
labor or both, and once incorporated cannot be modified. 
This assumption
 
makes considerably more sense for physical capital than it does for
 
labor but, as is discussed later, has some merit for labor as well.
 

This set of assumptions seems especialfy useful in the context of
 
the industrializing developing countries. 
New forms of physical capital
 
are being made available year after year which for the most part embody
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a technology that existing capital cannot use. Most of the economies of
 

these countries are now adding to capital rather than replacing old capi

tal, so that to a greater degree than in richer countries capital of
 

varying productivity is observed. Similarly new managers and workers
 

entering the labor force may be more productive due to better training,
 

better infrastructure, and more efficient distribution arrangements. It
 

perhaps should be noted that rising productivity of the-already employed
 

labor force due to learning-by-doing cannot be shown on figure 1. What
 

then does this set of assumptions teach us about distribution as indus

trialization gets under way?
 

In figure 1 the newest unit of capital and labor is that marked d.
 

It is this unit that yields the highest labor (and capital) productivity.
 

With a wage rate equal to AE, the least productive capital labor unit
 

that is profitable to use is that identified as e. With capital labor
 

unit e the wage paid absorbs the entire output and no profit at all is
 

realized. The capital to the left of e is so unproductive that, at a
 

wage AE, labor costs would not be covered and profits would be negative.
 

With the most productive capital, d, profits per capita are equal to BC.
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Total employment equals ED, the total wage bill is EACD, total profits
 
ABC, and total output, EABD. 
So profit's share is ABC/EABD. If it is
 
assumed that FAB is a straight line, i.e., productivity growth and the
 
investment rate 
are constant, the profit area is equal to l/2(BC)-AC.
 
Total output is this area plus AE-AC, so profit's share is BC/(BC + 2AE).

It is evident from this expression that if the wage rate were lower, e.g.,
 
HJ, profit's share would necessarily rise, 
as would total employment.
 
Suppose now that total profits accrue 
to a (small) fixed number of the
 
labor force, evidently the per capita income of the wage earners; at
 
the same time income within the entire (employed and unemployed) wage

earning groups becomes more equal with the rise in employment, and total
 
output rises proportionately to HAEJ/ABDE. 
In this context, the lower
ing of the real wage rate added to the quantity of capital stock that it
 
was profitable to operate. 
Such a result could also be achieved by
 
increasing the number of hours per day that the capital stock was utilized.
 

A more important--or at least a more empirically relevant--case is
 
what happens as new capital-labor units are 
formed with still higaer pro
ductivity while wage rates remain at AE. 
 The new unit, m, is more pro
ductive than the d unit, and if wage rates remain constant, profit's
 
share is greater with m than with d, and therefore profit's share of total
 
output must be greater now than was 
the case before m was created. Here
 
again total output rises, and the total output accruing to labor also
 
rises. 
 Therefore, with the added employment (equal to DM), 
income dis
tribution among wage earners becomes still more equal, low-end poverty
 
is reduced, and output available to the nonprofit receivers rises. 
 The
 
increased output is due to the higher productivity of the new capital
labor units and to the added employment. On the other hand, if wage
 
rates rise with the productivity growth, profit's share would remain
 
unchanged as would labor's. 
 In this event, output will rise only by the
 
annual increase in productivity, and the total output accruing to labor
 
will be less than if wages remained constant. 
Of course the employed
 
workers have higher pay, but if it is they who support the unemployed
 
then evidently they too would benefit more 
from constant wage rates
 
than from rising wage rates.
 

Under present assumptions, the profit rate is also rising over time
 
as new units of capital labor are created. 6 
 This process continues (in

the model) until full employment is reached, i.e., 
until all workers in
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the economy are receiving a wage at least equal to AE. After this point,
 
wage rates would (in the model) begin to rise along with productivity,
 

and shares would remain constant. When this point is reached, then the
 

assumption of a given capital labor unit becomes open to question even
 

more than before. Presumably as wages rise, the capital-labor ratio
 

will also begin to rise and possibly incentives may emerge that result
 

in the situation where productivity growth does not affect both inputs
 

equally. More on all of this later.
 

In this argument, enlargement of profit's share is a consequence of
 

the raising of per capita incomes of the labor groups, i.e., it is a
 

consequence of creating employment in those sections of the economy where
 

productivity is higher. (This is not the same thing as arguing that
 

high profits are necessary to produce the saving thait will permit a sat

isfactory rate of capital formation.) It is also evident from figure 1
 

that with a more rapid increase in productivity--a greater slope of
 

FAB--profit's share and the profit rate rise more rapidly, as the rela

tionship between BD and AE govenLs the relative shares. At the same
 

time the higher rate of productivity growth generates investment oppor

tunities and thereby should contribute to a more rapid eastward movement
 

along the horizontal axis. Finally, the diagram shows that technological
 

depreciation penalizes the movement toward effective utilization of labor
 
and the levelling off of relative shares. That is, if physical capital
 

fallq apart, then this fact reduces the rate of increase in profit's
 

share and employment growth and thereby increases the time required to
 

reach the full employment point.
 

This form of the vintage model assumes no substitution between capi

tal and labor after construction of the physical capital. Prior to 
con

struction there is substitutability, but the capital-labor ratio remains
 

unchanged because real wage rates and capital costs are assumed constant
 

and productivity growth is assumed to act on both inputs equally. If
 

some ex post increase in productivity is technically possible, the dia

gram becomes more complicated, but the general argument remains rela

tively the same. If it is assumed that a remains positive and constant
 

and some increase in productivity growth can occur ex post, then FAB
 

itself shifts upward with the same slope. This upward shift in FAB
 

would also contribute to a rising profit's share and a rising profit
 

rate.
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As this happens, the wage rate AE (figure 2) falls below the level
 
of productivity of labor with unit e. 
If there exists unutilized physical
 
capital to the ?.eft 
of e, the producer now has an inducement to bring
 
these machines into use. In figure 2 employment will rise by EH, the wage
 
bill by G'AEH, and total profits by G'A'A. Profit's share of the new out
put (G'B'DH) will also be greater than it was before the upward shift in
 
FAB. In the eveL Lhat there are no unutilized capital units available, 
then evidently this source of increas;ed employment is impossible. If, in 
addition, there is zeto ex post substitution between capital and labor, 
then a rise in wage rates from AE to A'E will not penalize employment
 
growth and will contribute to increasing per capita income of labor.
 
Such a rise in wage rates will also reduce the growth of profit's share
 
and the rise In the profit rate. These consequences may also reduce the
 
rate of eastward mo-ement on the horizontal axis, but this cannot be told
 
without further assumptions.
 

On the other hand, if there is positive ex post substitutability
 
between capital and labor (and no previously idle machines), the increase
 
in labor productivity to A'E with wages remaining at AE will induce an
 
increase in employment relative to capital. 
 In this case employment will
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rise relative to capital until Q/L is equal to AE again. How much increase
 

this t!mounts to depends on the elasticity of substitution. The greater it
 

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

on relative shares depends also on the value of the elasticity of substi

tution. The outcome of this argument cannot be shown on the diagram as it
 

involves a change in the unit of measurement along the horizontal axis.
 

lurther implications of a changing K/L are examined in the following sec

tion. It is, however, clear what the consequences of rising wages are in
 
7
 

this circumstance.
 

To summarize briefly: The modified vintage model described above
 

brings out the impact of productivity growth, wage rates, profits, invest

ment, and output growth on employment, profit's share, and labor's per
 

capita income. It shows that a rising profit's share with constant wage
 

rates is a necessary consequence of increasing employment and increasing
 

the per capita income of labor, empic2 d plus unemployed. If government
 

owns the plants, profits accrue to the government, but that does not mod

ify the argument. Rising wage rates will prevent the share of profits
 

from rising but will then create intra-labor inequality, and penalize em

ployment growth. It is likely that there is more sharing within labor
 

than between labor and profit receivers, but it is not likely that there
 

is enough sharing within labor to justify seeking simply to maaximize labor's
 

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

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

Nor is a trickle-down notion involved here.) Profit's share will continue
 

to rise until "full employment." Profit's share rises faster as does the
 

profit rate, the more rapid is embodied proiuctivity growth, given constant
 

real wages and the longer the physical life of the capital. So too does the
 

rate of growth of employment and income accruing to the labor sector. In
 

the context of the industrialization effort of less developed countries the
 

conclusion would seem to be that rapid rates of growth of productivity,
 

output, and investment with constant real wages in the modern sector
 

will in fact produce a rising proiit's share, but the same process gener

ates the most rapid growth of employment and labor incomes possible with
 

a given rate of capital formation. In particular it is clear that rising
 

real wages, though holding down the growth of profit's share, will penal

ize the growth of employment and labor's income. The only instance where
 

rising wage rates do not penalize employment and labor's income is in the
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case where there is a disembodied increase in productivity and there is
 
zero substitutability between capital and labor. 
In the case where pro

ductivity grows as a consequence of accumulated experience, increased
 
wage rates will add to intra-labor inequality while holding back the
 
growth of profit's share.
 

2. Second model variant
 

The argument is neater if it can be assumed that none of the in
creased productivity is embodied, i.e., 
that it occurs irrespective of
 
the level of investment.

8
 

Suppose that all firms hire labor until the marginal product of
 
labor equals an exogenously given wage rate. Suppose further that capi
tal formation is determined autonomously, and that the following produc

tion function describes the modern manufacturing sector:
 

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

where Y = output,
 

a = the indcx of capital-augmenting productivity growth,
 

b = the index of labor-augmenting productivity growth,
 

L = labor,
 

K = capital, and
 

t = time period.
 

Assume this production function has constant returns 
to scale. Then as is
 
shown in appendix 3, the proportionate rate of growth of the demand for
 

labor is
 

(2) 	 rL = rK + ra _rb + oY
 
Y -
Ia- wL (rb - rw)'
 

dL1
 

where the r's identify proportionate rates of growth, e.g., d and so
 
on, w is the wage rate, and a is the elasticity of substitution. Evidently,
 
employment grows with capital formation and capital-augmenting productivity
 
growth, and falls with labor-augmenting productivity growth. The most
 
interesting component is the last, which tells us 
that labor-augmenting
 

productivity growth, not matched by wage increases, will produce employ
ment growth if the elasticity 	of substitution exceeds zero. If CFY/(Y - wL)
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exceeds one and r is zero, the net effect on employment growth of labor

augmenting productivity growth is positive. A "low' capital share also
 

facilitates employment growth.
 

There are three points in particular to note about (2). First, if
 

ra = rb then employment will grow faster than rK if rb > rw and a > 0.
 

In this event the greater are a and rb (relative to rw), the greater
 

will be rL. If rw is zero, the capital labor will rise only if
 

rb[OY/(Y - wL) - 1] is negative and absolutely larger than ra. This
 

suggests that considerations with respect to rb, ra, and a are relevant
 

in the income distribution problem. It may be noted in passing that in
 

almost all developing countries, capital's share is larger than in the
 

more developed countries. Therefore with a given elasticity of substi

tution and a given difference between rb and rw, employment will expand
 

more rapidly in the latter than in the former countries.
 

Secondly, if rb = 0, then rL > rk if ra > rw [Y/(Y - wL)]. If 

rb = r =0, then rL rK =r a. In either case if rb = 0, employmentw 


will grow more ripidly, the higher is r and the lower is r .
a w
 
Third, the rate of growth of labor's Fhare (vith product prices as

sumed constant) (LS), can be shown to be
9
 

(3) rLS = (a- 1) (rb - rw). 

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

tion exceeds unity. If wage rates were constant, and a > 1, then labor's
 

share will rise over time in this model. Earlier it was shown that em

ployment will grow more rapidly, the greater is rb relative to rw and the
 

greater is a. Now from (3) it is evident that if a exceeds unity, the
 

greater it and rb are, the more rapidly will labor's share rise. With rw
 

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

employment. In this event employment grows more rapidly than output, and
 

observed labor productivity falls. These circumstances would appear to
 

produce the most favorable effect on low-end poverty as well as on the
 

overall size distribution of income. If a > 1, rising wage rates actually
 

rLduce the rate of growth of labor's share by putting a penalty on employ

ment growth. It is also evident that if rw > rb, then a a less than unity
 

will produce a rising labor share, at the expense of a slow growth of
 

employment.10
 

http:employment.10
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C. Role of industrialization policies
 
The models just considered place a heavy role on investment in modern
 

manufacturing activities, but that investment must take place in a manner
 
consistent with the resource endowment of the economy. 
 The investment
 
must "fit" 
the economy if it is to serve the income distribution objectives
 
very effectively. In this section, some aspects of the role that indus
trialization policies seem to have 
on the rate and the form of investment
 
are reviewed. 
 The first subsection considers formal investment incen
tives; the second considers the profit rate and its relationship to the
 
rate and composition of investment.
 

1. Investment and incentives
 
Almost all developing countries have a variety of regulations intended
 

to encourage investment in manufacturing. 
There are a great variety of
 
such regulations, but some common characteristics do obtain, and some
 
general observations appear legitimate. 
 In almost all instances the in
centives are in terms of exemptions from company taxes or 
from customs
 
iuties and include measures 
that may reduce the level of taxable income
 
(at least for a time), e.g., accelerated depreciation and investment
 
allowances. 
The latter are less frequently found and result essentially
 
in deductions of part of 
the cost of investment from taxable income. 
 Out
right grants for investment are very rare. 
The range of variations and
 
modifications within these categories.is great indeed. 
 Tax holidays vary
 
widely in the length ef time that they are applicable, may apply to the
 
entire income or to sotae 
part only, may or may not apply only to pioneering
 
enterprises, may or 
may not apply to a firm's expansion, or to its loca
tion, and so on. Exemptions of customs duties are here and there dependent
 
on available domestic supplies, type of commodity, sometimes apply to raw
 
materials and sometimes not, and on and on. 
 In many instances the advan
tages increase as 
the absolute size of the investmenc increases, and some
 
indeed have a minimum-size investment requirement. in most countries the
 
vast majority of investment projects in terms of number are not affected
 
at all by the incentive system, but in terms of money value of investment
 
the proportion affected is much higher.1 1
 

It is correct to say, as many have, that almost all incentive systems
 
favor the use of capital at the expense of labor. 
 There is little empiri
cal evidence on the extent to which the incentives themselves contribute
 
to the observed rising capital-labor ratios or result in a choice of
 

http:higher.11
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activities that have a higher capital-labor ratio than would have been
 

the case in their absence. Tf c.e believes that these particular incen

tives are necessary to produce the investment, then of course employment
 

growth is greater with them than it would be without them. Again efforts
 

to measure the effect on the rate of investment o incentive systems
 

have not been successful., but qualitative evidence is leading an increas

ing number of economists to conclude that any such effect is miwor. This
 

evidence is largely from reports on interviews with producers and from
 

studies in developed countries of the determinants of investment. Answers
 

to questionnaires on this kind of issue are not completely reliable, but
 

the consistency with which t)' advantages are downgraded appears convincing.
 

The3e questionnaires usually consist of a set of questions about the factors
 

that led to the decision to invest. Tax advantages rarely appeared high
 

on such lists and were frequently not mentioned at all. In particular
 

countries at perticular times, tax incentives may be crucial, but it now
 

seems Efe to conclude that the case should be proved, and where there is
 

no eviacnce to the contrary, the best assumption is that tax advantages
 

have little impact on tle rate of investment.
 

Frow the standpoint of employment growth and allocative decisions, the
 

worst of all worlds is the situation where the rate of investment is not
 

affected, but the choice of techniques and choice of sector are affected
 

in a manner that penalizes employment growth of unskilled workers, dis

courages the use of domestically produced inputs, and discriminates rela

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

in many countries at the present time. There are other consequences more
 

directly related to the distribution of income tha 
+ may be worth discuss

ing in the present context.
 

Any incentive that is built around relief from profit taxes evidently
 

depends on the earning of profits. If profits are not earned early in
 

the life of the firm, or if they are not expected to be earned, then tax
 

forgiveness cannot have any effect on investment decisions. Tax holidays
 

increase the variability in profits relative to that which would obtain
 

in their absence. Thus the rich firms get richer, and the firms that may
 

have a hope if they ce- survive for a few years get no help. Evidently
 

where the extra prof4 ts (profits that wodld otherwise be taxed) are paid
 

out in dividends, the size distribution of income in favor of the higher
 

income groups is enhanced.
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A second aspect of investment incentives relevant to the employment
 
and income distribution follows from the fact that in many countries the
 
incentives apply only to certain types of activities, otherwise additional
 
government authorizations are necessary. 
 For example, imports of capital
 
goods may be exempted from duty, but an import license must be obtained.
 
The retaining of considerable discretionary power requires consideration
 
of criteria for deciding which activities or imports to allow. 
One such
 
criterion that has found favor in a number of countries is whether or not
 
there is "room" for an additional producer. This usually means that the
 
decision-making authority asks itself what would happen to product prices
 
and to the utilization rates of existing capacity if 
new capacity were
 
to become available. (If such consequences appear undesirable from the
 
standpoint of the existing producers, new applications are rejected.)
 
Under this arrangement the new industry is offered not only protection
 
from imports but also protection 
.rom future domestic competition. As is
 
discussed more 
fully below, this kind of protection has especially adverse
 
effects on 
the kinds of productivity and employment growth that help 
re
duce the proportion of tLie labor force left beyond the reach of the
 
modern sector. It is evident that such 
an incentive provides more or
 
less guaranteed profits without any inducements to find and install cost
reduction mxasures. Evidence seems completely lacking on this point,
 
but it may well be that removal of guarantees of protection of this kind
 
would have marked negative effects 
on the rate of investment in some
 
countries, especially in those activities where exporting potential is
 
assumed to be slight.
 

A third point having to do with incentive systems is their cost in
 
terms of government projects foregone because of lacks of funds. 
 It has
 
often been noted that if tax relief has zero effect on the rate of in
vestment, then the producers profit and the government foregoes tax
 
revenues. 
 The amounts involved may not be large but in many cases are
 
large enough to matter, especially if foregone customs receipts are
 
included. Lent estimates that revenue 
foregone (on the assumption that
 
the incentives have no effect on the ilevel of investment) ranges between
 
two and thirteen percent of total government revenues.12 For countries
 
at the upper end of this range, foregone receipts can clearly matter.
 
They matter even more if the government seeks to obtain revenue through
 
other taxes, e.g., 
payroll taxes, that unambiguously penalize employment
 

http:revenues.12
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growth. The consequence of this on the objectives of income distribution
 

and employment depends of course on what each government and industry does
 

with resources available to it. The situation undoubtedly varies from
 

country to country, but in many countries evidence would seem to suggest
 

that government projects could be devised that would contribute more to
 

these objectives than is likely to be the case with untaxed profits. In
 

particular, government expenditures that facilitate the growth of small

scale industry, and still more particularly that facilitate new activities
 

in nonurban areas, are more likely to contribute to these objectives than
 

private expenditures for the same purpose.
 

A final general point is this: The investment-incentive packages
 

almost always refer (in fact or in law or both) to modern enterprises of
 

larger scale. In .iome countries the packages are more often aimed at
 

foreign rather than at domestic investors. This often means that the
 

government officials neglect or actually discourage smaller undertakings
 

and those employing the more traditional methods. This in turn has two
 

general effects on low-end poverty and income distribution. Indigenous
 

activities that fit the economy are rarely helped and are sometimes
 

destroyed by the (unnecessarily) subsidized new firms, and thereby oppor

tunities for income-earning activities that can reach a significant seg

ment of the labor force are lessened. More generally, however, is the
 

fact that the investment climate that is created militates against
 

indigenous activities and the evolution of those kinds of activities that
 

best fit the system. *This notion is at once vague and important. Dis

cussions with industrial policy officials in many parts of the world con

firm this attitude. It is an attitude based partly on an implicit
 

assumption that the only hopeful long-run prospect is rapid growth of
 

large-scale, modern factories. More generally it seems to be based on
 

the notion that policies cannot be designed that will help the truly
 

indigenous enterprises. This latter notion, like export pessimism and
 

variable coefficient pessimism, can only be eroded away, if at all, by
 

success stories.
 

To summarize briefly: Most developing countries have investment
 

incentives that usually involve tax advantages to the investor. Although
 

empirical evidence is slim, several reports of interviews and question

naires indicate that these incentives are not especially important in
 

generating investment. They do have other effects, however, most of
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which dampen employment growth and contribute to increased inequality of
 
earnings among producers and among recipients of firm income. Guaranteed
 
protection from foreign and domestic competition does appear to be impor
tant and has adverse effects on productivity growth. These incentives are
 
generally relevant, and in some cases only applicable, to modern-sector
 
activities of larger scale. 
 As ouch they direct attention and energy
 
away from small-scale indigenous operations that fit the economy better
 
and that are more likely to generate employment for the low-end poor.
 

2. Profit rates
 

In any discussion of income distribution, the rate of return on
 
physical capital in manufacturing enters in a variety of ways. 
 (The
 
return on human capital is discussed in the section on wage rates.) 
 On
 
the one hand, of course, is the presumption that high rates of return on
 
physical capital induce the further accumulation of more capital, and
 
the further presumption that variation in profit rates affects the allo
cation of capital among manufactuiLig sectors. 
 On the other hand, as
 
noted above, profits go (or are assumed to go) to the rich at the
 
expense of the poor, thereby exacerbating the distribution problem. 
More
 
revealing is the effort to distinguish between useful profits and useless
 
profits. Useful profits are 
those profits that induce investment and that
 
measure the social contribution of investment, and the latter are those
 
that result only in income inequality. The point here is 
not just that
 
high profits may be saved or may be consumed but to understand their im
pact on the rate and allocation of investment.
 

The models in section B of this chapter show that if a large part of
 
productivity growth is of the embodied type, then it is expected that
 
profit's share and the profit rate will rise over time if the maximum
 
contribution 
to relieving low-end poverty and to preventing growing
 
intra-labor inequality is to be made. 
 If these high and rising profit
 
rates are legitimate signals and if they induce 
a high rate of investment,
 
then movement toward the elimination of low-end poverty is accelerated.
 
If, however, the high profits 
come from excessive protection, from inap
propriate incentives, from penalizing productivity growth, and so on, 
the
 
result will simply be inequality of income distribution. While data do
 
not permit a very inclusive analysis, there are several general pieces of
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evidence and a couple of case studies that are helpful in understanding
 

the problem.
 

First, all available data show that total value added less the wage
 

bill is a much larger share of value added in a'most all less develGped
 

countries than it is in the richer countries. This suggests that profit
 

rates in developing countries zre relatively higher.
 

Second, there are also a few efforts at a direct estimation of the
 

rate of return. These estimated rates are usually quite high. For
 

example, Bent Hansen and Girgis A. Marzouk 13 estimate a before-tax profit
 

rate of 17 to 13 percent of capital replacement costs for total industry
 

in Egypt for J960. A detailed study of Argentinian profit rates over the
 
14
 

years 1961-67 has been made by A.H. Petrei. His calculations show
 

rates (before taxes) ranging from a low of 10 percent in 1962 to a high
 

of 25 percent in 1965.
 

The effect of high or rising profit rates on income distribution and
 

the alleviation of low-end poverty depends on the extent to which they
 

induce capital formation in an economic environment in which the distor

tions are relatively modest. The models of section B suggest that a
 

rising profit share and profit rate can often be expected if the maximum
 

contribution to the relief of low-end poverty is to be made. But the
 

more rapid is the rate of capital formation, the sooner will a situation
 

be reached in which wage rates can begin to rise without penalizing
 

employment growth.
 

Most observers would probably agree that investment rates in manu

facturing have been reasonably satisfactory over the past fifteen to
 

twenty years. The precarious conclusion just reached that profit rates
 

have been "high" does not necessarily mean that the latter induced the
 

former. At the same time, it seems reasonably safe to argue that the
 

attractive profit rates were a necessary condition for the high invest

ment rates. It has al.so been argued that the various tax-incentive
 

arrangements were rarely very important to the investment decision.
 

What does seem unambiguously important in many instances was protection
 

from imports, and probably (implied or explicit) protection from domestic
 

The distortion created by the tax-incentive arrangements
competition. 


can be removed therefore without penalizing investment. Lewis's analysis
 

of Pakistan in the 1950s suggests that a relatively undifferentiated
 

import policy and high rates of inveotment can co-exist, and the high
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rates of profits can he reduced over time by high rates of capital forma
tion. 
 Studies of recent Brazilian experiences, though much less complete
 
than Lewis on Pakistan. suggest a similar conclusion.15
 

Can then protection schemes be designed that afford the necessary
 
time and encouragement for industrial development without so imposing
 
distortions that the investment generated does little toward absorbing
 
unskilled labor? 
Along with foreign trade policy, two other general
 
categories of policy appear particularly strategic, wage rates and tech
nology. 
These three components of policy--foreign trade, wage rates,
 
and technological development--must be consistent with and contribute to
 
a high rate of capital formation if the manufacturing sector is to play
 
a very strong role in effecting a more acceptable sharing of the rewards
 
of development. 
In addition, ways must be found to generate productive
 
manufacturing activities in essentially rural areas and small towns. 
 The
 
following parts of this paper consider some of the aspects of these
 
several issues. Before that, however, a brief comment is made on the
 
rationale and origin of direct controls and the role of the market.
 

3. Wage rates
 

In the models in section B, a constant wage rate was found to be
 
necessary if the maximum contribution to employment growth and 
to the
 
elimination of low-end poverty were to be achieved from a given rate of
 
investment. 
 Richard Webb considers the general question of wage rates
 
in chapter 6, and it is possible to limit the discussion here to specific
 
issues con ecting wage rates and industrialization policy. There are
 
many sides to any answer to this question, and some sides apply 
to some
 
countries and others to other countries. One point, however, is general
 
enough for special attention. 
The system of protraction and exchange-rate
 
policies generally penalizes all exports. 
 The traditional sectors, where
 
wage rates have not risen or have risen only moderately or foreign demand
 
is quite inelastic, can export to 
the extent necessary to keep the balance
 
of payments afloat (with protection, licenses, and sc 
on). Foreign aid
 
and private capital inflows also help. 
The protection of the domestic
 
manufacturing activity eliminates foreign competition, and traditional
 
exports (with protection, aid, capital inflows) maintain the balance of
 
payments. The new manufacturing sector has then a captive market, and
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nothing happens to penalize the existing activities in this sector as
 

wage rates rise.
 

To dramatize this argument consider an example suggested by John
 
16
 

Power. Suppose that almost all of Philippine industry were located
 

in Manila. And then suppose Manila seceded from the rest of the
 

Philippines. The rest of the Philippines would no longer be forced to
 

buy Manila's high-cost manufactures but could buy from cheaper sources
 

in other parts of the world. The new Manila industry could not con

tinue (in the absence of large capital inflows) its practice of paying
 

high wage rates, since its balance of payments would collapse if it did
 

so. Wage rates and prices would necessarily fall or there would be a
 

devaluation that has the same effect. Evidently then the rising wage
 

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

the marked inequality in wage rates (and presumably income) between the
 

manufacturing enclave and the rest of the economy. Evident also is the
 

fact that new manufacturers in city states such as Hong Kong and Singapore
 

cannot indulge themselves with high wage rates as the cities have no
 

captive markets and no traditional sector to maintain their balance of
 
17
payments. 


In this argument, emphasis is placed on the protection of the manu

facturing sector from foreign competition. Modern-sector activities gain
 

at the expense of the traditional activities, as the latter support the
 

balance of payments and are forced to buy the high-cost domestically
 

produced manufactures. It may also be noted that income distribution
 

could shift in favor of the workers and owners of the newly created manu

facturing activities with very strong balance of payments pressure and
 

even stronger upward pressure on manufacturing wage rates. In this event,
 

the nonmodern sectors are penalized (as modern sector wages rise) because
 

of balance of payments pressures. Something like this may happen in most

18 

developed countries. In this case, wage (and other) income in some
 

sectors is forced down by happenings on the balance of payments froat,
 

made necessary by the (autonomously, e.g., union-induced) rising wage
 

rates in manufacturing. For the developing economies, to which the argu

ment applies, the milieu in which modern-sector wages rise is less de

finable, less able to be pinpointed than strong labor union pressures.
 

And the role of protection from foreign and domestic competition is
 

crucial.
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The extent of the applicability of the above arguments varies from
 
country to country. In some countries, e.g., the Central American coun

tries (possibly), the observed rate of increase in wage rates is probably
 
due to more conventional supply and demand matters. 
More complete country
 

studies are necessary, of course, but 
there seems ample reason to believe
 
that the kind of argument sketched here is applicable to a substantial
 

number of countries.
 

This argument suggests that the protection system is a significant
 
source of intra-labor inequality. This same system also helps to keep
 

any excess supply of labor from impeding the upward push of wage rates.
 

In this case 
therefore it is not only profits that are protected, it is
 

the workers employed in the modern industrial sectors as well. The
 
strategic policy instrument in this situation appears 
to be the exchange
 

rate, to be discussed in 
the next section.
 

It seems clear enough that the same set of industrialization policies
 

that have produced distortions and bottlenecks as well as "excess"
 
profits have also produced--or at least, allowed--rising wage rates. 
 A
 

case can be made that, in some instances, such wage increases are nec
essary to induce the acquisition of a necessary skill or as 
the outcome of
 

a bargaining exercise following a productivity-increasing experience.
 

These instances appear relatively rare, and there is 
a general presumption
 
that rising wage rates are unnecessary and penalize the employment and
 
income distribution objectives. It is a particularly relevant part of
 

the present argument--and hence worth repeating--that the industrialization
 

policies that have been so frequently condemned for creating unnecessarily
 

high profits have also created high and rising wage rates, thereby exacer

bating the distribution problem. 
The firmness and severity of this conclu
sion depends in part on the extent of substitutability between labor and
 
other inputs as modified by capital's share. (See equation (2) in section
 
B of this chapter.) Even so, however, the conclusion appears defensible
 

in light of the empirical evidence on the extent of that substitutability.
 

D. Nature and sources of productivity growth
 

In the models of section B, productivity growth entered in a crucial
 
way in the explanation of both employment growth (and the consequent re

duction of low-end poverty) and the functional and size distribution of
 
income. The task of section D is 
to examine the nature and sources of
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productivity growth in some further detail. The first subsection ccv

siders a number of general points associated with this issue and then
 

develops a rathet specific model of productivity growth. The second
 

subsection considers what kind of policies and economic environment
 

facilitate the appropriate kind of productivity growth.
 

1. Role of technology
 

There are assumptions that will result in the domination by tech

nology of the entire process. If one assumes that the production coef

ficients are fixed by engineering considerations, that the composition
 

of output is also given, arLd that there is no productivity growth, then
 

the growth rate of employment is set by the growth rate of capital for

mation. The wage rate is determined by institutional factors of a
 

social and political nature, but has no effect on the choice of tech

nique used or on the choice of product to be produced. In terms of
 

equation (2) of section B, all of Lhis adds up to assuming
 

ra = rb = a = 0. The picture can be further darkened and the role of
 

policy further downgraded by assuming that engineering considerations
 

produce over time an rb in excess of zero while leaving ra about zero.
 

This alone would explain the observed excess of output and capital
 

growth over employment growth. More discouragement can be generated,
 

however, by assuming that changes in the composition of demand result
 

in demand for products that "require" increasing capital-intensity (both
 

physical and human) in their production. This assumption coo adds to
 

the-probability that employment will lag behind capital formation and
 

output growth, and that a privileged (and small) group uf workers aLid
 

owners is an inevitable part of the development of an industrial complex.
 

The income distribution problem is worsened by the fact that the tech

nology used often imposes heavy demands not only for physical capital
 

but for human capital as well. The requirement for high skills on the
 

part of labor adds to the cost of creating the productive unit and
 

increases intra-labor inequality because the skilled workers must be
 

paid at least enough to induce the acquisition of a skill.
 

The technology that produces these results is imported from the
 

rich countries and is modified only slightly, if at all, in the course
 

of its use in the developing countries. Productivity per worker is
 

high and rising, but employment growth is low. The policy implication
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of this way of thinking is unambiguous: Do everything possible to achieve
 
a rapid rate of capital formation. " verything ponsible" includes heavy
 
subsidies to capital formation becau 
 such subsidies cannot penalize
 
employment growth or 
labor's share because both of these are determined
 
by technological and institutional factors that are not affected by the
 
subsidies that favor the use and accumulation of capital.
 

The preceding summary of an argument underlies many of the approaches
 
to development found around the world and, as noted earlier, is 
a major
 
part of the racionale justifying the development strategy pursued. 
 It is
 
not a nonsense strategy and, 
if population growth in developing countries
 
since 1950 had been one percent rather than about three, it might have
 
worked. However, to achieve a capital-labor ratio in the developing
 
countries equal to 
that in Western Europe or Japan at the same time that
 
the labor force is growing at a rate of three percent imposes what is
 

surely an impossible task.
 

A more important reason why the above described strategy has 
accen
tuated the distribution and low-end poverty problem is simply that its
 
basic assumptions 
now appear quite inappropriate. As producing units
 
responded to the incentives and to 
the investment environment there
 
emerged the rising capital-labor ratios, a constant or ouLy slightly
 
falling proportion of low-end poor, and 
the appearance of bottlenecks
 

that brought the growth process to a slowdown or halt. Thus, it seems
 
that policy measures do affect what is done and how it 
is done and that
 
technology need not be, in all instances, so 
dominant.
 

2. An approach to the creation of an appropriate indigenous
 

technology
 

How can a strategy be devised by which a process of technological
 

change can emerge that makes increasing use of the most abundant re
sources? 
 First, one must understand the process by which technological
 

innovation takes place. 
Consider an example. A new plant is built by
 
foreign or domestic entrepreneurs which incorporates a fairly modern
 
technique. It will probably not incorporate the most modern technique,
 
especially if it is a foreign-ownea firm. Foreign-owned firms tend to
 
install a technique from which all bugs have been removed. 
 This is
 
done to reduce the probability of breakdowns, the need for an inventory
 
of spare parts, and the necessity of keeping or bringing into the country
 
highly skilled repair people. 
The choice of initial technique or process
 



103
 

in terms of labor-intensity or capital-intensity is not as crucial as
 

other matters to be described below. Evidently the more labor used in
 

this initial version the better, but the choice of the initial technique
 

from the "shelf" of techniques is not the crucial issue. Th, planc
 

operates and the workers and managers gain experience. They learn more
 

about what the supply problems and possibilities are, about alternative
 

sources of inputs, about marketing opportunities. As a consequence of
 

this learning process, adjustments are made. It becomes crucial,
 

therefore, for the economic environment to be such as to lead this
 

learning process into channels that exploit the economy to the greatest
 

ectent. Industrialization strategy has great relevance in making clear
 

what in fact it is that the economy has to offer.
 

An illustration or two may help. At the outset of operations the
 

new plant uses an imported input. This it does partly because a foreign
 

source has supplied thii particular input to other producers around the
 

world, and partly because of unfamiliarity on the part of management with
 

possible alternative domestic sources of supply. If the exchange rate
 

undervalues foreign currency and if import policies permit the item to be
 

imported easily, there is little inducement to look toward internal sources.
 

On the other hand, suppose the undervaluation of foreign currency is elimi

nated, and the imported input becomes very costly. The firm then is
 

pressed to find a domestically available replacement. It may do this by
 

search by its own p2ople or it may do so by asking specific help from a
 

research organization. The latter has apparently happened with Korean
 

manufacturers and the Korean Institute of Scientific Development.
 

A second example is more general. Some recent studies have shown
 

that producers mi-y use a technique that is less appr.opriate than the pre

vailing technology and factor prices would allow. In other words, even
 

granted that factor price distortions exist, observed techniques are still
 

less suitable than would obtain if these prices were dominant in the choice
 
19
 

of technique. Two explanations are suggested to account for this. One
 

is that engineers are more potent in deciding what is done than economic
 

advisors or business executives. Engineers, it is assumed, are more
 

interested in using machines than in using labor. The second is that
 

managers and foremen accept at the outset the decisions made by engineers
 

but then adapt and adjust as they learn more about the economic environ

ment in which they operate. The policy objective then is to create
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inducements to move from a situation in which the employed factor combi
nations are inappropriate to the employment and income distribution objec
tives 
(either because engineers dominate or because an examination of
 
alterniative techniques is 
not feasible) to one where the combination used
 
is 
more appropriate to these ends (as alternative techniques are examined
 
and managers learn how to 
exploit the advantages 
the economy offers).
 
The literature often distinguishes between ex ante and ex post substituta
bility of factors, and the former is assumed to be greater than the
 
latter, i.e., 
that initially construction or purchase options exist, but
 
afterward few changes 
can be made in response to changing conditions.
 
Such arguments always 
assume that the initial choice is the optimum for
 
prevailing factor and product prices. 
 The argument here is that ex post
 
substitutability is greater (or that it rises over time) as managers learn
 
and as new techniques are sought out. 
 The common practice of requiring by

edict that a firm use an increasing number of domestically produced inputs
 
is an attempt to achieve a similar end. 
 Such edicts, however, do more to
 
penalize productivity growth than to enhance it and, more importantly, tend
 
to reduce search for and efforts 
to create more flexibility. When the
 
pricing signals are right it 
can be expected that the productivity increases
 
that occur after plant and equipment are initially installed will be those
 
which facilitate the use of the most abundant resources of the economy.
 
Howard Pack, for example, observed in Kenya instances where a simple change
 
in the position of two processes within a plant increased output. 20 
 Per
haps the most obvious kind of change that facilitates the increased use of
 
labor is that which results in the utilization of physical capital a larger
 
and larger proportion of the time. 21 
 Moving to arrangements that 
are more
 
consistent with factor endowments aids productivity in other ways. 
Evi
dence on some Latin American countries during World War II indicates that
 
when these countries were forced back on their own resources, because no
 
imports were possible, they were remarkably effective in finding ways to
 
use their own resources. 
In this process, productivity (ra and rb) 
grew
 
more rapidly than it did later when these countries began their big push
 
toward industrialization through import substitution.22
 

Emphasis is placed in this argument on 
the role of managers and
 
foremen, and on the existence of inducements and signals and information
 
that push the managers and foremen to adjust in the "right" direction.
 
As noted above, most evidence is consistent with the assumption that
 

http:output.20
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workers' skills are so rarely a bottleneck that, except in specific
 

instances, they can be ignored. The "supply" problem i:hen is managers
 

and foremen, and one important reason why the evidence often indicates
 

that foreign-owned and -run firms use more labor-intensive techniques
 

than locally owned ones is that the former have better managers than
 

the latter.
 

The question of direct relevance to this paper that emerges, however,
 

is what the impact of industrialization strategies is on this mechanism.
 

A general statement is virtually self-evident: Any policy that protects
 

or results in the creation of misinformation impedes this substituting,
 

productivity-increasing process. For example, the correction of the under

valuation of foreign currency can set in motion a search process to find
 

domestic sources of supply of certain inputs. Investment incentives that
 

reward on the basis of employment per dollar of investment could have a
 

similar effect. There are few examples of investment incentives built
 

around employment, and even fewer that are based on investment-employment
 

ratios. Policies that point out, that bring into unmistakable relief, the
 

direction in which the technology (and other) search efforts should move,
 

appear necessary in most developing countries. This would seem to indi

cate that the principal policy approach is chat of creating a set of
 

inducements to search and incentives to reward the successful search.
 

There is one important additional consideration that has to do with
 

small, indigenous industries. These industries, almost by definition,
 

fit the economy much better than do most modern-sector manufactures.
 
23
 

These small-scale industries have many analogies 
in agriculture.


There are many units, geographically dispersed, operating ir a variety of
 

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

ally unable to provide their own technical needs. A case can be made
 

therefore for more centralized research and extension services along the
 

lines of agricultural research and diffusion. Of course, agriculture
 

research has had its problems but also some considerable successes. Much
 

work has been done on helping small industries, but it is not easy to
 

find specific formulas that have helped much. This subject is returned
 

to in section F.
 

To summarize: Technical choices enter directly and significantly into
 

the determination of the rate of reduction in low-end poverty and in the
 

reduction of inequality in the size distribution of income. The nearly
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exclusive reliance on imported technology (in collaborAtion with the in
vestment incentives described earlier) has tended 
to defeat the contribu
tions that appropriatc technology could make to these objectives. 
In
 
terms of the models of section B, such reliance has produced low elas
ticities of substitution, high rates of growth of rb 
(labor-augmenting)
 
relative to (capital-augmenting), some relative increase in high skill


ra 


requirements, and upward pressure on wage rates. 
 All of these effects,
 
as shown in section B, handicap efforts to increase employment growth and
 
develop an industrial sector suitable--that fits--the resources of the
 

community.
 

Efforts to meet this problem by establishing a variety of formal
 
research institutions have not been very effective. 
Arguments have been
 
suggested to the effect that an approach that relies more heavily on indi
vidual firm search activity, search for new processes, techniques, and
 
products, puts more of the burden on managers and foremen than on engi
neers and scientists, and the former group has a much closer working
 
knowledge of the firr's needs than does the latter. 
 It also puts a burden
 
on the policy maker to see that incentives and other rewards are such as
 
to 
force this search into directions consistent with the achievement of
 
the objectives. 
This approach may be less effective for the small,
 
indigenous manufacturers who also play a strategic role in the argument,
 

and this question is considered in section F.
 

E. Trade policy issues
 

Foreign trade is perhaps the most fertile area of policy for affecting
 
industrialization. 
Almost :.i.countries have in one way or another used
 
trade policy to try to step up their industrialization efforts. Such
 
policies have had effects on wage rates and technology which, as has been
 
seen, act directly on the income distribution and employment activities.
 
Trade policy also affects the quantity supplied and the price of consump
tion commodities, and in that way too affects income distribution. This
 
section begins with a brief discussion of the general question of outward
and inward-looking strategies, and then proceeds to examine a range of
 

more specific issues of trade policy.
 

Although much attention has been given to the role of trade policies,
 
it should be noted at once 
that trade policies may be a consequence of
 
other decisions, rather than the initiating force. 
 Thus a development
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corporation or ministry of industry may decide to build a particular kind
 

of factory, and then trade policy is arranged to accommodate that decision.
 

This is one reason why changing and designing trade policy is so difficult.
 

In many instances efforts to change trade policy must include references
 

to investment decisions by the government and the private sector.
 

1. Inward- and outward-looking policies
 

The many critical examinations of the import-substitution strategy
 

of development in the 1960s produced the widespread opinion that the opening
 

up of the economies was essential if the problems of employment and income
 

distribution were not to worsen, and if distortions were not to become so
 

severe that sustained growth would be impossible. The general policy ob

jective advocated was that of trade liberalization, more or less equaliza

tion of tarift rates, elimination of discriminatory exchange rates as well
 

as the employment of more realistic exchange rates, and possibly the
 

introduction of specific export and employment incentives. Studies show
 

that effective protection often results in the lowest income groups
 

(peasant farmers) paying more for many of their consumption items and
 

receiving less for their output. That plus empirical estimates of such
 

protection added to the urgency of change that many expressed. At best,
 

it was argued by a few that import substitution was a necessary phase
 

for a couILtry before it made economic sense for movement toward a more
 

outward-looking strategy. Even this final defense did not last long and
 

has been pretty thoroughly demolished.
 

Recently, however, a backlash has set in, not so much in support of
 

the import-substitution strategy itself as in support of encouraging
 

trade among developing countries and strongly discouraging it between
 

developed and less developed countries. The central theme of the argu

ment is that openness and outward-looking strategies reduce the incen

tives and capacity to develop indigenous processes and products suitable
 

for the low-income, labor-plentiful economy. Thus, economic contact
 

with the rich countries is self-defeating. It necessarily results in the
 

reproduction of rich country techniques of production and in rich country
 

products in an economic environment in which their use is possible, if at
 

all, only in a small enclave. By isolating an economy--or at least mini

mizing the contact it has with rich countries--techniques, processes, and
 

products that are consistent with its environment are much more likely to
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emerge. 
The idea is not to protect infant industry, provide learning time,
 
or create investment incentives. 
Rather the idea is to protect the society
 
itself from a contact that necessarily leads to wants, practices, and to
 
products that are not appropriate. By development in virtual isolation,
 
employment and income distribution problems are solved because the develop
ment fits the economy so well. China is frequently cited as an example of
 
success with this kind of 
an approach, just as 
Taiwan is usually cited as
 
an example of a successful outward-looking strategy. 24
 

Those who thus attack opennes. and liberalization seek the same objec
tive as 
those whose position is being attacked. The latter have emplia
sized the role of price distortions, misleading signals, indiscriminate
 
adoption of rich country technologies in the emergence of 
an industrial
 
structure t at exacerbates, rather than resolves, the distribution problem.
 
To correct this, they suggest opening the system to competitive pressure,
 
rewoving sources of distortions, providing accurate price signals, and
 
bringing the entrepreneurs into contact with new ideas. 
 Supporters of
 
the alternate strategy say that the same result can be reached only by
 
internalizing effort. 
 The advocates of the inward-looking approach have
 
not spelled out a mechanism or process by which their result is to be
 
achieved; and until this is done, appraisal will be difficult. Study of
 
China's recent development may bring out what this process is.25 
 Clearly
 
mere isolation is not enough. 
There must be something more, and what
 
this "something" more is can be crucial. 
 It also seems probable that a
 
large country is better able to proceed in this way than a small country.
 
Mhe argument, therefore, is interesting, but not because it reveals new
 
mechanisms or processes of development, nor because it suggests a new idea,
 
since autarchy is as old as economics. Rather it is interesting because it
 
reveals another way of saying what is surely valid and important and has
 
been emphasized before, namely, that a pattern of economic development
 
that fits the society is more likely to succeed than one that does not.
 

2. Protection
 

There is much reason to believe that the major source of the distort
ion that produces low employment growth and continuing Luequality in
 
income distribution is the very high and uneven level .)f protection that
 
characterizes so many countries. 
 The major problems are not with protec
tion as such but rather with its level, permanence, and unevenness. The
 

http:strategy.24
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type of protection that has been emphasized most frequently has been a
 

low duty on capital goods (plus the usual ease of getting an import
 

license on capital goods). This means not only that capital-intensity
 

is encouraged but that domestic production of capital goods is discour

aged, and that of previously imported consumer goods is encouraged.
 

This kind of protection dampens employment growth in a rather
 

obvious way. More importantly, the imported consumer goods were gener

ally products consumed only by the rich. Thus a productive capacity is
 

encouraged whose use requires--as noted above--inequality of income.
 

This process has created a small group of industrialists and workers in
 

many countries whose private productivity is very much higher than the
 

average productivity of the society. In this way, then, the protection
 

of the manufacture of consumer goods aggravates and requires inequality.
 

It is also evident that this chain would, or at least could, be broken
 

if the goods produced could be exported. But the very nature of pro

tection makes exporting difficult.
 

Protection affects distribution in another, sharper way. In most
 

developing countries manufactured goods have been imported and agricul

tural products exported. Keeping out low-cost foreign manufactures
 

means 
that farmers must then buy from the high .ost domestic producers.
 

The penalty for this can be severe. S.R. Lewis' data show that for
 

Pakistan over most of the 1950s, farmers received less than one-half of
 

the value that their produce would have brought at world prices, and in
 

some years it was less than one-third.
2 6 Pakistan's tariff has been
 

studied most completely, but a similar result applies to many other
 

an
countries. The basic rationale of such a policy is, of course, 


infant industry argument. If productivity in the new industries rises
 

rapidly enough and if prices follow productivity, then the original
 

shift in.income distribution can be reveresed. 
The costs of a number
 

of new manufactured goods in Pakistan did fall significantly during the
 

1950s.27 The great questions then are the productivity growth question,
 

already considered, and the pricing question. If productivity rises and
 

prices do not fall, then the income distribution effect is more severe
 

and continues longer. A protective policy that continues more or less
 

indefinitely, therefore, creates an indefinitely long change in the
 

domestic terms of trade. Protection from foreign and domestic competi

tors tends, almost inevitably, to have this effect.
 

http:1950s.27
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In many countries studies show that domestic prices often exceed the
 
imported c.i.f. price plus the tariff. 
This kind of evidence is pretty
 
convincing about the existence of monopoly profits. 
 And again one con
cludes that the protection system is not just providing a time for learning
 
but really a time for reaping unnecessary profits at the expense of the
 
agricultural consumer. Agricultural products are the principal wage good
 
of the manufacturing worker, and the earlier labor-surplus models empha
sized the importance of keeping food prices low to avoid the upward push
 
of urban wage rates. 
 This, however, is a different situation from that in
 
which the agricultural sector pays not only the necessary cost of the
 
beginnings of the industrialization effort but also is forced to continue
 

pay monopoly (i.e., unnecessary) profits to
to 
the industrialists and
 

their workers.
 

Efforts 
to define and measure effective protection showed that rele
vant tariffs were 
in fact usually much higher than nominal tariffs would
 
indicate. 
The penalty on those who must buy domestically produced items
 
rather than imported ones may be very great. 
While reliable estimates
 
have been made in only a few countries, the presumption is strong that the
 
penalties have been great. 
 More important is 
the fact that the penalty,
 
once created, seems 
to decline only in isolated instances.
 

The failure of the domestic price to fall is, 
as just noted, partly a
 
matter of technology and partly 
a matter of price. The failure of prices
 
to fall with productivity can be 
the result of a number of things, of
 
course, but the 
two most important are the behaviors of wage rates and
 
quasi-rents, discussed in section C.
 

The problem is further complicated because tariffs (along with exchange
 
rates) rarely limit imports enough to protect the balance of payments.
 
There must then be other controls to hurdle before importing is possible.
 
In a number of instances 
the tariff may in fact be relatively unimportant
 
in determining what is imported and who imports it. 
 Where actual imports
 
depend heavily on specific decisions of a government official, the effects
 
of the tariff level and structure are difficult to pin down. As already
 
noted, however, there is little evidence that licenses and other specific
 
import controls do much to counteract the direction in which the tariffs
 
work. 
In those cases where imports of inputs are essential if existing
 
capacity is 
to be utilized, the non-tariff system of rationing imports can
 
be an important element in preventing monopoly rents from being "competed"
 
away. 
 This has surely happened in many developing countries over the
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1960s. Also there appears considerable evidence that direct control sys

tems almost invariably favor the large, established firm. This favoring
 

is due in part to the requirements for preparation of documentation and
 

for negctiation with government officials. Small firms (and especially
 

new ones) find these activities difficult. Government officials seem to
 

find it easier and safer to deal with an established produce. This
 

effect is strengthened if, as is often th' case, retail importers of capi

tal goods are less favored than direct users. Small manufacturers who use
 

the retail importer are, therefore, handicapped. These two situations,
 

(i) allowing monopoly rents and monopoly wage rates to come into existence
 

and to continue indefinitely and (ii) the relative penalty against small
 

and new firms, are perhaps the major ones in the effect of non-tariff
 

trade controls on manufacturing employment and income distribution in
 

developing countries.
 

There is one important qualification to all of this insofar as it:
 

bears on the income distribution issue. Consider as an extreme example
 

that only the already rich have been importing consumer gouds. Suppose
 

further that these same goods are now heavily protected and that, as high

cost domestic production comes into being, the rich continue to buy. If
 

the poor had not previously been buying the cheap imports, they are not
 

now penalized by the protection. Suppose again that as a consequence of
 

the protection, domestic entrepreneirs are induced into action and learn
 

by experience. In this case, it is the rich who are paying for the entre

preneurial learning. If this learning results in increased productivity,
 

falling relative prices, and more effective use of domestic resources,
 

then the distribution effect can be toward greater equality, and the rich
 

have paid for it. This pure case is hardly realistic, but it is not
 

completely unrealistic in many instances. The fact that manufacturing
 

prices rise relative to agricultural prices is not sufficient evidence
 

that the poor peasants are paying for the industrializatign; though, of
 

course, it is a necessary condition for that result. This example
 

brings out once again the crucial role of learning, productivity growth,
 

and the elimination of monopoly rents. That these should all be accom

plished is, in fact, more important than the initial situation created
 

The extent to which response to inequalities
by the protection system. 


occurs 
is central as well as is the question of who pays the cost of
 

learning. Little research has been done in these areas.
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3. Exchange rates
 
Part of the industrialization package usually includes an exchange
 

rate that u.ervalues foreign exchange. 
There are two questions that
 
bear on income distribution: 
 one has to 
do with what the appropriate
 
exchange rate is in the context of an industrialization program and the
 
other with what impact changes in the exchange rate have on many of the
 
variables that act on income distribution.
 

What is the appropriate exchange rate? 
 To say that an exchange rate
 
undervalues foreign exchange usually means that, with existing tariff
 
rates and other impediments 
to trade, the prevailing exchange rate does
 
not protect the balance of payments. Consequently, as just discussed,
 
some kind of licensing or other rationing device is often necessary. Sup
pose, however, that the exchange rate does in fact maintain an acceptable
 
balance of payments position, would this then be the "right" rate 
from
 
the standpoint of an industrialization strategy that seeks to make the
 
greatest contribution to employment growth and reduced inequality?
 

Of course, with tariffs 
or other impediments to imports, the exchange
 
rate that maintains the balance of payments values foreign currency below
 
that value that would prevail with free trade. 
 It is in this sense that
 
any form of protection necessarily penalizes exports. 
 But most develop
ing countries have significant inflows of foreign capital and aid that
 
further bolster the balance of payments. Also many countries have a small
 
number of raw material or mineral export items that have few linkages with
 
the rest of the economy but 
that do produce fcreign exchange. All of
 
these factors strengthen the balance of payments and hence permit a still
 
lower valuation of foreign exchange. 
This means that an exchange rate
 
policy in the context of development (with tariff protection, aid and
 
other capital inflows, and export enclaves) that seeks simply to maintain
 
a stable balance of payments bill also be one that makes it very difficult
 
for new manufactures to enter export markets. 28
 

Devaluation, however, in this context could well reduce foreign ex
change earnings, even if manufactured exports shoot up, if foreign demand
 
for the major foreign exchange earners 
is quite in'lastic. A subsidy to
 
manufactured exports with no devaluation or a devaluation and a tax on the
 
major traditional exports would overcome the impediment to the exportation
 
of new manufactures without reduction in foreign exchange earnings. 
 Subsi
dies are difficult to administer, cnd the devaluation makes mcre profitable
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the use of domestically produced raw materials and other inputs, i.e., pro

vides further inducement to replace other than consumer good imports. In
 

either case foreign exchange earnings should tend to rise, and this in turn
 

should permit a stepped-up rate of investment. In this case the higher
 

xalue of foreign exchange represents a more accurate picture of the resource
 

endowment of the economy and leads to more satisfactory allocation of
 

resources. In more extreme language, one might say that the source of the
 

increased growth and employment following devaluation is not more foreign
 

exchange as such but rather an allocation of resources that makes more
 

effective use of domestically available resources.
 

After
To illustrate this last point, consider the following argument. 


a new manufacturing activity is created, a rapid increase in productivity
 

is expected, indeed it is sought.
2 9 This increased productivity occurs as
 

the activity expands its output rapidly to supply the domestic market.
 

When it has more or less usurped all of the domestic market, its growth
 

rate must fall as further increases in demand now depend primarily on the
 

growth rate of total income. This slowdown in the grovth of demand at the
 

same time that productivity rises (at given capital-labor ratios) will
 

mean that employment growth must fall or even that the absolute level of
 

On the other hand, if the activity can begin to
employment must decline. 


limited, and the advantageous effect
export, its rate of growth is not so 


of productivity growth on employment, previously outlined, can obtain.
 

Furthermore, the capacity to export avoids the kind of premature widening
 

of the industrial sector that has characterized so many countries and
 

that represents the use of resources in increasingly less suitable
 

activities.
 

This discussion of exchange-rate policy is built around the assump

tion that to export manufactured goods is of great importance, and that
 

the exchange-rate policy is an essential part of any export strategy.
 

The principal reason for exporting is that described In the previous
 

paragraph. There are others. Exports must in general meet world compe

tition and in that respect producers are pushed toward the search and
 

adaptation process described above. Exports, of course, can be pushed
 

by policies that in effect protect them from world competition, but this
 
30
 

is much less common.
 

An exchange rate favorable to the export of manufactured goods is
 

also helpful in inducing producers to think in terms of exporting and to
 

http:sought.29
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search for export markets. 
 In many ways an extra favorable exchange rate
 
is necessary in the same way that an incentive system that rewards vapid
 
rates of growth of employment is necessary. 
 It tends to emphasize, to
 
call attention to the advantages of, exporting. 
The impossibility of
 
exporting is referred to frequently (just as is the necessity for growing
 
capital-intensity), and a favorable exchange rate 
is often necessary to
 
overcome this attitude. This argument is 
an argument for exporting, not
 
for dismantling direct controls. 
 Evidence from the Republic of Korea,
 
Brazil, Colombia, and Taiwan suggests that exchange-rate manipulation
 
can be instrumental in inducing exports. 
 Carlos Diaz-Alejandro suggests
 
that a least-risk approach is 
to get exports growing rapidly, then initiate
 
the liberalization efforts. 3 1 
 The exact implication of this point is 
not
 
clear, but it does suggest that an export-oriented policy breaks--or pre
vents from appearing--bottlenecks 
that so penalize many import-substituting
 
economies. 
 It is doubtful that the export orientation does this merely
 
by making more 
foreign exchange available than otherwise would be the case.
 
If this were 
the case, then one would expect that foreign aid, private
 
capital inflows, large autonomous exports of minerals 
or raw materials
 
would have an impact similar to that of increased exports. 
 This is
 
decidedly not the case. 
 The mechanism then appears 
to be that export
 
inducement policies (just as 
employment inducement measures) result in a
 
structure of industrial activity that "fits" 
the economy better, and it
 
is 
this better fit that prevents the bottlenecks and allows a more suo
tained growth. The very fact 
that bottlenecks stop the economy less
 
frequently implies that 
the growth process is one that takes 
more effec
tive advantage of the country's endowment.
 

This discussion of exchange 
rates puts into clearer relief a central
 
point of the underlying theme of this chapter and 
(what is believed to be)
 
a significant difference between current and earlier thinking about
 
development policy. The argument here gives prime place 
to the creation
 
of an environment in which inducements and incentives exist to 
make maxi
mum use of available resources in 
the solution of all micro problems.
 
Were 
this done then the aggregate problems would be solved more simply
 
and easily. The alternative arguments seem to be that if it is possible
 
to achieve high rates of growth of key aggregates (especially capital for
mation), then the micro problems would be swamped. Experience has surely
 
shown this 
to be false. Joan Robinson is reported to have said that
 

http:efforts.31
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32 
growth is the result of rational policy, not its objective. When it is
 

said that it is not that "more foreign exchange is earned" as a consequence
 

of devaluation that is most relevant but rather the establishment of a 

better-fitting manufacturing sector, then a notion similar to that of
 

Professor Robinson's is implied.
 

An extra favorable exchange rate may also mean an extra high price
 

for consumer goods imports, some of which may be consumed by the very
 

poor, e.g., certain basic food stuffs such as rice and wheat. In this
 

event a devaluation to encourage manufactured exports will penalize the
 

poor and help the rich. "here these consumer goods are few In number,
 

subsidies are a reasonable means of meeting this problem. The more
 

important point, however, is that if a devaluation induces the kind of
 

adjustment described above, the cost may be rapidly reduced by increased
 

employrent. This is not to say, of course, that the poor should bear
 

,
the burden. It is to argue, as b. --- that a measure that rationalizes
'
 

the industrial growth can contrib in the manner described above, to
 

an effective reduction in low-end poverty. To put the point a bit dif

ferently: If devaluation is necessary in order to produce a good "fit,"
 

then not to devalue in order to keep certain consumer prices low is to
 

choose to live with the source of the problem rather than to attack
 

that source. It may also be noted that just as a tariff policy can be
 

thwarted by licenses or other direct controls, so too can the effect of
 

devaluation. This fact qualifies Diaz-Alejandro's point, noted above,
 

that liberalization may (and possibly should) come after devaluation and
 

stepped-up export growth. This argument presumes that the effects of
 

devaluation not be countered by other measures. Indeed one of the more
 

important aspects of liberalization as such is that it does clear the
 

deck for the indirect measures, such as exchange rate adjustment, to
 

work themselves out.
 

To summarize, industrial activity needs protection, needs learning
 

time. It is industrial activity that needs learning time, not simply
 

domestic activity. But it is not protection from incentives and induce

ments to search for increased productivity and increased use of domestic
 

resources that are requirced. Indeed the central problem of protection
 

is how to protect from that foreign (and domestic) competition that
 

destroys local industry without protecting from the pressures that induce
 

entrepreneurs to seek increasingly effective utilization of domestic
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resources. 
 It has been argued above that tariff policy as such, plus the
 
direct controls that further limit imports, plus the exchange rate policy
 
that often undervalues foreign exchange, creates an economic environment
 
in which there is not only protection from destruction but also from the
 
pressures 
to reduce costs, to seek out export markets, and to learn.
 

There are se'eral implications of this for the employment and income
 
distribution issue. It has helped produce permanent monopoly rents, to
 
dampen pruductivity growth, to discourage the use of domestic resources,
 
to encourage overinvoicing (and underinvoicing), to produce bottlenecks
 
that stop or slow down the system, and to produce an enclave of alien
 
economic activity. How important quaititatively these matters are is 
not
 
known, and it is always possible to cite counterarguments. At the same
 

time, it is difficult not to be convinced that more suitable foreign
 
trade policies are possible, and that their use would make a significant
 
difference. The recent experience of Brazil is perhaps the strongest bit
 
of evidence, although this period is not yet very well documented.
 
Studies of the Republic of Korea, Taiwan, Mexico, and Colombia relative
 
to Argentina, India, and for a brief period for Pakistan, all are con
sistent with the view that the arguments summarized in this section do
 

matter significantly.
 

F. Small-scale indigenous activities
 

It was argued earlier that an essential ingredient of an industrial
 
policy package is the encouragement of small-scale, nonurban, nonagricul
tural activities. In this section, a few arguments on this issue are
 
outlined. It should be noted that small-scale, informal operations in
 
the urban areas are also important. In previous pages it has been argued
 
in several places that many industrialization measures that governments
 
adopt have helped only large-scale projects and have often even penalized
 
small, indigenous efforts. This is especially the case in urban areas.
 

The withering of such activities adds to the emrloyment problem of 
course,
 
and to the low-end poverty group. 
 The more general problem, however, is
 

the distinctly lower incomes in rural areas 34 
than in urban areas. If it
 
is completely unrealistic Lo assume that modern, urban industry can grow
 
at a rate and in a manner sufficient to eliminate low-end poverty and
 
rich enclaves, then evidently ways must be found to provide more
 

http:areas.If


117
 

productive employment opportunities in nonurban areas. The main site of
 

the task is in agriculture, but industry has z;role as well.
 

The most Interesting success stories in this regard are China and
 

Taiwan. Keith Griffin notes that in Taiwan the categories rural and
 

urban do not correspond very closely to agriculture and industry.35 The
 

policy to disperse industrial activity over the iand has been exceptionally
 

successful in the northern and central areas. Textiles, food processing,
 

and construction materials appear in all parts of the island. These rural
 

industries have, in particular, provided seasonal employment opportunities
 

for agricultural workers. In the north and central areas over sixty per

cent of income in rural areas has been earned from non-farm sources, and
 

in the south, over forty percent. Income in the rural areas of Taiwan is
 

therefore much nearer the income of urban industrial workers than is the
 

case in almost any other less developed country. Of more importance in
 

the long run is the emergence of close links between rural industry and
 

agriculture. Some peasants have become and others are becoming small
 

businessmen and entrepreneurs and others are becomiag more dependent on
 

employment as industrial wage earners. Along with fuller employment and
 

rising income (absolutely, and relative to urban workers) has come a
 

greater heterogeneity and social differentiation that is conducive to
 

further change and growth and to further use of domestic resources.
 

The evidence on China is less complete, but several observers have
 

emphasized that rural industries play an important role in providing
 

employment at levels of productivity not nearly so dissimilar to those in
 

urban centers as in most countries. Production in these rural areas in

volves the use of a more primitive, more indigenous technology than that
 
3 6
 

in the big cities.
 

Most of the output of these industries is used in agriculture,
 

directly or indirectly, and is aimed at increasing agricultural output.
 

This increased output in turn provides raw materials and markets for the
 

local industries. There is some handing-down of machinery from the modern,
 

urban sector to rural activities. In some instances there are regulations
 

which restrict production of certain commodities to the smaller units of
 

individual countries. This is to prevent the larger (more socially
 

efficient?) units from gobb.ing up these enterprises. There is little
 

evidence, however, to indicate whether or not these small, indigenous
 

units are in fact more suitable than the larger, modern plant. This
 

http:industry.35
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"walkine on 
two feet" notion does, of course, require firmly enforced
 
controls, and it implies something of a holding action in the rural areas.
 
Comparisons with most other countries is useful. 
Most other countries
 
have used agriculture as a reservoir to hold workers (in poverty) until
 
(hopefully) modern-sector activities could absorb them. 
China on the
 
other hand seems to be earmarking certain industries for the rural areas
 
to help raise incomes and provide employment until the modern-sector
 
manufacturing and agriculture can absorb enough people to solve the
 
problem. 
Wage income is lower in the rural activities than it is in
 
the modern sector. Almost all observers comment on the complete absence
 
of the more unrelenting, damaging forms of poverty.
 

The exact policy mechanism by which the dispersion in Taiwan occurs
 
is not completely clear. 
 It is not due to offering a tax exemption for
 
one more year to investors choosing rural sites. 
 More generally it would
 
appear that the absence of the kind of tariff and exchange rate and con
trol policies discussed above that provide such misleading signals vis-a
vis the use of domestic resources is important. Perphaps the key piece
 
of evidence on this point is the share of wages in value added. 
This
 
share ranges from eighty to 
forty percent--in the various manufacturing
 

activities. 3 7 As noted above almost all developing countries show a very

low labor share (twenty to thirty-five percent). The wage share in Taiwan
 
declined over the 1953-69 period, but since then it has been rising due
 
mainly to high rates of employment growth. Also the Taiwan government
 
has long been aware of the advantages of dispersing and was successful
 
in providing the kind of infrastructure and lending facilities that lead
 
entrepreneurs to invest outside Taipei.38
 

As far as can be ascertained, the Chinese policy is largely a matter
 
of directives, but the fact that (apparently) successful efforts are
 

made to provide the kind of opportunities that would help induce
 

.z..lar action voluntarily eases the implementation of the directives.
 
jontrols on the movement of labor from rural to urban areas appear
 

especially important.
 

In both these countries attention is focused on the local level, and
 
there is little in the way of big aggregative plans. Local initiative
 
and local problem solving are relied upon heavily. In doing this it can
 
be expected that the use of local resources and local expertise will be
 
much more extensive than where central planning (or at least the writing
 

http:Taipei.38
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of a central plan) occupies a primary place in economic policy-making. It
 

is also to be expected that out of this kind of approach a more indigenously
 

oriented industrialization process will emerge. Finally, it may be worth
 

reiterating that Taiwan has achieved its development by heavy use of price
 

signals, while China has apparently not relied on such signals. In both
 

countries there is a close link between the rural industries and agricul

ture. This adds to the extent to which such industrial activities serve
 

the community; it also brings out the importance of rural development in
 

contrast to increased agricultural output as such as part of the way to
 

meet the distribution objective.
 

A number of economists have pointed to the importance of the link
 

between industrial development and the use of the new seeds having high
 

yield. The use of these seeds requires more care and work on the part of
 

the cultivator than do the older varieties. They, therefore, have the
 

potential of creating more jobs and more productive jobs in agriculture.
 

Whether or not this happens depends largely on the kind of technology
 

available, and that in turn depends in part on what is happening in indus
3 9
 

to rural industry in particular.
try in general and 


Pakistan in the 1960s illustrates the nature of the problem. Ferti

lizer was imported and sold well below landed cost, agricultural machinery
 

was freely imported and also sold to farmers below landed cost, and the
 

Pakistan rupee was clearly overvalued. Taxes on agricultural income and
 

on land were virtually nonexistent. Since it is the large-scale, advanced
 

farmer who has access to funds to buy tractors and to the bureaucracy to
 

clear imports, it is he who enjoys these advantages. This kind of a policy
 

package means that it is virtually certain that excessive use of tractors
 

will accompany the use of the new seeds. The absence of such contrary
 

policies does not automatically insure that local industrial activities
 

will appear that provide the kinds of machinery that effectively exploit
 
40
 

the available labor supply. It is clear, however, that with such
 

policies, none will. It is also clear that a rural strategy that includes
 

industrial activities would at least wrestle with the problem. The little
 

evidence from a few countries suggests that there is room for some optimism
 

that in a situation where the rewards of new suitable instruments are high
 

(because of the productivity of new seeds when properly cultivated), new
 

industries will emerge. The nurture of such industries may require some
 

inducements--credit subsidies, some technical extension service, and so
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on--and these things are difficult 
to provide to small, rural activities.
 
But all this says is that because the wrong thing is easy to do is not a
 
reason for doing it. 
 This issue links up with the technology discussion,
 
but the emphasis here is placed on the need to develop an industrial
 
capacity in nonurban areas that meshes with agricultural developments and
 
serves other possibilities as well.
 

In this area perhaps more than in any other, 
case studies are needed
 
as 
bases for isolation of general policy principles. But studies of this
 
type appear rarely. Further research on Taiwan and China would help.
 
Some things that 
are wrong are known, but what specific things work is
 

much less clear.
 

G. Policy implications
 

The manufacturing sector alone cannot solve the low-end poverty and
 
income distribution problem. 
In most developing countries it 
can do more
 
than it has done over the preceding two decades. 
 In section B of this
 
chapter models were developed that showed why and how rapid rates of in
vestment and high rates of growth of productivity would produce rising
 
capital's share, rising profit rates, and greater overall size inequality
 
at the same time that it produces the highest rate of absorption of labor
 
into the more productive sectors of the economy. 
The working of the model
 
depends mainly on the rate of investment, the 
rate of growth of labor
augmenting and capital-augmenting productivity, changes in wage rates, and
 
the extent of the substitutability of labor for capital. 
Development poli
cies have concentrated heavily on achieving a high rate of capital accumu
lation and, in so doing, have penalized the other variables 
Ln the argument.
 
The basic point of this paper is that 
a high rate of capital formation,
 
without penalizing the other variables, is essential (and is possible) if
 
the manufacturing sector is to do its share.
 

Attention has been given to the kinds of inducements that would pro
duce a high rate and suitable composition of investment. A general target
 
of constant wage rates in the manufacturing sector is 
a major aspect of
 
the policy package. 
So too is an economic environment in which producers
 
have major incentives to search out new technologies and to price
 
products in accordance with productivity growth. Perhaps the most impor
tant policy area is that affecting foreign trade. 
The general policy aim
 
is 
to offer protection that provides learning time without eliminating the
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incentives to learn. Finally, there must be a sizable nonurban centered
 

manufacturing effort. This cannot be accomplished by present tax holiday
 

arrangements but calls for a different kind of policy approach.
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Chapter 3
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C .PTER IV 

THE EDUCATION - INCOME CONNECTION
 

Frederick H. Harbison
 

A. Education: a nationwide learning system
 

A very broad definition of education is used in this chapter. It
 

has three major components: first, formal education at primary, second

ary, and higher levels consisting for the most part or age-specific,
 

graded, pre-employment schooling; second, nonformal education consisting
 

mainly of organized out-of-school education and training programs; and
 

third, work-related skill and knowledge generation consisting mainly of
 

on-the-job training, which is an integral component of all working envi

ronments. Thus education, as conceived in this chapter, encompasses a
 

broad range of learning opportunities ind programs. In this context, an
 

education system is more aptly called a "nationwide learning system."
 

Formal education performs many functions. It enriches human life;
 

it builds consensus on values which condition attitudes toward work,
 

cooperation, and nationhood; and it can become an instrument of indoctri

nation. Its main economic functions are to develop the skills, knowledge,
 

and capacities of people for participation in the labor force and to serve
 

as a selection system. Formal education thus is a means of human capital
 

formation and at the same time acts as a giant sorting machine which
 

determines access to positions of status, wealth, and power. In all
 

developing countries, formal education is a big industry; it employs more
 

people than other government services and consumes a very large propor

tion of public expenditures. The administration and control of formal
 

schooling is usually lodged in a single ministry of education.
 

Nonformal education is more difficult to define. It consists of a
 

heterogeneous conglomeration of seemingly unrelated learning programs with
 

a wide variety of objectives. It is not the responsibility of any single
 

ministry; administration and control of its programs are widely diffused
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throughout both the public and private sectors. 
 In this chapter only a
 
few of the better known out-of-school programs which provide important
 
productive learning opportunities are dealt with. 
These are agricultural
 
extension, rural multiple-purpose tzaining centers, work-oriented literacy
 
programs, urban trade training and testing centers, training orgapitzations
 
and nutrition-health information programs supported 'by payroll taxes.
 

These six nonformal programs have several common denominators: first,
 
they are organized activities for which funds are allocated to develop
 
specific skills; second, they lie outside of the control of ministries of
 
education; and, third, in some respects they provide uniae learning
 
opportunities, but in others they also provide alternatives to and/or
 
extensions of formal education. 
 Many other important learning services
 
(such as radio, Lelevision and other mass media, activities of churches,
 
village polytechnics, and community development projects) could be in
cluded in this analysis if time and space permitted.
 

The third broad category of learning activities is work-oriented
 
skill .nd knowledge development. 
This takes place routinely and often
 
unconsciously through learning-by-doing, instruction or inspiration from
 
others, association with peers or 
fellow workers, or simply through par
ticipation in a working environment. Here the process of human capital
 
formation is for the most part inseparable from the process of production
 
of goods and services. Most work-related learning is a response to
 
practical needs. 
 As a rule, working environments develop the skills and
 
knowledge that they require. 
 In primitive subsistence agriculture, for
 
example, simple skills are handed down from father to son. 
 In modern
sector agriculture, farmers and workers receive specific instruction -nd
 
supervision (training) in the use of fertilizers, insecticides, and
 
water, and in planting, cultivating, and handling of crops. 
 In a modern
sector factory, specific on-the-job training is given to operators, and
 
most skilled craftsmen learn their trades on the job. 
 Automobile
 
mechanics in Nigeria and other African countries learn their trade in
 
small garages or in the larger service shops of the automobile distribu
tors. 
 Most of this learning takes place automatically without specific
 
allocations of resources.
 

The nationwide learning system thus is a mixture of formal schooling,
 
nonformal education, and work-related skill acquisition. These three
 
kinds of learning opportunity have an impact on income distribution. More
 



129
 

specifically, they may increase the mobility of individuals from lower- to
 

higher-income groups; they may alleviate or aggravate low-end poverty; and
 

they may increase or decrease disparities in income between the rich and
 

the poor.
 

B. Formal education and income distribution
 

Formal education encompasses the complex of primary, secondary, and
 

vocational schools as well as technical institutions, colleges, and uni

versities. It connotes age-specific, full-time classroom attendance in a
 

linear graded system geared to certificates, diplomas, degrees, and other
 

recognizable credentials. It is associated mostly with "the school-age
 

population," and it concentrates on pre-employment preparation of future
 

members of the labor force. In most developing countries the orientation
 

of formal education is toward more education. Success at each level is
 

measured by passing tests and gaining access to the next level. Since the
 

university is at the apex of the formal education system, entry into and
 

completion of higher education are the supreme goals dominating the entire
 

system. The university thus casts its shadow over every branch and level
 

of education. Those who "make it" through the university hold the required
 

entry passes for admission to the more prestigious positions in the modern

sector enclaves, and those who "don't make it" are, in varying degrees,
 

selected out as failures along the way by this educational screening
 
1 

process.
 

Without any question, formal education is an avenue through which
 

some members of low-income groups gain access to the higher-income occu

pations. The son of a subsistence farmer may reach the higher levels of
 

a government bureaucracy if he is fortunate enough to have had the right
 

levels of schooling. Poor parents in developing countries often invest
 

their meager resources in the education of one of their children who
 

appears most likely to successfully climb the schooling ladder. Even in
 

the most remote rural areas, the aspiration of poor families is to have
 

their offspring "get book" (primary education) or "big book" (higher
 

education) so that they may escape a life sentence in traditional agri

culture. And in many countries, government aid is available for a small
 

number of poor students up to and including full support in high-quality
 

universities. In short, a few fortunate children of the poor have risen
 

to riches, and more may do so as educational opportunities are expanded.
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However, 
in many of the less developed countries, large numbers of
 
children have no access at all to primary schooling. In some countries
 
this is 
the plight of the majority of the school-age population; in many
 
more, well over a quarter have no access to schooling. And if we look at
 
the disparities within particular countries, the 
situation is even more
 
distressing. In Colombia, for example, which is 
one of the more advanced
 
of the less developed countries, nearly sixty percent of the rural schools
 
offer no more than the first two grades of primary school; only six
 
percent have facilities 
to offer a four-year primary sequence. 
 In Kenya
 
about eighty 
to eighty-five percent of the relevant-age children in the
 
more advanced Central Province attend primary school; but in several other
 

districts and provinces, the rate may be as 
low as thirty-five percent.3
In Mexico the percentage of the population that has completed four or
 
more years of schooling is strikingly higher in the Federal District
 
(Mexico City)--60.6--than in the rural states such as, 
for example,
 
Chiapas (11.3), Guerrero (9.8), and Oaxaca (11.9).4
 

Thus, in the developing countries there are millions of children of
 
elementary school age who are not currently in school; 
there will be
 
millions more yet unborn who may ne1;ir gain access even 
to the most ele
mentary formal schooling, 
The avenues of unward mobility provided by
 
formal schooling are Qffectiveiy closed 
to vast numbers of children; these
 
avenues 
become progressively narrower as 
one climbs the academic ladder;
 
and thus the opportunities 
for movement into good occupations in the
 
moderi sector are sharply liudtcd. 
 In this respect, children in the
 
rural subsistence sector are 
much worse off than those in the urban tra
ditional sector who 
at least are located near the 
centers of schooling.
 
Nevertheless, the tremendous pressure for universal primary education, a
 
goal not likely 
to be attained by many developing countries in this
 
century, is 
grounded in the belief that schooling can and will provide
 
every child with some opportunity to move 
out of poverty into the better
 

life in the modern sectors.
 

It is doubtful whether formal education can do much to 
alleviate
 
low-end poverty. 
The major objective of primary schooling is 
to prepare
 
pupils to qualify for higher levels of education. 
 It does not claim to
 
generate specific skills for the labor market. 
In the poorer areas,
 
parents, students, and teachers think of education 
as a route of escape
 
from the local environment rather than as 
a means of making that
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environment more productive. Thus, a massive drive to extend primary
 

school to traditional rural areas might simply raise levels of frustra

tion rather than levels of living, unless it were accompanied by other
 

measures to provide opportunities for raising the income levels of the
 

poor. And experience has also demonstrated that literacy, although help

ful, is by no means a prerequisite for generation of skills required to
 

take advantage of such opportunitie.
 

The question of whether formal schooling increases or decreases
 

income gaps between individuals and groups is more complex. Here it is
 

necessary to look at the pattern of expenditures on formal eduction, the
 

allocation of educational opportunity, and the ways in which formal edu

cation is financed.
 

Fortunately, in many countries there are some data on public out

lays, enrollments, and per-student expenditures on formal education.
 

The following statistics are based on a sample of 30 countries--10 more
 

advanced countries and 20 less developed--whiuh were selected on the
 

basis of their representative nature as well as on the availability of
 

data.
 

(i) Most developing countries devote a substantial proportion of
 

GNP to education. Although there is a wide variation between individual
 

countries, the less developed of them appear to spend on education a
 

somewhat smaller proportion of GNP than do the more advanced. The
 

medians and ranges of public recurrent expend.itures on education as a
 

percentage of GNP in the two groups are (sec. appendix table 1):
 

median range 

More advanced 4.5 1.4-7.9 

Less developed 3.6 1.3-5.6 

In most countries the proportion of the GNP going to education has
 

been increasing in the past decade.5 In this sample, it has been true of
 

seven out of ten more advanced countries and fifteen out of eighteen of
 

those less developed.
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(ii) The less developed countries, in contrast to those more ad
vanced, appear to allocate greater proportions of total public expendi
tures to higher education (see appendix table 2):
 

3rd level education
 

median 
 range
 
More advanced 15.5 
 6.6-30.2
 

Less developed 18.5 
 1.8-54.5
 

(iii) 
 The proportion of students in secondary and particularly in
 
higher education is much smaller in the less developed than in the more
 
advanced countries (see appendix table 2):
 

2nd level education 3rd level education
 

median range median range
 
More advanced 29.4 13.5-47.5 6.0 3.0-12.7
 

Less developed 15.0 4.5-28.5 1.7 
 0- 3.8
 

(iv) 
 The ratio of the percentage of total public expenditures on
 
higher education to the percentage of students at that level is much
 
higher in the less developed than in the more advanced countries (see
 

appendix table 2):
 

3rd level education
 

median 
 range
 
More advanced 
 2.7 
 1.10- 4.3
 
Less developed 11.6 
 3.50-76.7
 

In African countries, this ratio seems 
to be exceptionally high, In Ghana,
 
for example, it is 83.7 and in Ethiopia, it is 61.7.
 

(v) In the less developed countries the annual per-student expendi
tures on secondary and particularly 
on higher education are proportionately
 
much higher than in the more advanced countries. Using primary education
 
as a base index of one, the medians and ranges for secondary and higher
 
education are given (see appendix table 4):
 

2nd level education 
 3rd level education
 

median range median range
 
More advanced 1.7 1.03- 3.1 
 5.7 2.1- 9.8
 
Less developed 3.5 1.04-12.2 18.6 7.2-155.6
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Thus, in the developing countries students in higher education receive
 

relatively high benefits in the form of public recurrent expenditures on
 

education. To a somewhat lesser extent, those in secondary education also
 

receive very high benefits. The same conclusion would also hold if public
 

capital expenditures were also included. The extent to which their bene

fits 6 exceed student contributions or those of their parents is more diffi

cult to estimate. It is probable that students in higher education tend
 

to come from the richer families, because the prerequisite secondary educa

tion often involves expenses in the form of fees and foregone earnings.
 

It is possible also that their parents contribute considerable amounts to
 

their education, and thus may pay for a substantial proportion of it. But,
 

it is clear that the students in higher education receive the lion's share
 

of public expenditures as well. Their critical advantage, however, is
 

that their education provides them with entry passes into the higher-paying
 

occupations, and in this respect widens the ultimate income gap between
 

them and the less educated masses.
 

Up to now this discussion has been concerned primarily with the
 

allocation of opportunities for schooling. The disparities appear to be
 

enormous. But, to determine the total impact on income distribution it
 

is also necessary to examine how education and other learning services are
 

financed. In developing countLies, unfortunately, it is extremely diffi

cult to get hard facts on the incidence of taxation, fees paid by students
 

for education, and sources of funding for private schooling. With perhaps
 

only one exception (which is discussed below), estimates of the distribu

tion of the burden for financing learning services are a matter of guess

work in nearly all developing countries.
 

It is probably reasonable to conclude that the greater part of support
 

for formal education comes from public sources. Yet, the proportion sup

plied from private sources may be larger than is generally recognized. In
 

many countries parents pay some fees for primar education. In a few,
 

secondary education may be provided largely by fee-charging private schools.
 

Although most higher education is public, there are some private univer

sities which charge tuition. And missionary organizations, foundations,
 

and private businesses contribute to the support of educational institu

tions in many developing countries. Finally, in theory at least, foregone
 

earnings of students in school should be counted as part of the cost of
 

education. Indeed, in higher education, such opportunity costs usually
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exceed the direct costs of schooling, and thus persons who are studying
 
full-time instead of working are in effect paying for much of their
 

education.
 

Jean-Pierre Jallade of IBRD has made a pioneering and exhaustive
 
study of public expenditures for formal education and their impact on
 
income distribution in Colombia, and his work may be a model for further
 

research in this area.7 
He concludes that the public financing of pri
mary education actually redistributes income from the thirteen percent
 
richer families to the eighty-seven percent poorer families, and thnt
 
the redistributive effect is particularly beneficial to 
the forty per
cent poorest families, most of whom live in rural areas. 
 In the case
 
of secondary education, the main beneficiaries are middle-income groups
 
comprising a little less than fifty percent of all families. 
 As he
 
points out, "The public financing of secondary education redistributes
 
income from both the forty percent poorest and the thirteen percent rich
est families to 
a sort of lower middle class, eighty percent of whom are
 
living in urban areas..." 
 The situation for higher education is much
 
the same except that the middle-income groups subsidized both by the
 
poor and by the rich are higher up on the income scale and are almosL
 
exclusively urban dwellers. 
 All in all, he concludes that aggregate
 
public expenditures for education in Colombia have the effect of dis
tributing income from the rich to the poorer classes, but most of this
 
is attributable to the financing of primary education.
 

It would be dangerous, however, to generalize from Jallade's analysis

of Colombia. 
In the first place, Colombia spends a smaller proportion of
 
its public funds on higher education than other countries, for instance
 
Brazil and Chile. 
If Colombia spent more, Jallade's conclusions might be
 
quite different--showing relatively greater benefits for the rich.
 
Second, the larger part of secondary education in Colombia is provided
 
by private, fee-charging schools. 
This is not the case in most develop
ing countries. 
Thus, we have a rather unique situation in Colombia where
 
those who are relatively rich pay an unusually high proportion of the costs
 
of education for their children. 
Third, Jallade's analysis concentrates
 
on benefits received by those having some access 
to formal schooling; it
 
does not take into consideration the non-benefits of those who never
 
enter a classroom. 
Thus, studies in other countries, taking these factors
 
into consideration, might reach quite different conclusions.
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A major difficulty in all attempts to study the education-income
 

connection is the estimation of the benefits of schooling. One method is
 

to measure the value of schooling in terms of expenditures per student or
 

total expenditures for schooling for a certain income group or class.
 

Then the net benefit is calculated as the total expenditure per individual
 

or group minus contributions in the form of taxes or payment of fees.
 

This is the method used by JAllade in his study of Colombia. Most econo

mists would argue, however, that, if appropriate data are available,
 

benefits should be calculated on the basis of returns to investment in
 

schooling as well as access to employment opportunities.
 

Using a somewhat different approach from Jallade, Bhagwati reaches
 

quite different conclusions in a recent study based upon Indian data.8
 

His major hypothesis is the following:
 

For each class of education, the state (in capitalist
 
LDCs) will subsidize the cost of education; the benefits
 
of these subsidies will accrue disproportionately less
 
to the poorer groups at each level of education; the
 
higher the educational level being considered, the
 
higher will be the average income level of the groups to
 
which students belong; and the rate of governmental sub
sidization to higher education will be greater than that
 
to primary education. 9
 

Thus, Bhagwati suggests that for all levels of education the richer classes
 

receive greater benefits in the form of educational subsidies than do the
 

poorer classes. He claims, moreover,. that for primary education the oppor

tunity costs for the lowest income groups are greater than those for the
 

highest income groups; the benefits to the former are lower and thus the
 

private rate of return to them on primary education is lower; and the cost
 

of capital, to which the rate of return must be compared, is higher than
 

for the higher-income groups. The same is true for secondary and higher
 

education, except that the relative benefits to high-income groups are
 

much higher.
 

Bhagwati supports his argument as follows:
 

These hypotheses are based on the following assumptions
 
about the lower-income groups:
 
(i) The opportunity cost of labour, resulting from the
 

fact that children of primary-school age cannot work dur
ing the time that they attend school, is higher because
 
typically these groups can and do use children of this
 
age in gainful work, whereas this is not possible (or
 
allowed) with the other, higher-income groups.
 



136
 

(ii) 
 The benefitr from primary education are lower

for these groups again because (a) thn probability of
finding rural jobs such as primary school teaching

and post office and such other jobs requiring primary

(and secondary) education is lower for these groups;

(b) if higher returns accrue through increased pro
ductivity on the farm, it is unlikely to accrue in

full to the educated but low-income landless labourer,

whereas these returns would accrue fully to 
the edu
cated but richer landholding farmer; and (c) insofar
 
as the higher returns accrue through higher mobility
 
to the urban sector where jobs requiring primary

education 
(e.g., watchmen in Delhi colleges) are
 
relatively less scarce, the lower-income groups with
 
less urban contacts and generally lower mobility

would correspondingly have less access to such re
turns from primary education.
 

(iii) At the same time, clearly, in a world where
 
many of the members of the lower-income groups,

especially in the rural areas, have indebtedness at
 
high rates of interest, their opportunity cost of

capital is greater than that of the middle- and
 
upper-income groups in general; 
this asymmetry is

further reinforced by the general banking and lend
ing practice of charging higher interests rates to
 
the smaller borrowers.lO
 

Bhagwati supports these proportions by evidence from Indian experience.
 
And he observes that the higher-income groups are likely to get away with
 
this as long as 
the education system, by enabling some lower-income
 
groups to educate their children and gain access to better paid jobs,
 
gives the appearance of providing mobility and greater equality of
 
opportunity than might otherwise citain in a capitalist society. 
In a
 
capitalist society, Bhagwati would advocate that the higher-income
 
groups pay the full cost of education of their children.
 

In conclusion, knowledge about the incidence of costs and benefits
 
of furmal education in developing countries is meager. 
But some tenta
tive generalizations seem plausible: 
 The provision and financing of
 
formal education is regressive, with the burdens falling more heavily
 
on the lower-income groups and the benefits accruing largely to 
the
 
upper-income classes. 
But such disparities tend to decrease as 
countries
 
advance. 
 In most cases the higher-income groups clearly receive the
 
lion's share of benefits of education, whether in the form of acquired
 
skills and knowledge or simply as entry passes into the higher-paid
 
occupations to which access is limited by arbitrary educational require
ments. 
 It may also be true in some developing countries that, while
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receiving the larger share of benefits of public educational expenditures,
 

the rich may at the same time be investing substantial private resources
 

of their own in the education of their children. In looking at the impact
 

on income distribution, therefore, it is important to determine how impor

tant these private contributions are in comparison with the benefits from
 

public excpenditures. And, it is likewise essential to evaluate the impor

tance of the "barrier effect" which excludes the uneducated from access to
 

the more lucrative occupations. The need for more research in these areas
 
11
 

is obvious.
 

1 2
 
Nonformal education and income distribution
C. 


As stated e-.rlier, nonformal education is a kind of shorthand desig

nation for a heterogeneous conglomeratlior of organized education and train

ing programs which are not connected with the formal schooling system. A
 

brief description of the six major nonformal education programs examined
 

in this paper follows.
 

Agricultural extension services of some kind are available in nearly
 

all developing countries. Their function is to extend knowledge of agri

cultural processes and animal husbandry to farmers, to help the farmers
 

to improve output, to teach themnew technologies, and to assist in
 

solving production problems. Sometimes agricultural extension services
 

also provide assistance in the purchasing, credit, and marketing areas.
 

Typically, the services are financed and managed by ministries of
 

agriculture.
 

Rural multi-purpose training centers provide a variety of learning
 

opportunities for rural dwellers. The centers may include programs in
 

agricultural technology, home economics, rural crafts, elementary farm
 

management, and various kinds of literacy projects. In some cases they
 

also serve as bases for agricultural extension work. In theory, at
 

least, they may provide a wide variety of learning opportunities through
 

short-term residence programs, and they have the potential for coordina

tion of many different services designed for che rural population. They
 

may be financed and managed by different government ministries, and some

times as joint projects of several ministries.
 

Work-oriented literacy programs, though still largely in the experi

mental stage, have great potential for improving skills and knowledge
 

of adults and younger persons who have not had access to primary
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education. 
The theory of these programs is that literacy can and should be

developed through the process of learning more productive ways to grow crops
 
or perform industrial work, and that learniaig useful skills should be a
 
byproduct of literacy training programs. 
This dual objective approach

is alleged to be a faster and more practical way to develop literacy and a
 
more efficient way to develop productive skills.
 

Urban training and testing centers are designed to upgrade the skills
 
of persons already employed. 
They are usually geared to the specific needs
 
of particular plants and industries. 
 In most countries they are much more
 
effective in skill generation than are 
formal vocational schools, and they
 
can reach far larger numbers of learners.
 

A more elaborate system for specific skill development of both em
ployed and pre-employed members of the labor force are the training and

apprenticeship training pools financed by payroll taxes; 
these pools are
 
commonly found in many Latin American countries. A good example is SENA
 
in Colombia.1 3 This organization operates a vast array of training services
 
for employers and workers (both within plants and in training centers) in
 
commerce, industry, agriculture, and animal husbandry. 
 It draws its finan
cial support from a tax of two percent on salaries and wages levied on both

public and private enterprises. 
 It is a semiautonomous organization within
 
the Ministry of Labor, but it controls its own resources and plans its 
own

operations in close contact with participating employers in both the public

and private sectors. 
 By any measure, SENA is 
a big operation in Colombia.
 
In 1971, for example, its total expenditures were equivalent to about
 
one-eighth of total public expenditures on education. 
And since its reve
nues are 
geared to payrolls, it is virtually assured of a continuous and
 
growing source of funds.
 

Finally, nutrition and health information and training services are
 
included in this analysis. 
 To be sure, improvements in health and nutri
tion may not show up immediately in national or personal income statistics.
 
But they can improve the levels of living of the poor and in the long run
 
raise the vitality and mental development of future generations, which can
 
be a potent factor in increasing productivity.
 

In recent years it has been fashionable 
to downgrade the contributions
 
of formal schooling to development and to extol the virtues of nonformal
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eduatiort programs. The shortcomings of formal schooling are, of course,
 

well documented; sharply rising costs, inflexibility, lach of relevancy,
 

top-heavy administration, unequal access by rural and urban dwellers, and
 

poorly trained teachers. Many people contend that nonformal education
 

programs potentially can be much more productive. They may be less costly,
 

more flexible and innovative, more relevant to practical needs, more
 

decentralized in administration, more readily available to rural dwellers,
 

and less dependent upon trained teachers. Nevertheless, in general there
 

is almost no concrete evidence to prove this contention. Cost-benefit
 

and cost-effectiveness studies are virtually nonexistent. Indeed, no
 

country has yet even attempted to make a complete inventory of its non

formal education programs or to estimate total resources allocated to
 

them.14 It is thus very difficult to assess the probable impact of non

formal education programs on income distribution, but a few rather
 

plausible hypotheses are suggested.
 

First, in comparison with formal schooling, nonformal education pro

grams provide fcwer avenues for upward mobility. They rarely offer
 

degrees, certificates, or other credentials essential for passage through
 

the gate to positions of status, power, and wealth. Participation in an
 

agricultural extension project, farmer training center, or literacy class
 

is not likely to provide poor rural dwellers with an "escape from bush"
 

into the modern-sector enclaves. Unlike a diploma from a secondary school
 

or a degree from a university, completion of most nonformal education pro

grams carries no great prestige or rights to high pay. Indeed, the objec

tive of most nonformal programs is to make people more effective at what
 

they are presently doing rather than to move them upward in the hierarchy
 

of the labor force.
 

Second, there is little evidence to indicate that nonformal programs
 

have in practice done much to alleviate low-end poverty. In the develop

ing countries nonformal education services are mostly utilized by the
 

richer and better-educated elements of the population. The larger and
 

better-off farmers are usually the principal beneficiaries of agricul

tural extension; the apprenticeship programs of SENA are open only to
 

those with previous formal schooling; and even most literacy programs
 

are confined to the urban areas. As a general rule, the lowest-income
 

groups are seldom the major beneficiaries of most public services, and
 

nonformal education activities are no exception.
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Finally, as with formal schooling, nonformal education programs
 
probably increase the disparities between the rich and the poor. 
A rela
tively small proportion of the population has access to them; expendi
tures per person served may be quite high; and the well-to-do usually
 
receive the larger share of the benefits. But, in contrast with formal
 
schooling, nonformal education programs 
are less likely to become selec
tion devices. Completion of a nonformal program does not bring the same
 
kind of high status and pay as 
a diploma or a university degree. Thus
 
it is probable that nonformal programs are not as strong a force in
 
widening income gaps as 
is formal schooling.
 

It is probably true, however, that nonformal education could be
 
beamed at different target groups. 
Agricultural extension could be
 
directed to subsistence farmers as well 
to those who are more prosperous.
 
Training centers, apprenticeship programs, literacy classes, and nutrition
 
programs could concentrate on the underemployed and the undereducated. 
In
 
most countries this might involve rather fundamental changes in the goals
 
of strategies of national development.
 

D. Work-related skill and knowledge generation and income distribution
 
Learning on the job is 
the most universal of all processes of learning.
 

Working environmeuts and institutions of employment, whether primitive or
 
modern, produce most of the skills that they require almost automatically
 
without the conscious attention of planners, bureaucrats, or educators.
 
This kind of human capital formation is a constant albeit largely unnoticed
 
process. 
 And, it is virtually impossible to separate out the costs of this
 
kind of skill development.
 

Of the three kinds of learning processes, work-related skill and
 
knowledge generation probably offers 
the fewest opportunities for upward
 
mobility. 
One could not argue that, in itself, it widens or narrows 
the
 
gap between the rich and the poor. 
For most of the low-income groups, it
 
is the only available means of skill and knowledge acquisition. However,
 
if working environments could be improved, these groups might be the main
 
beneficiaries. 
 In short, the best means of attacking low-end poverty could
 
be to reorganize agricultural production, to improve transportation and
 
communication, and to disseminate better technologies as 
widely as possible.
 
But this requires the creation of a new organizational architecture, the
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motivation and training of new leadership, and, mcst important, the adop

tion of new priorities in the modernization process.
 

Thus the improvement of working environments and the skill and
 

knowledge generating capacity inherent in them requires other human
 

inputs, and here both formal and organized nonformal educational activi

ties may play iritical roles. Organization builders, technologists, and
 

skilled cadres are needed to transform working environments, and their
 

effectiveness may be directly related to their prior participation in
 

both formal and nonformal education activities.
 

E. Summary: learning programs and income distribution
 

To summarize, different learning opportunities can have different
 

effects on income distribution. Formal education may provide limited
 

opportunity fo, some low-income persons to move upward in the labor force
 

hierarchy, DL it is not apt to alleviate low-end poverty and it tends to
 

.den the g-, e'ween the rich and the poor. Organized nonformal educa

tion programs offer very little upward mobility, and in practice they too
 

may increase income disparities and do little to help the very poor. How

ever, nonformal. programs could be redesigned to raise living standards of
 

the less affluent elements of the ation. Work-related learning is
 

the onl,: widely available opportunity for most low-income groups to
 

acquire productive skills and knowledge, but it provides little or no
 

upward mobility. Improving the skill and knowledge generation capacity
 

of working environments, particularly in rural areas, appears to be the
 

most effective means of raisivg living standards of the masses and thus
 

alleviating low-end poverty. 
But this requires inputs of organizational
 

and technical manpower to lead the march of modernization which in turn
 

makes demands upon both formal and nonformal education.
 

It would be unwise to make sweeping generalizations about the connec

tion between learning opportunities and income distribution for all develop

ing countries. One must examine separately the learning systems of indi

vidual countries, and even here hard data are generally unavailable.
 

However, it is possible to specify the processes for analysis of the
 

national learning system in individual countries and to examine as well
 

the probable outcomes of pursuing different development goals.
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F. The processes of analysis of learning systems
 
In some respects, a nationwide learning system (including its three
 

constituent elements) can be thought of as 
a sector of the economy. Thus
 
some of the techniques of sector analysis which are useful in analyzing
 
other sectors such as agriculture or manufacturing may be appropriate.
 
Yet, in other respects learning is an integral element of all productive
 
activities. 
And this is particularly true in the case of work-oriented
 
skill and knowledge generation. 
 For this reason, the methodology for
 
analysis of education and learning services is somewhat unique; the simple
 
calculation of benefit-cost ratios is of only limited usefulness; and in-
puts and outputs are often impossible to 
measure in tangible quantitative
 
terms. 
 At least for the present, analysis of learning systems must be
 
based more upon rational judgment than on hard quantifiable data.
 

The first step in the analysis of a learning system is to look at the
 
generation of skills and Liowledge in the various working environments.
 
This is called the manpower-training assessment and calls for examination
 
of employment and skill acquisition processes in all rural and urban
 
activities. More specifically the following questions need 
to be explored:
 

(i) Access to working environments
 
What is the aggregate employment in the modern traditional
 
and intermediate sectors of the economy?
 
For each sector and major activity, what are the principal

"1ports of entry" into employment?
 

In each sector and major activity, what pre-employment

education or skills are required for entry?
 

(ii) Learning process
 

In each sector and major activity, how do people learn to
 
perform their tasks?
 

What kinds of organized training are provided by the
 
larger employing institutions?
 

What kinds of skills cannot be developed pradtically

"on-the-job," i.e., 
in what critical areas is there a
 
need for persons with specific kinds of formal or non
formal education?
 

(iii) Constraints
 

What are the practical limits of work-related skill and
knowledge generation in each sector and major activity?
 
What measures, if any, would be effective in improving
the skill generation capacity of various working envi
ronmetits?
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What are the essential inputs of educated manpower-
organizational and technical human resources--required
 
to take appropriate measures to improve working
 
environments?
 

At best, answers to questions such as those posed above will be rough
 

estimates, and where hard data are unavailable, answers may have to be
 

based upon informal judgments. Nevertheless, a.careful assessment of the
 

employment and skill-generating potential of working environments should
 

be the starting point for a rational analysis of a nationwide learning
 

system.
 

The next step is to examine the formal education system. Developing
 

countries have a good deal of experience in making formal education re

views. Typically they include estimates of enrollments, outputs, and
 

drop-outs at various levels; enrollment ratios by major areas or regions;
 

pupil-teacher ratios; the need for teacher training; unit costs for various
 

levels and kinds of schooling; and the appropriateness of the orientation
 

and curriculum of education at all levels. In some cases, the formal edu

cation review is related to a survey of "needs" for medium- and high-level
 

manpower in the modern sectors. But rarely, if ever, has it been based
 

upon a comprehensive prior analysis of the work-oriented learning process
 

as described above. The important questions for consideration are these:
 

(i) Access to formal education
 

At each level, who gains access to formal schooling, and
 
more important, what groups are denied access and for
 
what reasons?
 

What are the differential rates of access between modern,
 
intermediate, and traditional sectors (rural and urban)?
 

(ii) Orientation of formal education 

What are the major objectives of various levels and types
 
of schooling?
 

Is formal education at various levels effectively geared
 
to the requirements for educated manpower in working
 
environments?
 

(iii) 	Constraints
 

What are the limits, financial and human, to expansion and
 
improvement of education?
 

How rapidly can access be extended to presently excluded
 
groups?
 

How can the financial burdens of education best be shared?
 

Education planners are familiar with all of these questions, and reasonably
 

good quantitative data are available in many countries.
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The third step, assessment of organized nonformal education, is 
more

difficult. 
Nonforihal education activities are operated by a wide variety

of ministries and private organizations. 
Except perhaps in the case of
 
agricultural extension services, there is very little coordination of
 
programs and no single locus of planning. Information on enrollments and
 
outputs is scarce, and data on costs and benefits are almost nonexistent.
 
The best that can be expected is a general estimate of access, enrollments,
 
outputs, orientation, and constraints of major programs such as 
those
 
mentioned earlier in this chapter.
 

The fourth and most critical step in analysis of learning systems is

the assessment of possible alternative combinations of available 
or poten
tial learning opportunities. 
 In short, how can one determine the most
 
appropriate mix of programs, the highest quality and lowest cost combina
tions, and, thus the most effective strategy for the overall development

of the nationwide learning system? 
 Here one mu:;t start by classifying
 
learning opportunities.
 

Each of the three categories of learning programs performs some uniLiue
 
service. 
 For example, formal education has a comparative advantage in
 
developing quantitative skills; nonformal education may be necessary to
 
develop specialized skills; and work-oriented learning may be the only

practical way 
uo develop most lower-level skills. 
 In other cases, dif
ferent learning processes may be complementary. For example, some kinds
 
of tradu traiaing may require completion of primary education; 
or the
 
on-the-job LUaining of agricultural assistants may be dependent on some
 
prior formal technical education. 
Thus, the complementarities between
 
learning programs must be specified with as much precision as possible.
 

Finally, some programs are substitutable. 
Here there are critical
 
choices to be made both within each of the three basic learning categories
 
as well as between them. 
 In this case, comparative cost-benefit studies
 
may be useful.
 

The choices within the formal schooling system are perhaps the most
 
widely recognized. 
 For example, In expanding access 
to first-level edu
cation, is it better to provide a minimal program of four to five years

for a larger number of children than perhaps six to eight years for a
 
smaller number? 
 Is ic better to opt for large numbers of teachers with
 
little formal education (perhaps eight or nine years) nr to rely on
 
higher-pai 
 teachers with longer pre-employment training? 
 In allocating
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related resources, what are the appropriate shares that should go to
 

primary, secondary, and higher education? For example, an Ethiopian
 

Education Sector review (1972) faces such questions squarely. It pro

jects overall availability of resources based upon expected growth in
 

GNP and government revenues; it then subtracts fixed amounts for secondary
 

and higher education; and it allocates the remainder to first-level pri

mary schooling and specified nonformal education programs. It opts for
 

a four-year basic primary school with minimally trained teachers and adult
 

education programs to provide learning opportunities for those who have
 

never had access to formal schooling. In effect, from a social objectives
 

perspective, it places the goal of providing a universal learning oppor

tunity before that of universal primary education for children.
15
 

Another series of alternatives faces the rural development planner.
 

Given finite amounts of resources, what emphasis should be given to agri

cultural extension, farmer training classes, or multiple-purpose rural
 

training centers that may provide combined programs in nutrition, health,
 

homemaking, rural crafts, and functional literacy in addition to farming
 

techniques? And witbin the vast array of other nonformal education activi

ties, what are the best choices between radio and television programs,
 

traditional literacy classes, and functionally oriented community develop

ment projects? In many countries it may be possible to estimate the costs
 

of these various programs; studies of their relative effectiveness are at
 

least in the beginning stages. The most perplexing problem in all cases,
 

however, is the difficulty of evaluating outputs. Here simple quanti

tative measures may be meaningless, and qualitative differences must be
 

distinguished largely by informed judgment.
 

There are also critical choices in improving the learning services
 

of the employing institutions. Will taxes or subsidies induce large
 

employers to offer better training opportunities? Are "training pools,"
 

such as the payroll-tax-financed training provided by SENA or comparable
 

Latin American institutions, the most feasible method of extending
 

services to small- and medium-sized enterprises? Will technical assistances
 

to small proprietors improve the operation of indigenous apprenticeship
 

systems, or would they do just as well if left alone?
 

The choices between the three broad categories of learning services,
 

however, are more difficult yet often more fundamental than the choices
 

within them. Some examples follow.
 

http:children.15
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Skiiled craftsmen such as electricians, carpenters, masons, fitters,

and automobile mechanics may be trained in employment either through

apprenticeship arrangements or by the less formal means of gaining experi
ence on t', job. 
 But the craftsmen may also learn their trade in formal
 
vocational schools. Take automobile mechanics as a case in point. 
 In
 
the developing countries most young people learn this trade as apprentices

in small garages and shops. 
 This indigenous training system might be im
proved by organizing extension services for the garage owners, or by off
duty training classes in the principal towns and cities. 
Another alterna
tive might be 
to induce the major distributors of cars and trucks, which
 
usually have the best facilities for producing mechanics, to 
train a
 
surplus beyond their own needs. 
 Pre-employment formal training in voca
tional schools is the othei alternative, but probably in most cases it
 
is the most expensive and least effective. 
A good sector review should
 
weigh carefully the alternative processes of training such skilled crafts
men and suggest those combinations most likely to develop the quality of
 
craftsmen needed in the shortest period of time and at the least expense.

In many cases, the logical choice might be to rely heavily on employing
 
institutions, to subsidize on-the-job training programs, and to de
emphasize if not forego completely the formal vocational schools.
 

The training of senior technicians is another area for serious 
con
sideration. Technicians are persons whose skills are highly specialized

for particular working environments. 
 Most of their training must be in
 
employment. Often a technician must be sent abroad for short periods to
 
learn the technology of a particular industry, process, or complex of
 
equipment. It is ridiculous to assume that a formal school or 
institute
 
can produce a full-blown standardized technician for "industry" in the
 
developing countries. 
 In most cases, technical trainees in the poly
technic institutions must be sponsored by particular employers, and
 
courses of instruction must be specialized to meet the requirements of
 
the particular sponsoring organization. 
Here again a proper assessment
 
would evaluate carefully the capacity of employers to 
train technicians
 
and the extent to which pre-employment education in formal schools is
 
either required or relevant.
 

The training of nurses and medical technicians is another example

where attention must be directed first to 
the role of employing institu
tions. 
 For the most part, paramedical personnel are trained in hospitals
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or clinics rather than in school classrooms. Another related question is
 
whether physicians must get their clinical training in expensive teaching
 

hospitals associated with the universities or in rural hospitals and medi

cal stations.
 

finally, there is the crucial question of developing managers and
 

administrators. Such persons certainly cannot be prefabricated in schools
 

of business or university courses in public administration. They can get
 

a good deal of relevant education before employment, but then leadership
 

and mangerial skills are developed in the crucible of practical experience.
 

Staff training courses for those already employed are useful as stimu

lants to learning and as refresher courses in relevant engineering and
 

scientific fields. Here again it is argued that skill and knowledge gen

eration in the modern sectors of developing countries is not a matter of
 

educating a predetermined number of persons to fill an estimated number
 

of occupational slots, but rather it is a continuous process of human
 

resource development centering upon the dynamic imperatives of employing
 

institutions.
 

Many more examples of critical choices of alternatives could be
 
presented. In any developing country, the range of such choices is wide,
 

and the logical selection of the best alternatives is the key to effective
 

human resource development planning.
 

Information on which to calculate relative costs and benefits of
 

alternative learning programs is disappointing. Few attempts have been
 

made to assess costs and benefits of organized nonformal eduction, and
 

practically none, for on-the-job training. The most ambitious attempt
 

is a recent one by Zymelman for the IBRD. It includes an exhaustive review
 

of the literature which relates for the most part only to relatively ad

vanced countries. The comparisons of training costs and benefits, more

over, are available only for a rather narrow range of modern-sector
 

industrial occupations. And from these it is impossible to make generali

zations for the developing countries with respect to relative cost

effectiveness of formal schooling, nonformal education, and work-related
 
16 

learning. In conclusion, it is unrealistic to expect that reliable
 

quantitative cost-effectiveness studies of different kinds of learning
 

programs can be made in developing countries in the near future.
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G. 	 The selection of goals
 

The processes of analysis of learning systems 
are important, and the
 
need for much more reliable quantitative data is clear. 
However, even
 
more critical is the selection of development goals. In short, the
 
objectives of the overall strategy of modernization are in the end the
 
most 	crucial determinants of the education-income connection in the
 
developing countries. 
 For example, a strategy designed primarily to
 
maximize opportunities for employment vill require a different mix of
 
learning programs from a strategy aimed primarily at maximization of the
 
GNP. Although both might provide the same amount of growth, the patterns
 
of income distribution and the allocation of learning opportunities could
 
be quite different.
 

The full-employment objective, or human resource approach, holds
 
that human resources, not material wealth as such, form the ultimate
 
basis of the wealth of nations. 
 Thus, the major goals of development are
 
maximum activity and the maximum possible development of their relevant
 
skills and knowledge. 
 Economic growth as expressed by the increase in
 
GNP then becomes the logical consequence of effective utilization and
 
development cf manpower. 
This approach stresses the importance of
 
utilizing all human resources 
in productive activity and developing the
 
skills, knowledge, and capacities of the entire labor force. 
 In this
 
perpsective, the development effort should not be concentrated solely
 
or even mainly on a few leading sectors. 
 Small per capita improvement
 
in earnings of the masses is considered to be just as important for aggre
gate 	growth as spectacular advances in the modern-sector enclaves. Thus,
 
the human resDurces approach emphasizes growth with greater income
 
equality.1 7 
 In most countries it would stress more learning opportunities
 
of all kinds for the rural populations, 
even at the expense of curtailing
 
expenditures on formal education in the modern-sector enclaves. 
 It would
 
give 	high priority to 
improvement of working environments in the agricul
tural sector and place less emphasis on technical education for urban
 
industrial development.
 

In contrast, a development strategy aimed at maximization of GNP as
 
such might concentrate on rapid modern-sector growth, emphasizing capital
intensive industrialization, exploitation of mineral resources 
(i.e., iron
 
or petroleum, if available), 
and large plantation agriculture. In this
 
case the small minority of the population in the modern-sector enclaves
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would reap the rewards of progress while the rural economy would remain
 

stagnant. Indeed, many of the developing countries have had this kind
 

of dualistic growth characterized by ever-widening disparities in income
 

distribution. A.learning system geared to this kind of economy would give
 

high priority to formal education in the urban areas, and particularly
 

to proliferation of vocational schools, technical institutes, and large

scale universities, all of which would result in further widening of
 

the income gap between the rich and the poor.
 

Clearly, the overall design of the strategy for development will be
 

the major force determining labor force mobility, alleviation of low-end
 

poverty, and narrowing of income variances. Education and learning pro

grams have only minor impacts. A country's learning system is logically
 

derived from an overall development strategy based upon explicit or implied
 

goals; it is seldom the initiating force in the building of such a strategy.
 

H. Conclusions
 

The argument presented in this chapter may be summarized briefly:
 

Formal schooling, organized nonformal education, and work-related skill
 

and knowledge generation are the principal components of a country's
 

learning system. All three may have differing effects on upward mobility,
 

low-end poverty, and income vari ices between groups and individuals. To
 

estimate these effects it is necessary to analyze the operation of learn

ing systems in individual countries. In order to change the education

income connection in a particular country, one must first examine carefully
 

the comparative advantages of each of the components of the learning system
 

as well as the consequences of substitution of one component for another.
 

This is presently very difficult because of the dearth of quantitative and
 

qualitative data, particularly with respect to nonformal education
 

activities and work-related learning. The most crucial conziderations,
 

however, are the broad goals of development in each country and the
 

strategy employed to achieve them. These shape the patterns of income
 

distribution, and they also determine the parameters of the nationwide
 

learning system. One is not likely to change the economic, social, or
 

political philosophy of a nation and its leaders by simply tinkering with
 

the education and learning system.
 

Sweeping generalizations about the education-income connection in
 

developing countries are not in order. Yet, a few observations, which
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might better be presented as hypotheses, are permissible. The following
 
are posed for consideration:
 

(i) In 
most developing countries, it might be advantageous t, 
cur
tail the outlays for higher education, or 
at least to keep them from rising.
 
This does not necessarily imply a lessening of total expenditures for
 
higher education. 
It means simply that a greater proportion of costs could
 
be assumed by the beneficiaries, by their parents, and to some extent by

the larger private enterprises. Educational institutions could charge fees
 
to cover a greater proportion of instruction costs and offer loans repayable
 
by the beneficiaries from future earnings at a later time. 
At the same
 
time, bursaries could be given to students of the poorer families. 
 Although

this approach would encounter formidable administrative and political
 
resistance, the principle is sou-,d. 
 In developing countries individual
 
returns to investment in higher education are higher than social returns.
 
Little is to be gained by subsidizing students of the richer families.
 
Also, an often neglected source of support is the provision by private
 
enterprises of sponsored scholarships in fields of study where there is a
 
critical demand for certain strategic skills. Engineering, scientific,
 
and business education are cases in point.
 

The increase in private funding frr higher education would have these
 
positive advantages: 
 First, more public funds would be available for other
 
important learning services which have higher priority for expansion;
 
second, some of the artificial demand for higher education stemming from
 
substantial public subsidies would be curtailed, and this might help solve
 
the ever-rising problem of underemployment of educated people; and finally,
 
there might be a greater incentive 
to gear higher education more closely
 
to 
the effective demand for hIgh-level manpower. Private funding of
 
higher education most certainly would work in the direction of decreasing
 
income inequalities.
 

(ii) The allocation of greater proportions of public expenditures
 
to 
primary education might be appropriate, but only under rather limited
 
circumstances. 
That millions of children may be denied access 
to formal
 
primary education for several decades has already been noted. 
But a
 
crash effort to 
achieve universal primary education, in itself, might do
 
little to promote either growth or greater income equality.
 

In the first place, there is little advantage in making people
 
literate if there is nothing for them to read. 
Particularly in rural
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areas reading materials are scarce. Thus, the provision of primary school

ing in stagnant rural areas might do little more than encourage young
 

school leavers to migrate to the urban areas in search of nonexistent
 

jobs. Schooling, as such, is not likely to induce growth, but it can
 

contribute to a growth process which is already underway. Thus, priority
 

should be given to expansion of formal education in those areas where
 

concerted efforts are already being made to bring about broadly based
 

rural development, and where progress is being made in raising agricultural
 

incomes, expanding smali-scale industry and commerce, and improving the
 

infrastructure of roads and communications.
 

There are also other critical questions in allocating additional
 

resources for primary education. There is the tradeoff between numbers
 

and quality; there are choices in use of educational technology; there is
 

the problem of relevancy of the curriculum; and there are the questions
 

related to self-help contributions of local communities and the require

ments for financing from provisional or central governments.
 

Thus, one should be wary of the advice of some economists who, on
 

the basis of superficial rate-of-return analysis, would advocate more
 

across-the-board allocations for primary education. Investment in more
 

schooling can be wasteful as well as beneficial; in most of today's devel

oping countries, the allocation of additional resources to provide "more
 

of the same" kind of schooling might be tragically unproductive.
 

(iii) The allocation of a larger proportion of resources to non

formal education probably could have a significant positive effect on
 

income distribution. As a practical matter, the developing countries
 

would have to concentrate resources on a relatively small number of clearly
 

productive educative services which promise the highest payoffs. The fol

lowing are probably among the best candidates: agricultural extension,
 

rural multiple-purpose training centers, work-oriented literacy programs,
 

urban trade training and testing centers for employed workers, and
 

nutrition-health training programs.
 

At this point, howevzr, a word of caution is injected. Access to the
 

various kinds of nonformal training services described above may be just
 

as unequal as access to formal schooling. The high-income groups may be
 

the principal beneficiaries of these learning opportunities, and they may
 

share a relatively small proportion of the costs. In some cases, as with
 

SNA in Colombia, unit-costs of out-of-school training may be quite high
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compared with those of formal schooling.1 8 And some training programs may

be ineffective in attaining their objectives. 
Nonformal education activi
ties, therefore, warrant much more study, critical evaluation, and careful
 
planning. 
And particular attention must be focused on the integration of
 
formal and nonformal education programs. 
 In some cases, nonformal train
ing may be a substitute for formal schooling; in others, 
some formal edu
cation may be a prerequisite for winning effective benefits from nonformal
 
training. 
In other words, one must consider the costs, financing, and
 
benefits of "packages" of learning opportunities 
as yiell as isolated
 
programs.
 

(iv) As stressed earlier, developing countries have much to gain by

placing greater responsibility for skill training on employers. 
 Particu
larly in the modern sector, large expatriate firms, automobile distribu
tors, petroleum companies, and most kinds of manufacturing enterprises have
 
tremendous capacity for training workers. 
 In most cases they do very well

in training their own employees. With appropriate incentives they might

train a surplus for employment in the smaller enterprises. And, organi
zations for pooled training financed by payroll taxes have proven to be
 
highly successful throughout Latin America, and the idea is catching on in
 
other areas as well.1 9 
 Shifting more of the burden of training to em
ployers is likely to have a positive impact on income distribution; at
 
the same 
time, it may be a more efficient means of skill development than
 
further investment in pre-employment vocational trade training.
 

(v) Any efforts to equalize and improve learning opportunities

should be integrated with and not separated from other fundamental measures
 
for promoting growth with greater equality of incomes. 
 Learning, although

desirable as 
an end in itself, does not necessarily initiate economic
 
development. It is 
more likely to contribute to growth already in progress.

Both formal education and out-of-school learning activities work best when
 
earning opportunities are expanding; they may be quite useless in stagnant

economies. 
 Thus, other programs for rural and industrial development may

have to reach a takeoff stage before additional investments in learning
 
services can effectively contribute to growt''.
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I. Research priorities
 

In a field where knowledge is so underdeveloped, it is appropriate
 

to specify research priorities. A few are suggested below:
 

(i) The outcomes of formal schooling at all levels need a great
 

deal more study. Here the project undertaken by the Public Service Labora

tory of Georgetown University for the U.S. Agency for International Devel

opment is making a substantial contribution. The several papers it has
 

commissioned may provide a summary of available knowledge and identify
 

many of the more important areas for further research. Hopefully, atten

tion will be given to relating outcomes such as examination scores, tests
 

of cognitive skills, and motivation measurements to subsequent incomes in
 

the work world. Data, of course, are a major problem. In the less devel

oped countries there is very little information about earnings, education,
 

and age and training of those who leave school; even where it exists,
 

information is generally based only upon one or at most two census
 

enumerations.
 

(ii) Knowledge about the effectiveness, costs, and income impacts
 

of nonformal education programs is even more meager. Here research on
 

rural extension services is perhaps of highest priority. Recent experi

ence with "the green revolution" suggests that the larger and more pros

perous farmers are the principal beneficiaries of the new technology,
 

thereby increasing income disparities between the rich and the poor in
 

rural areas. Efforts should now be made to assess the costs and conse

quence of providing more extensive services to the smaller and poorer
 

farming units. Other critical nonformal education programs need similar
 

exploration. Fortunately, interest in this area is growing. Studies of
 

out-of-school education are in progress in many universities; pilot
 

projects are mushrooming; and some economists are attempting cost
20
 

effectiveness analyses of a few programs. A focal point of future
 

research effort should be on tradeoffs between formal and nonformal edu

education, the linkages between the two, and the possibilities of a combi

nation of both in national learning systems.
 

(iii) The study of the potentialities of "the employer-as-trainer"
 

is next on our high priority list. Despite the shortcomings of formal
 

education, vocational schools, literacy'and technical education, employers
 

in the modern sectors of developing countries have successfully trained
 

even the highest-level manpower for their operations. One might even say
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that they have been trained effective labor forces in spite of rather than
 
because of formal education. It is relatively easy to 
staff and operate a
 
steel mill, a petroleum refinery, or a large manufacturing complex in a
 
developing country. 
The job requirements are known, che training tech
niques are available, strategic personnel may be imported, and technical
 
assistance is available from suppliers of equipment. 
Automobile distribu
tors can service and repair their own vehicles; hotels can traia their
 
own personnel; and government bureaucracies are quite able to 
teach their
 
functionaries how to produce mountains of memos! 
 The amount of training,
 
both good and bad, which takes place routinely on the job is enormous;
 
the improvements which could be made by better management and more delib
erate efforts at training may be infinite. And the potential does not
 
end here. 
Small garages train mechanics in apprenticeship; the "market
 
ladies" in Ghana teach their children, relatives, and husbands the essen
tials of business administration; 
the model farmer is often more knowl
edgeable about growing crops than is the university-trained extension
 
officer. The challenge for research is simple. 
 Why not study, appraise,
 
and evaluate the potential of this vast mechanism for human resource
 
development, and explore the ways and means 
to improve its operation?
 

(iv) More case studies such as Jallade's analysis of expenditures
 
on education and income distribution in Colombia would be very valuable.
 
However, they should be extended to nonformal as well as 
formal education.
 
And, where possible, they should attempt 
to measure the benefits of edu
cation to individuals and groups in broader terms than in those of the
 
present expenditures on schooling minus payments in 
taxes. Data problems,
 
again, are the major obstacles for at least the near future.
 

(v) More longitudinal or "tracer studies" 
are needed to relate
 
schooling and organized training to experience in the workplace. 
Admit
tedly, such follow-up studies are difficult and expensive, but the returns,
 
in terms of project evaluation and feedback to skill and knowledge gene
rating institutions, could be very great.
 

(vi) Finally, the most critical need of all is for research on 
the
 
organization, leadership requirements, and skill generation processes for
 
rural development.
 

Today, the leadership of many developing countries is aware that a
 
rural transformation in which the masses share some of the fruits of
 
progress is 
one of the imperatives for an industrial revolution. 
In many
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countries there are experimental pilot projects in rural development,
 
2'
 

some fairly successful and others with quite mixed results. These
 

should be studied carefully, for they may suggest some solutions to the
 

problems of rural development which presently seem intractable to modern
 

man.
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CHAPTER V
 

POPULATION POLICY AND INCOME DISTRIBUTION
 

Bryan L. Boulier
 

This 	paper analyzes ways in which population policies can and do
 

affect income distribution in less developed countries. Population
 

policies are designed to influence one or more demographic processes:
 

fertility, nuptiality, mortality, and migration. Policies to influence
 

fertility are stressed, although relationships between mortality and
 

fertility are examined. The paper is divided into the following sections:
 

A. 	Demographic characteristics of less developed countries
 

B. 	Population change and income distribution in the absence
 
of policy
 

C. 	Welfare analysis of fertility reduction programs
 

D. 	Categories of population policy
 

E. 	Population policy and income distribution
 

F. 	Politics of population policy
 

G. 	Summary
 

A. 	 Demographic characteristics of less developed countries
 

As can be seen from table 1, demographic parameters vary considerably
 

across countries. For instance, the expectation of life at birth is an
 

average of about 45 years in Africa but is over 60 years in many Latin
 

American countries. The average number of children ever born to a woman
 

through the child-bearing ages varies from less than four to more than
 

eight. Customs and practices affecting fertility and knowledge, attitudes,
 

and practices of contraception differ among societies. The rates of
 

growth of populations are on average 2.0 to 2.5 percent per annum, al

though they exceed 3.5 percent in some countries. The consequence of
 

high fertility is a very young age distribution with as much as 45 to 50
 

percent of the population less than age 15.
 



160
 

Table 1. 
Demographic Characteristics of Selected
 

Less Developed Countries
 

Crude Crude 
 Expecta-

Birth 
 Death Growth 
 tion of
Date Ratea Ratea 
 Ratea 
 Date 
 Life
 

Africa 

Total 1965-71 47 21 26 1965-71 43 
Algeria 
Cameroon 
Ghana 
Kenya 
Nigeria 

United Arab 

1965-70 
1971 

1965-70 
1971 
1971 

49 
50 
47 
50 
55 

17 
26 
18 
17 
25 

32 
24 
29 
33 
30 

1965-70 
1965-70 
1965-70 
1969 

1965-66 

51 
41 
41 
49 
37 

Republic 1971 35 13 22 1961 54 

Asia 

Total 1965-71 38 11 27 1965-71 50 
India 
Iran 
Korea (South) 
Philippines 
Singapore 
Taiwan 
Thailand 

1965-70 
1971 
1971 

1971 
1972 
1971 
1971 

43 
48 
31 

47 
23 
24 
41 

17 
16 
9 

16 
5 
5 

11 

26 
32 
22 

31 
18 
19 
30 

1951-60 
1965-70 
1965-70 

1965-70 
1965-70 

1960 

41 
52 
62 

68 
68 
55 

Latin America 
Total 1965-71 38 10 28 1965-71 60 
Brazil 
Chile 
Colombia 
Costa Rica 
Mexico 
Peru 

1971 
1971 
1971 
1972 
1971 
1971 

41 
27 
43 
32 
44 
44 

11 
9 

11 
6 

11 
15 

30 
18 
32 
26 
33 
29 

1965-70 
1969-70 
1969-70 
1962-64 
1965-70 
1965-70 

61 
63 
63 
63 
62 
54 

aMeasured as births, deaths, and natural increase per 1,000 population.
 

SOURCES: 
 Dorothy Nortman, "Population and Family Planning Programs: 
 A
Factbook," Reports on Population/Family Planning, 5th ed.,

(September 1973), pp. 13, 22-31. 

2
 

United Nations, Demographic Year Book 1972 
(New York: United
Nations Department of Economic and Social Affairs, Statistical
 
Office, 1973).
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Besides variations in demographic parameters among countries, there
 

are also differentials in mortality and fertility within countries. In
 

general, fertility is higher in rural areas and is inversely correlated
 

with the income and education of parents. Fo. instance, in Thailand in
 

1969-70 the number of children ever born per ever-married woman aged
 

40-44 was 6.89 in ruial areas, 5.82 in provincial urban areas, and 5.32
 

in Bangkok-Thonburi. The reported numbers of living children for the
 

three groups were 5.63, 5.21, and 4.95, respectively. In urban areas,
 

ever-married women aged 35-44 with no schooling had 5.88 children ever
 

born; with one to three years of schooling, 5.36 children ever born; with
 

four years, 4.89; five to nine years, 4.52; and with ten or more years,
 

only 3.03. Persons who come from low-income families are also exposed
 

to higher levels of mortality.
 

The discussion in this chapter refers primarily to countries which
 

have achieved some measure of mortality decline, have high fertility,
 

and display rapid rates of population growth. It should be remembered
 

that not all countries or groups within countries have these character

istics, and that population policies need to be tailored to the parti

cular country.
 

B. Population change and income distribution in the absence of policy
 

In this section, the effects of population parameters on income
 

distribution are examined on the assumption that there is no active popu

lation policy. Subsection 1 explores population change and the functional
 

distribution of income and subsection 2 outlines the effects of differen

tial fertility and mortality on the size distribution of income.
 

1. Population growth and the functional distribution of income
 

Economists have long been concerned with the relationship of popu

lation growth to the functional distribution of income. Malthus and
 

Ricardo, for instance, argued that increases in population raised the
 

share of rent in national income. The analysis of the effects of
 

population change on functional shares is necessarily complex since it
 

depends inter alia on the effect of population growth on the rates of
 

growth of other factors of production and the composition of final de

mard, the substitutability of factors for one another in production,
 

the pricing mechanism, and the openness of the economy to international
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trade. 
 A full analysis of this complex of factors cannot be undertaken
 
in this chapter. 
Only the most important relationships will be reviewed.
 

Numerous studies have explored the effects of population growth on
 
capital accumulation. Early studies argued that rapid rates of popula
tion growth reduce the ratio of private savings to income by increasing

the ratio of dcpendents to adult members of the labor force and, thereby,

the ratio of consumption to income. 
 More recent work has suggested

that the magnitsxde of the depend-ncy effect is less than might be sup
posed. Dependents are born into a family group so that an additional
 
child's consumption is met partially by a reduction in the consumption

of other family consumption not just savings. 
 If incomes 
are so low that
 
there are no savings, increased numbers of dependents can have little
 
impact on household savings. Additional children may also induce other
 

members to increase their work effort and to augment family income.
3
 

Another criticism of the dependency burden approach is that it is
 
really a model of household savings, and household savings comprise only

30 to 40 percent of total savings. Other important sources are busi
ness and government savings. 
 The impact of population growth on these
 
sectors has not been much explored. Bilsborrow suggests that an increas
in the number of dependents may marginally reduze business and government
 

savings. 4 In his macroeconomic model, an increase in the number of
dependents reduces household expenditure on nonagricultural goods,
 
diminishing business profits and savings and indirect taxes on business
 
receipts. 
Government savings are also affected if government expenditures
 
are 
sensitive to population growth. 
 If educational expenditures or
 
health expenditures per child are fixed, decreases in population growth
 
rates would permit increases in government savings. 
 It may, however,
 
be the case that reductions in expenditures would result only in increased
 
expenditures on other services.5 
Indeed, a benefit of reduced growth is
 
that for the same volume of expenditures, a greater fraction of children
 
could be educated or investments with more immediate returns could be
 
undertaken.
 

Empirical work on the effect of the dependency burden is hampered by

inadequate data.
daa6 In a cross-national study, Leif has shown that youth

dependency depresses the ratio of savings to income,7 although Gupta

shows that the relationship does not hold for countries with extremely

low per capita incomes. 
 Kelley analyzes the empirical relationship in
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9 
greater detail. On balance it would appear from available evidence that
 

population growth does reduce savings. Empirical estimates of the magni

tude of the effect are not very precise.
 

Thus far it has been seen that population growth undoubtedly raises
 

the ratio of labor to capital and of labor to land and reduces the ratio
 

of capital to land. But as has been noted, the connection between these
 

factor changes and income distribution is complex and can be examined
 

fully only in the context of a general equilibrium model. Several models
 
10
 

have been apVlied to the Mexican economy by John Isbister. Isbister
 

compares the growth path of the Mexican economy under two alternative
 

population projections: (i) no change in fertility and (ii) a decline
 

in the general fertility ratio (the ratio of births to women 15-44) from
 

.22 in 1970 to .10 in the year 2000.11 His models are of the Lewis

Ranis-Fel type with three sectors (manufacturing, urban-traditional, and
 

agriculture), with all savings from profits, and no investme-it in agri

culture. When the economy is closed and the urban wage is a fixed multi

ple of the agricultural wage, reduced population growth lowers the relative
 

price of food and money wages in the manufacturing sector, thereby stimu

lating increases in manufacturing employment, output, profits, and savings.
 

In the longer run, the low fertility population has a smaller labor force
 

and rural average earnings, and the supply price of urban labor rises,
 

with a tendency for profits and savings to decline.
 

Isbister finds that by the year 2015, the high fertility population
 

numbers about 295 million and the low fertility, only 170 million; the
 

rates of growth are 3.95 percent per year and 1.88 percent, respectively.
 

The ratio of profits to GNP is 45 percent in the low fertility projec

tion compared to 42 percent in the high projection, but the ratio of
 

profits to GNP has begun to decline because of upward pressure of wage
 

rates. In this simulation at least, the effect of lower fertility is
 

to increase profit's share in GNP for at least a generation and to de

crease the share of wages plus rent. However, per capita income in the
 

low fertility population is 70 percent higher than in the high fertil

ity population, and food production per agricultural worker is 49 per

cent higher with low fertility.
 

To return to the classical question about the consequences of popu

lation growth, it would appear that reductions in population growth rates
 

are likely to reduce the share of rent in national income. First, smaller
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populations need not resort to inferior land to supply additional agricul
tural output. Second, with diminished population growth greater capital

accumulation permits substitution of capital for land. 
Third, as a result
 
of increased per capita income, the consumption bundle is less land
intensive.
 

To 
sum up this section, all that can be said is that the relationships
 
between population change and functional income distribution are complex
 
and that there are no general findings.
 

2. Demographic parameters and the size distribution of income
 
It is generally the case within LDCs that fertility is inversely
 

related to family income and the education of the parents. 
 While the
 
effects of differential mortality partially offset higher fertility to
 
reduce the differentials in the number of surviving children per family,
 
it is still generally the case 
that the number of surviving children per
 
family is larger for low-income and low-education households. 1 3 
 This pat
tern of differential fertility affects both the current 
distribution of
 
consumption and the future distribution of income.
 

a) Current distribution of income
 
For a given size distribution of income among individuals, the dis

tribution among families will be less unequal, since low-income individ
uals belong to larger family units.14 
However, the size distribution of
 
consumption will be more unequal than the distribution of family incomes
 
since the number of persons per family is larger in low-income families.
 
For instance in Puerto Rico in 1953, the lower 60% 
of families received
 
30.3% of income and the upper 5% received 23.4% of incomE. 
 A crude
 
adjustment of data for family size by reestimating ordinal shares for
 
individuals yields a share of only 26.8% for the lowest 60% of individ
uals and a share of 26.8% for the top 5%.15
 

Equalizing tendencies include economies of scale in consumption,
 
the possibility that additional dependents stimulate addiLlonal work
 
effort on the part of parents, and contributions by older children in
 
excess of their consumptici requirements. 
 There is no evidence for
 
economies of scale in consumption in LDCs, although Espenshade has shown
 
in the United States that the marginal cost of a child declines as 
the
 

http:units.14
http:households.13
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16
 
number of children increases. There is no reason to suspect that this
 

might not also be true for LDCs. There is also no evidence from LDCs
 

that children stimulate increased work effort on the part of the parents.
 

Indeed, additional children may reduce the labor supply of the wife.
17
 

In any case, the marginal returns of additional effort are likely to be
 

small and there is a decrease in utility from a reduction in leisure.
 

Children may, however, add to family incomes, particularly in rural
 

areas. In some LDCs as many as 20% of children less than 15 are in
 

the labor force. In India in 1961, 11.1% of the rural and 5.3% of
 

the urban male labor force consisted of children aged 7 to 15.18
 

Whether they contributed income beyond their own consumption is unknown.
 

To the extent that additional children force their older siblings into the
 

labor force it may be at the cost of educational investment, depending
 

upon the extent to which education is financed by the family and there is
 

overlap of the employment period with school.
 

While there have been no studies of the individual connections between
 

family size and ..lbumption, the net effect has been examined. In a study
 

of preschool children in Candelaria, Colombia, in 1963 it was found that
 

malnourishment increased with the number of living children. For
 

families of women 30 or more years old, 48.7% of children from families
 

with six or more living children were malnourished compared with only
 

35.2% of children from families with four or less.19 The relationship
 

also holds when the literacy of the mother is held constant. Among lower
 

classes in Great Britain, the height that children attain is inversely

20
 

correlated with the number of siblings. And, holding constant the social
 

clas there is a decrease in IQ of about 1.8 points for each additional
 
21
 

sibling. There is also substantial evidence to show that:
 

(i) The incidence of contagious diseases increases with family size;
 

(ii) Maternal mortality and complications of pregnancy increase with 

parity; 

(iii) Maternal mortality and complications of pregnancy are inversely 

related to birth intervaLs; and
 

(iv) Infant mortaLity, morbidity, and malnutrition are inversely
 

related to birth intervals.
22
 

http:intervals.22
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In short, the bulk of the evidence suggests that differential fertil
ity can contribute to a distribution of consumption worse than is implied
 
by data on the distribution of family income.
 

b) Future distribution of income
 
Besides influencing the current distribution of consumption and in

come, differential fertility may have adverse consequences for the long-run
 
distribution of income. 
 First, the consumption effects of differential
 
fertility reduce the future income of children in large families by reducing
 
investment in such children and lowering the productivity of investment.23
 

Second, children born into large families receive a smaller share of an
 
already small inheritance. Inheritance may be quite an 
important factor
 
in the distribution of agricultural holdings over time. 
 While a detailed
 
analysis of inheritance and the long-run distribution is too complex for
 
this chapter, it is easily seen that the role of inheritance is dependent
 
inter alia on the following factors:
 

(i) The initial distributions of property and the returns 
to
 
property;
 

(ii) The distribution of earned income;
 
(iii) The determinants of wealth accumulation, including what part of
 

income is consumed and what part is transmitted to heirs;
 

(iv) Taxation of inheritance;
 

(v) Inheritance patterns (e.g., primogeniture or equal division);
 
(vi) Marriage patterns (e.g., 
no marriage between income classes 
or
 

equal probability of marriage between classes);
 

(vii) The level of, and differentials in, fertility, and
 
(viii) 	The level of, and differentials in, mortality.24
 

Demographic factors play the following fairly obvious roles. 
 The
 
smaller the degree of intermarriage between income classes, the greater
 
is long-run inequality. Since low-income families have larger family size,
 
they accumulate less wealth and their wealth is split into more fragments.
 
The mean length of generations of low-income families is shorter, so that
 
initial property is split more often.2 5 
 Furthermore, given the level of
 
mortality, the higher is the level of fertility the more rapid is the
 
rate of growth of population. As discussed above, this depresses the
 
rate of growth of capital, raises the rates of labor to capital, raises
 
the returns per unit of capital, and lowers the returns per unit of
 

http:often.25
http:mortality.24
http:investment.23
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labor. If capital and the returns per unit of capital are more unequally
 

distributed than labor earnings, the variance in the distribution of
 

income will be larger.
 

The influence of the level of, and differentials in, mortality
 

on income distribution is complex. Given the level of fertility, the
 

lower is mortality the higher is the growth rate. And as has been argued,
 

rapid growth may lead to greater ingome inequality. However, there is
 

evidence that levels of fertility and mortality are not independent,

26
 

since high mortality may encourage high fertility. In most LDCs,
 

children are sources of old-age security and provide income when parents
 

are unable to work because of illness. If children are subject to a
 

high risk of dying, parents must have larger numbers of children to
 

insure an adequate number of survivors. Moreover, since high mortality
 

reduces the returns to, and raises the riskiness of, investment in human
 
27
 

capital, parents are encouraged to substitute numbers of children for
 

increased expenditures per child under conditions of high mortality.
 

Thus, reductions in mortality may lead to lower fertility. The net effect
 

of a reduction in mortality is probably to increase the growth rate since
 

the demand for surviving children is probably not perfectly inelastic.
23
 

To some extent mortality differentials by income class offset some of the
 

effects of differential fertility outlined in the previous paragraph.
 

Three other effects of mortality should also be noted. First, mortality
 

influences the age at which property is transferred. Second, high mor

tality may encourage consumption rather than savings by raising the sub
29
 

jective discount rate for prospective investments, so that if low-income
 

persons face higher mortality their accumulation of property is further
 

depressed. Third, mortality and morbidity are associated. Improvements
 

in health which increase life expectancy for the poor are also likely to
 
30
 

reduce the incidence of morbidity and raise their productivity.


It is likely that high fertility and high mortality and fertility
 

and mortality differentials within countries imply a long-run worsening of
 

the income distribution. Quantifying the various connections has not been
 

attempted, but it appears that they are significant. If that is the case,
 

programs to reduce fertility where mortality has begun to decline and to
 

reduce fertility differentials may have great impact on the long-run
 

distribution of income while at the same time improving the current
 

distribution of consumption.
 

http:inelastic.23
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C. 
 Welfare analysis of fertility reduction programs
 
Numerous studies have indicated that reductions in fertility would
 

yield substantial increases in per capita income or per capita consump
tion. For instance, in the Isbister article cited earlier the reduc
tion in fertility yielded a per capita income 70 percent higher than
 
simulations without a reduction in fertility. 31 
 Total GNP may also be
 
higher with a reduction in fertility depending upon the productivity of
 
labor and the extent of increased capital accumulation with lower
 
fertility.32 
 These figures suggest that a fertility reduction would be
 
desirable if it occurred spontaneously. A more difficult problem is to
 
evaluate the benefits and costs of projects to 
encourage a fertility
 
reduction. Approaches to these problems are reviewed in this section.
 

1. Costs
 
Conceptually, calculating the costs of averting births in 
conven

tional family planning programs is relatively straightforward. 
 In
 
practice, insufficient data have precluded accurate estimation. 
 Several
 
estimates are discussed below.
 

Table 2 gives estimates of program costs per birth averted and costs
 
per contraceptive acceptor for various programs. 
 There is insufficient
 
information about the cost data and the procedures for calculating births
 
averted to compare the costs of the various programs. Estimates of the
 
cost per birth averted from acceptor data are quite sensitive to the
 
procedure used in deriving births averted.3 3 
 Births averted per acceptor
 
depend upon the fertility of acceptors in the absence of the program and
 
Lheir fertility subsequent to acceptance. For instance, if acceptors are
 
merely substituting publicly provided supplies for private supplies of
 
similar contraceptive efficiency, the program has no effect on fertility.
 
If program supplies do increase contraceptive usage, then births subse
quent 
to acceptance depend upon the method chosen, the effectiveness with
 
which it is used, and the age and fecundity of the acceptor. 
 For
 
example, a tubal ligation of a 25-year-old woman will prevent more births
 
than the sterilization of a 40-year-old woman.
 

The rank order of cost per birth averted by method in Singapore need
 
not apply to other countries since it depends upon the cost of distribu
ting supplies and the characteristics of acceptors by method, which may
 
vary considerably between countries.
 

http:averted.33
http:fertility.32
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Table 2. Costs per Birth Averted and Costs per Contraceptive
 

Acceptor in Various Family Planning Programs
 

India (1969-70):
 

Average cost per birth averted (in Rs.), all states: 153.66
 
Range: 83.55-288
 

Philippines (1967-71):
 

Cost per acceptor (in US$) 9.55
 
Cost per birth averted (in US$) 7.72
 

Singapore (1971):
 

Recurrent cost per birth averted (in 1971 US$):
 

Oral 37.23
 
Condom 14.70
 
IUD 17.64
 
Other 22.86
 
All 29.72
 

Cost per acceptor, various countries (in 1970 US$):
 

Korea (1961) 6.70
 
Singapore (1963) 3.61
 
Taiwan (1963) 4.00
 
Mauritius (1969) 20.47
 
Hong Kong (1950) 8.47
 
Iran (1967) 5.93
 
Thailand (1968) 10.60
 
Colombia (1968) 12.70
 
Tunisia (1969) 39.00
 
Ceylon (1966) 10.15
 
Philippines (1970) 14.50
 

Cost per acceptor (in 1969 US$):
 

Korea (1969) 8.25
 
Taiwan (1969) 5.0
 

Costs of incentive programs to avert births are more difficult to
 

ascertain since any large incentive program could require tax increases
 

sufficient to reduce the supply of effort or redistribute sufficient income
 

to families with lower savings propensities to affect savings measurably,
 

so that current and future output may be affected by the program.
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2. Benefits
 

Calculations of the benefits of averting births is 
conceptually
 
more difficult. 
A varity of methods have bcn suggested. In an analysis
 
of a reduction in fertility in India, Julian Simon using Coale and
 
Hoover's projections calculated the benefits of averting a birth by
 
discounting the difference in GNP over a 25-year period attributable
 

to fertility reduction by 
the discounted births averted.3 5 
 The welfare

comparison assumed that India is at least as 
well off without the program
 
as 
it is with the project if GNP is at least 
as 
great with the program.
 
At a 15% discount rate it was calculated that 
the economy as a whole
 
would benefit up 
to Rs. 570 or $114 per birth averted in 1952-53
 
prices. That is, 
the low fertility population could afford to 
transfer
 
up to 
$114 per birth averted and still be 
as well off as 
the high fertility
 

population.
 

There are three important shortcomings of the Simon procedure. 
 First,
 
it conccntrates only on changes in aggregate income, while per capita in
come may be a more relevant economic variable. 
 Second, the real resource
 
costs of the 
transfer payments 
are ignored. 
 Third, the Simon procedure
 
ignores bome of the distributional aspects of population policy. 
The
 
second point was discussed under the 
costs subsection. 
The first and
 
third points are now discussed.
 

In the Coale-Moover model, the marginal product of labor is 
zerc.
 
If the marginal product of labor is 
not zero, aggregate GNP may well
 
be larger in the long run with higher fertility. Unlike most investment
 
projects which affect only aggregate output, population projects are
 
fundamentally different in that they alter the size of the population
 
receiving the product. 
Application of the Simon technique might not
 
yield a very large payment per birth averted in the Isbister model since
 
aggregate GNP is 
at most 3% higher with low fertility and is 2%
 
lower at the end of 45 years, even though income per capita is 
70%
 
higher with low fertility. Demeny36 
examines, for instance, the maximum
 
amount of real resources which could be invested in a population program
 
and leave the lower fertility population at least as well off in terms of
 
per capita income. Needless to 
say, this approach yields a larger amount
 
which could be invested per birth averted. 
 If population projects 
are to
 
be compared with other investment projects and per capita income is 
the
 
decision criterion, then returns 
to alternative projects should be
 

http:averted.35
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deflated by population. This procedure ignores the utility of children,
 

however.
 

An alternative way of approaching the problem of fertility reduction
 

projects is through conventional welfare ant.iysis. If couples made their
 

decisions about additional births by weighing the benefits and costs of
 

those births, and there were no externalities or market imperfections
 

(including information), and individuals' preferences were to be counted
 

in evaluating population programs, there would be no a priori reason for
 

government intervention in the fertility decision-making process.
 

Clearly, however, couples make fertility decisions in the absence of
 

information about fertility control, and there are important externalities.
 

a) Information
 

There is considerable evidence that couples in LDCs are unaware of
 

contraceptive alternatives, with the result that they choose suboptimal
 

contraceptive methods and have higher fertility than they might other
37
 

wise choose. Direct questionnaires indicate that couples in many
 

LDCs have little information about efficient contraceptive methods.
 

Contraceptive information is inversely correlated with education and
 

income. Numerous studies have also indicated that couples are unable to
 
38
 

restrict fertility to desired levels. The high incidence of abortion
 

in some countries may also be an indicator of less than optimal fertility
 

control.
 

Lack of knowledge about the benefits and costs ' children may also
 

be a source of nonoptimal fertility decisions. Publicity to inform
 

couples about the costs and benefits of children may be desirable. Where
 

mortality has been reduced, campaigns to acquaint prospective parents
 

about the higher probability of child survival may be relevant, since
 

part of the decision to have an additional birth is motivated by the
 

actuarial decision to ensure a sufficient number of surviving children.
 

On the other hand, Schultz's results for Taiwan and the results of
 

Nerlove and Schultz for Puerto Rico 39 indicate that the lag between
 

reduced mortality and reduced fertility may be as little as three years..
 

Finally, couples may falsely assume that society expects them to
 

follow high fertility norms. Psychic costs to defying these norms may
 
40
 

be reduced with propaganda promoting low fertility.
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b) Externalities
 

A second important reason why private decisions about fertility may
 
be socially nonoptimal is a divergence between private and social costs
 
of children. 
If parents do not bear the full costs of child-bearing, it
 
may be presumed that fertility will be higher than is socially optimal.
 
In this section, four types of externalities are considered: 
 (i) intra
family externalities, (ii) public consumption externalities, (iii) long
run externalities, and (iv) political externalities.
 

(1) Intra-family externallities
 

There are intra-family externalities if members of a family unit
 
are affected by the decision to have an additional child but are not
 
compensated for the losses they suffer. 
The most important externality
 
is probably that existing children suffer diminished consumption, invest
ment, and inheritance when a sibling is added. 41 
 While the family unit
 
may be thought to be an ideal unit to 
internalize these externalities,
 
children do not have very great bargaining rights in these matters.
 

A similar intra-family externality occurs in extended families. If
 
the present value of the marginal product of a birth is less than the
 
present value of its share of income, others suffer a net loss.
 

(2) Public consumption externalities
 
Public consumption externalities refer to consumption of publicly
 

provided goods or transfer payments. If the present value of taxes paid
 
by an additional child is less than the present value of public expendi
tures on the child, there is a net loss to 
the rest of society. 42 True
 
public goods, where the marginal costs of extending the service to an
 
additional person are zero, 
are not relevant. Education and health
 
expenditures 
are probably the most important sources of externalities in
 
less developed countries. An evaluation of the costs and benefits of a
 
post-partum family planning program in Jamaica yielded a benefit-cost
 
ratio of 4.5 
to 1, where costs included the capital and operating costs
 
of the facili:y discounted at 10% and the benefits were the discounted
 
private cost-savings by the avoided costs of child-rearing and govern

ment savings in 'zenditureson health and education.4 3 
 If private
 
resource savings are excluded from the calculation and tax payments
 
are ignored, the benefit-cost ratio falls 
to 2.3 to 1. In general
 

http:education.43
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it may be expected that the present value of tax payments is low or even
 

zero if there are tax deductions for children or the marginal product of
 

labor is low.
44
 

(3) Long-run externaiities
 

Long-run externalities refer to the costs imposed on others when
 

the child enters the labor force. Suppose that labor markets were
 

perfectly competitive, with each person receiving his marginal product.
 

An additional member of the labor force reduces the marginal product of
 

labor and thus the wage rate. Recipients of labor income suffer a
 

decline in income; owners of property receive increased income. If the
 

marginal utility of income ot ,,age earners is greater than that of
 

property owners, there is a negative externality. Needless to say, the
 

magnitude of this externality is not easily quantified, especially since
 

it.depends upon the weights of the various members of society in tc.
 

social welfare function.
 

(4) Political externalities
 

Political externalities refer to the proposition that political
 

groups receive pclitical power in proportion to their numbers. While
 

all may benefit if fertility is generally lowered, it is not in the
 
45
 

interest of any single group to do so. Achievement of low fertility
 

is afflicted with all the problems of public goods.46 The failure of
 

Lebanon to take a census in recent years is attributable to the fear of
 

upsetting a delicate balance of power between Christians and Moslems,
 

which was established when there were more Christians than Moslems.
 

Higher Moslem fertility has presumably reversed the size ordering.
 

Lincoln Day (1967) has shown that, ceteris paribus, the fertility of
 
47
 

Catholics is inversely related to their population proportion. Oppo

sition to family planning programs in the United States by some black
 

leaders is also a reflection of this political externality. For further
 
48
 

examples, see Weiner.


c) Social and private risk
 

A final market imperfection leading to nonoptimal fertility is a
 

divergence between private and social risk. An important motive for hav

ing children is old age insurance.49,50 When mortality is high, each
 

http:goods.46
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couple must have a large number of children to ensure a reasonable proba
bility of having support from their children when they are old. 
 Assuming

that couples continue to have children until they have had enough to
 
assure a .95 probability of having a son when the father reaches age 65,

each woman surviving through the child-bearing ages must have 4.96 births

when the expectation of life at birth is 50 years. 
 The intrinsic rate of

natural increase for a population with these characteristics is .025 per
51
 
annum.
 

A substantial amount of evidence has been accumulated that suggests

that fertility is a function of mortality. 
 It is also clear that the

expected rate of return on births for old-age support is quite small,

since the costs begin immediately and the returns, which must be dis
counted by the probability of parent and child survival, are received at
 
a much later date. 
 On the other hand, in the absence of alternative
 
arrangements for old-age security, they may be the best available
 
alternative.
 

Given that old-age security is an important motive for fertility, it

is at once apparent that the level of fertility privately chosen is
 greater than the optimal number, since private and social risks diverge.

The social risk of having an inadequate number of the next generation

for parental support is zero, while the risk to a low fertility family

facing a high mortality schedule is large. 
 The implication of this point

is that policies to provide families with social security may be important

in reducing fertility. 
Varying the level of social security payments with
 
the level of fertility attained may be desirable.53 Such policies are
examined in the policy section of this chapter.
 

3. Summary
 
One may conclude from the evidence presented in sections B and C that
reductions in fertility and in fertility differentials are likely to yield


less unequal distributions of current and future income, and that the re
turns to investments in programs to reduce fertility are quite large even

with fairly conservative criteria, so that such investments are justifiable
 
on efficiency grounds. 
 In the next two sections, specific policies and
 
their distributional consequences are examined.
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D. Categories of pupulation policy
 

Policies to influence fertility may be divided into three basic cate

gories: persuasion, alterations of relative prices, and coercion.
54
 

Persuasive policies attempt to affect preferences for children. Policies
 

using the price system alter the direct and opportunity costs of, or
 

returns to, fertility. Antinatal coercive policies provide legal sanc

tions against fertility or nuptiality; pronatal coercion includes legal
 

restrictions on the purchase or sale of methods of fertility limitation.
 

Table 3 lists examples of the different policies. The examples are pri

marily antinatal policies, but they could be used to promote fertility.
 

For instance, a tax on births is an antinatal policy. The pronatal
 

analogue is a birth subsidy.
 

Table 3. Population Policies
 

Persuasive policies
 

Propaganda to encourage couples to reduce fertility to promote the
 
ideal of a small family.
 

Promotion of labor force participation by females.
 

Encouragement of breast-feeding.
 

Price policies
 

Provision of contraceptive information.
 

Subsidies for contraceptive devices, sterilization, or abortion.
 

Payments for the practice of contraception (e.g., vasectomy bonuses).
 

Payments for periods of nonpregnancy or for child-spacing.
 

Withdrawal of maternity benefits after N children.
 

Witbdrawal of family allowances after N children.
 

Taxes on births or removal of tax deductions for children.
 

Provision of only N years of free schooling to each nuclear family.
 

Contributions to pensions varying inversely with family size.
 

Coercive policies
 

Minimum legal age for marriage.
 

Required abortion for illegitimate pregnancies.
 

Legal sanctions against abortion, sale of contraceptive devices, or
 
provision of contraceptive information.
 

Restrictions on the import of contraceptive materials.
 

http:coercion.54
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1. Persuasion
 

it is difficult for economists to evaluate the role of persuasion or
 
propaganda in a population program, accustomed as they are 
to assuming
 
preferences as "given." 
 Rationales for persuasive policies usually pre
sume that the government or state should play a paternal role for its
 
citizens and is in a superior position to determine what is best for the
 
nation viewed as a whole. 
 From that position it is easily argued that
 
the state should take an advocacy position to counter institutional con
trol over reproduction, which amounts '55
to "coercive pronatalist policy."
 
A campaign slogan saying "Two is Best" is a logical slogan in that frame
w:rl.. If, 
on the other hand, the state is viewed as a collectiun of
 
individuals, each of whom is capable of eva2iating his o;.n welfnae given
 
sufficient information, the arguments for persuasive policies have little
 
basis for support. 
Rather, provision of information, not exhortation, is
 
a proper role of policy. "Children are Costly" is a logical slogan.
 

While some population programs have attempted to persuade couples
 
that fewer than three or fewer than four children are ideal family sizes,
 
little is known about the effectiveness of purely persuasive policies in
 
reducing fertility, although it is fairly certain that pronatal persuasiAve
 
policies in developed countries have had small impact on behavior.
 

2. Price policies
 

In section C, it was shown that market imperfections and externalities
 
yield private decisions about fertility which are socially nonoptimal.
 
Raising the private direct or opportunity costs of births, reducing the
 
money and psychic costs of birth prevention, and correcting for diver
gence between private and social risk can be accomplished by altering
 
prices. The effectiveness of such policies and their effects on income
 
distribution will be examined in considerable detail in section E.
 

It should be noted that a variety of government policies, particu
larly policies that are intended to redistribute income, could have
 
pronatal consequences, although their impact may be small. 
 Free educa
tion, maternal and child welfare care benefits, and provisions for public
 
housing based on family size fall into this category. Analysis of
 
European family allowances indicates that they have had little impact on
 
fertility.56
 



177
 

3. Coercive policies
 

Coercive policies consist of laws prohibiting individuals from under

taking certain activities. Penalties may be imposed for breaking the law.
 

In some ways, coercive policies are analogous to price policies in that
 

they have price effects. For instance, a law prohibiting marriage of
 

women below age 15, if enforced, raises the price of legal marriages for
 

14-year olds to infinity. The relative price of consensual marriages falls.
 

The average price of macrying for 14-year olds increases, thereby diminish

ing the quantity demanded, although there is substitutability of extra-legal
 

for legal marriage. Laws penalizing abortions raise the money price and
 

psychic costs of abortions, thereby discouraging their purchase and sale.
 

The extent to which the number of abortions decreases is a function of the
 

price increase (itseJf a function of law enforcement) and the price elasti

city of demand.
 

The use of coercive policies depends upon the seriousness with which
 

population problems are viewed, the population's approval of the policy,
 

and the administrative expense of enforcing the policy. For instance,
 

required abortions for illegitimate pregnancies or pregnancies after the
 

Nth live birth would find little support in any nation and would (par

tially for that reason) be expensive to administer.
 

The examples of laws affecting requirements for entry into marriage
 

and abortion were not chosen capriciously. Policies to reduce the rate
 

of population growth by raising the age of marriage or otherwise reducing
 

marriage rates have been proposed by some authors as has liberalization
 
57
 

of abortion laws. In this section, these two policy measures are dis

cussed briefly.
 

Lestaegha has demonstrated that changing patterns of marriage could
 

have significant impact on the rate of growth of populations in less
 
58
 

developed countries. In a simulation analysis of Middle Eastern
 

countries, he showed that the gradual acceptance of a European pattern

59
 

of marriage over a thirty-year transitional period would reduce the
 

crude birth rate from 46 per thousand to about 34 per thousand at the
 

end of 75 years, assuming no change in age-cpecific marital fertility
 

rates. A reduction of age-specific fertility rates of about 40 percent
 

over a transitional period of 40 years was required to yield a similar
 

reduction in crude birth rates, assuming no change in age patterns of
 
60
 

marriage. Unfortunately there are only a few examples of the appli

cation of nuptiality policies which might serve as guides to the
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formulation of a marriage policy. 
Three examples which have been studied
 
are the People's Republic of China, India, and Bavaria in the nineteenth
 

century.
 

Shortly after coming to power in China, the Communists set the
 
minimum legal age of marriage at 18 for women and 20 for men. 
Attempts
 
to 
raise the minimum age have been defeated, but the "optimal age" was
 
set at 30 for men and 22 for women by the Party in 1963. The government
 
has used administrative powers to enforce the optimal age by restricting
 
access to education and assigning "noncompliants to unpromising jobs or
 
to inhoLritable frontiers or rural areas." 61 
 Chen suggests that the
 
sanctions primarily affect urban educated youti. and are not applied in
 
rural areas 
 There are no data to evaluate tue effects of the policies
 
on the Pgz 
at marriage or in turn on fertility.
 

In India, where the average age of marriage for women is perhaps the
 
lowest in the world, laws setting the minimum legal age of marriage for
 
women at 14 were passed in 1929 and the age was raised to 16 in 1956.
 
While the laws appear to have had some effect in raising the age at
 
marriage, there is considerable controversy over the effects 
on fertility.
 
First, there is a delay between marriage and consummation (or "return
 
marriage"). 
 This period is inversely related to 
the age at marriage..
 
For instance for marriages 
from 1930 to 1939, the delay averaged 27.6
 
months for women married below age 15 but only 3.2 months for those
 
married at age 15 
or older. 6 2 Second, pregnancy at very young ages
 
Lnay result in later subfecundity. 

The final example of limits on marriage were restrictive laws passed
 
in German provinces in the 1830s. 
 Knodel has concluded that increased
 
illegitimacy offset between 50 and 90 percent of the legitimate births
 
prevented by the legislation.63
 

The second example of coercive policy is prohibition of abortion.
 
Very few less developed countries permit abortion on request of a woman
 

6 4
or a woman and her spouse.
 While data on abortions are unreliable,
 
given social and legal sanctions against abortions, induced abortion rates
 
iv many less developed countries appear to be quite high. 
 Tndeed, high

abortion rates have been partly responsible for the adoption of family
 
planning 1rograms in countries such as 
Chile and Mexico.
 

Aside from the lack of reliable data on the extent of illegal abor
tion in less developed countries, very little is known about the costs of
 

http:legislation.63
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incorporating abortion in a family planning program or the costs of
 

restrictive abortion laws. Costs of incorporating abortion in a family
 

planning 	program in a less developed country have not been estimated.
66
 

Data from countries that have liberalized abortion laws should permit
 

calculation of these costs. The costs of restrictive abortion laws are
 

associated with increased birth rates and increased maternal morbidity
 

and mortality. Table 4 gives illustrative annual rates of pregnancies
 

and deaths associated with pregnancy, contraception, and induced abor
tion in developed countries. No estimates for less developed countries
 

are available. The costs associated with treating illegal abortions may
 

also be quite large. An interview study of women in three Latin American
 

cities estimated that 26.7 to 40 percent of induced abortions resulted
 

in hospitalization. Armijo and Monreal in 1965, and Omnan in 1971,
 

estimated that each hospitalized post-abortion case in Chile required
 

3.21 bed 	days.
67
 

Table 4. Hypothetical Annual Rates of Pregnancy and Death Risks with
 

Contraception and Legal Abortion per 100,000 Women of
 

Reproductive Age in Fertile Unions
a
 

Pregnancies Deaths 

No contraception, no abortion 40,000-60,000 8-12 

No contraception, all pregnancies 
aborted 100,000 3 

Highly effective contraception, 
no abortion 100 3 

Moderately effective contra
ception, no abortion 11,800-13,000 2.5 

Moderately effective contracep
tion, all pregnancies aborted 14,300 0.4 

aAssumes 	low maternal mortality.
 

SOURCE: 	 Christopher Tietze and Deborah Davison, "Induced Abortion: A
 
Factbook," REorts in Population/Family Planning 14 (December
 
1973), p. 47.
 

Little is known about the income distribution impact of including abor
tion in family planning programs. Table 5 shows percentage estimates of the
 

number of induced and spontaneous abortions by socio-economic class for
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Table 5. Percentage of Women Who Have Had One or More
 

Abortions, by Socio-Economic Status
 

Country or Year 
Sub-National of 

Area Survey 

Chile: Santiago, Quinta 1962-63 
Normal districta 

Korea, Republic of: Seoul, 1963 
Sung Dong Gub 

Korea, Republic of: 1965 
Yongi Gun (rural)c 

Peru: Limad 1964 

Taiwane 1966 

Taiwan: Taichungf 1962-63 

% Women With 
Socio-Economic Abortion 

Indicator Experience 

Education: 
Illiterate 27 
Intermediate level 33 
Intermediate level 41 
Intermediate level 24 
4 years secondary 26 

or more 

Education: 
No school 17 (16)* 
Intermediate level 23 (31)* 
Intermediate level 
Intermediate level 

30 
35 

(39)* 
(60)* 

College or more 37 (80)* 

Education: 
No school 4 
Intermediate level 6 
Middle school or more 8 
Class: 
Lower 45 
Intermediate level 33 
Upper 35 

Education: 
Low 9 
Intermediate level 14 
High 18 

Education-

No school 8 
17 
18 
17 

Graduate senior high 28 
school or more 

a448 working-class women of fertile age.

b3,204 currently married women, 20-44.
 
c2,0 8 4 current] "arried women aged 20-44; 
random sample.

d500 Peruvian-bo,.a upper-class women; area cluster sample.
 
e4 ,989 married women, 20-44; random probability sample.
 

,432 women, 35-39.
 
*By completion of child-bearing, aged 40-44.
 
SOURCE: Emily Campbell Cavar, International Inventory of Information on
 

Induced Abortion (New York: International Institute for the
 
Study of Human Reproduction, Columbia University, 1974), pp.
 
387-89.
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several countries. The two types of abortions cannot be separated. It is
 

likely that larger proportions of women from lower socio-economic classes
 

have had spontaneous abortions since they have higher fertility, poorer
 

nutrition, and less ac(ess to medical care. Thus, higher income classes
 

may well have greater demand for induced abortion. In addition, if pro

vision for abortion is tied to the existing distribation of medical
 

manp, wer and institutions (see below), resources used for abortion will
 

be positively related to income class. Study of Tunisian data should
 

permit further examination of this point.
 

Although legal restrictions on abortion result in higher birth rates
 

and maternal mortality, the decision about legalizing abortion involves
 

complex ethical issues. However, since some countries have liberalized
 

abortion laws or are contemplating liberalization, further research on
 

the role of abortion in family planning programs is desirable. Finally,
 

if less developed countries do choose to include abortion in their pro

gram mix, restrictions on aid programs which prohibit funding of such
 

activities seem unwarranted.
 

E. Population policy and income distribution
 

In sections B and C, it was shown that in the long run, reductions
 

in population growth may yield considerable improvements in per capita
 

income and in the real standard of living of workers. The interactions
 

between income distribution and fertility reductions in the absence of
 

policy were also outlined in those sections. In this portion, concern is
 

with the distributional consequences of specific population programs.
 

In particular, who have been the beneficiaries of conventional family
 

planning programs? What change in programs would spread benefits more
 

widely? What are the distributional consequences of tax and incentive
 

schemes?
 

Traditional family planning programs are examined in the next sub

section. Levels of expenditures by source of funds are examined first.
 

Then the distribution of direct services among users is presented.
 

Subsection E,2 evaluates the likely success and distribution conse

quences of tax &nd incentive programs.
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1. Family planning programs
 

Traditional family planning programs have concentrated on providing
 
information about contraception and supplying contraception services in
cluding sterilization at or below market cost. 
 The information aspects
 
of such programs are undoubtedly redistribution to middle- and low-income
 
groups since high-income groups already possess such knowledge. 
 The pro
vision of subsidized services involves some direct redistribution of
 
income. 
 The amount of redistribution depends upon the 
sources of program
 
finance and the characteristics of users.
 

a) Expenditures and sources of funds
 

The sources of funds for family planning programs include foreign
 
aid, domestic taxes, and user fees. 
 Table 6 shows a breakdown of total
 
and per capita funds 
for major family planning programs for several
 
LDCs for 
the most recent year for which data are available. As 
can be
 
seen from the table, expenditures per capita and sources of funds vary
 
considerably among countries. 
 Generalizations are:
 

(i) Foreign contribut)nz to program expenditures 
are large
 
relative to other government programs. International funding for pop
ulation research and program funding increased from $2 million in 1960
 
to $124 million in 1970 and perhaps $250 million in 1972. 
 In 1971,
 
official population assistance by Western countries was less than 2% of
 
official development assistance. 
 In that year, about 2.9% of U.S.
 
development assistance ($96 million) was allocated for population
 

activities. 69
 

(ii) Government expenditures on 
family planning expenditures are
 
ordinarily less 'han 0.2% of total government expenditures. Exceptions
 
are: 
 Fiji (0.27% in 1972), India (3.7% in FY 1972), 70 
Indonesia (0.6%
 
in FY 1971), Mauritius 
(1.1% in FY 1972), and the Philippines (0.63%
 

in 1972).
 

(iii) 
Government family planning expenditures are generally less
 
than 5.0% of expenditures on health. 
Exceptions are: Indonesia
 
(24.2% in FY 1972), 
Iran (5.2% in FY 1971), South Korea (12% in 1972),
 
Mauritius 
(9.1% in FY 1972), Philippines (10.5% in 1972), 
and Taiwan
 

(9.3% in FY 1973). 71
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Table 6. Total and Per Capita Funds for Family Planning
 

Programs 	by Major Source of Funds
 

Annual Per
 
Total Funds (in US $1,000) Capita Budget
(in US certs)
 

Inter- Foreign Private
 
Country and Govern- national Govern- OrgF ii- All Govern- All
 

Year ment Agency ment zation Sources ment Sources
 

Bangladesh (FY 1972) 3,200 800 0 0 4,000 4 5 
Dominican Republic 

(1972) 80 u 24.6 74 178 1.9 4.1 
Fiji (1971) 157 u u u 157 29 29 
Ghana (FY 1972) 391 6 u 165 562 4 7 
Guatemala (1973) 34 517 0 105 656 0.60 12 
Hong Kong (1972) 249 133 u 73 455 6.0 11.1 
India (FY 1972) 86,590 ua Ua u u 15.3 u 
Indonesia (FY .972) 5,663 4,000 u 9,663 4.6 7.9 
Iran (1972) 9,000 1,600 u 96 10,696 29 35 
Jamaica (FY 1971) 1,090 u u u '1 56 u 
Korea, South (1972) 3,470 550 1,112 450 5,582 10.4 16.7 
Laos (1972) u 6 500 28 534 u 17 
Malaysia, West 

(1973) 1,060 u u u u 11.1 u 
Mauritius (FY 1972) 673 2 15a _a 0 888 81 107 
Morocco (1972) 347 u u u u 2.2 u 
Nepal (1970) 85 u 305 u 390 1.8 2.6 
Pakistanb (FY 1969) u u u u 22,405 u 17.2 
Philippines (1972) 1,331 0 4,500 160 5,991 3.4 15.6 
Taiwan (1973) 1,012 0 0 225 1,237 6.6 8.1 
Thailand (1973)c 
Tunisia (1973)Turkey (1972) 

1,900 
278 
u 

1,400 
819 
u 

1,000 
543 
u 

700 
u 
u 

5,000 
1,640
1,797 

4.8 
5.2 
u 

14.0 
30
4.8 

aAny foreign government allocation is included under international agencies.
 
bprior to the independence of Bangladesh.
 
cIncludes an estimate of contributions of personnel and facilities of the
 
health network to the family planning program.


dIncludes only the direct monetary costs of the program. Does not include
 
contributions of any health program into which the family planning pro
gram is integrated.
 

UUnavailable.
 

SOURCE: 	 Dorothy Nortman, "Population and Family Planning Programs: A
 
Factbook," Reports on Population/Family Planning, 5th ed., 2
 
(September 1973), pp. 89-91.
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(iv) Expenditures per capita are small. 
 In only one country

(i!furitius) are expenditures of funds from all sources as great as 
$1.00
 
per capita.
 

There are no data to show the extent of private payments for contra
ceptive services and supplies. 
 Fees for services are common, especially
 
for oral contraceptives, condoms, and diaphragms, although in the major
ity of countries fees are reduced or waived for those unable to pay.72
 
When incentives are offered on a large scale, payments are made only for
 
male or female sterilization, except for India where a payment for IUD
 
insertion is given in some states. 
 Cash payments as large as $8.00 have
 
been offered at some vasectomy camps, and $2.00 has been paid for
 
female sterilization. In Pakistan (1972), 
there were payments of $1.50
 
for male sterilization and $2.00 for female sterilization. An indirect
 
incentive also exists in countries where health care may be provided
 
free with visits to 
family planning clinics. Experimental incentive
 
programs will be discussed in the next section.
 

Besides government programs and expenditures for fertility reduction,
 
there is a considerable private market for contraceptive services. 
 As
 
much as 40% of total expenditures for contraceptive supplies consists of
 

private expenditures. 73 
 Table 7 shows the percent of women using public
and privately provided contraceptive supplies, for various countries.
 
There are practically no 
data to show the use of privately marketed sup
plies by income class, although some evidence in the next section indi
cates 
that high-incoine couples use private-sector supplies even when
 
family planning clinics are avaiLable, and current or ever use of contra
ception varies positively with education in countries with no programs.
 

b) Distribution of benefits
 
Traditional family planning programs provide information and services.
 

In this section, data on the distribution of benefits of family planning
 
programs are analyzed. 
The evidence supports the conclusion that on
 
balance the benefits are larger the lower is income, except that the very
 
lowest income and education groups are under-represented among users.
 
Two reasons for the under-representation are lack of demand for services
 
and the tendency for program facilities to be located in urban and
 
higher-income areas.
 

http:expenditures.73
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Table 7. Users of Family P3 inning Services by Source of Supplies
a
 

Program Supplies Private Sector
 
All Sources and Services Supplies and Services
 

Users as a Users as a Users as a
 
Percent of Percent of Percent of
 

Number of Married Number of Married Number of Married
 
Country and Users Women Users Women Users Women
 

Year (l,000s) Aged 15-44 (l,000s) Aged 15-44 (l,000s) Aged 15-44
 

Egypt (1973) 1,015 20.7 776 15.8 239 4.9
 
Fiji (1973) 26.8 33.4 23.2 28.9 3.6 4.4
 
Guatemala 44 3.8 31.9 2.7 12 1
 

(1973)
 
Hong Kong 235 52 113 25.2 122 27.1
 

(1973)
 
India (1973) u u 13,861 13.6 u u
 
Indonesia u u 850 3.3 u u
 

(1972) b
 
Iran (1971) >403 >9.3 328 7.6 u u
 
Kenya (1971) 45.4 2.2 45.4 2.2 u u
 
Malaysia, u u 123.5 9.3 u u
 
West (1973)
 

Mauritius 24.6 21.2 19.5, 16.8 5.0 4.3
 
(1972)
 

Mexico (1973) 910 13.1 66.5 1.0 843.5 12.2
 
Morocco 126.5 5.6 48.0 2.1 78.5 3.5
 

(1973)
 
Nepal (1971) u u 59.9 2.5 u u
 
Pakistan 2,600 12 2,600 12 u u
 

(1971)c
 

Philippines 563 11 563 11 u u
 
(19 73)d
 

Singapore 49.9 18.3 49.9 18.3 0.0 0.0
 
(1973) 

e 

Taiwan (1973) 1,120 58 530 27 590 30
 
Thailand 1,284 25.7 883 17.7 401 8.0
 

(1973) 
Tunisia (1973) u u 45 6.4 u u 
Turkey (1973) u u 160 2.5 u u 

81ncludes sterilization.
 

bIncludes only IUDs and oral pills.
 
cPrior to the independence of Bangladesh.
 
dMost private supplies and services are provided by clinics that receive
 

financial support from the government, and acceptors at these clinics
 
are reported in the program data. Private use through other channels
 
is considered too low to affect the total.
 

elncludes only oral pills and sterilization.
 
ulnformation unavailable.
 

SOURCE: Dorothy Nortman, "Population and Family Planning Programs."
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Information. 
A priori, one expects the information benefits to be
 
progressive, since high-income and -education groups already possess
 
relatively more contraceptive information. 
 There have been some attempts
 
to measure increases in knowledge as a result of information campaigns.
 
In West Bengal, following an intensive campaign of newspaper advertise
ments, radio broadcasts, slides and films, exhibitions and street
 
posters, the greatest gains in knowledge of at least one contraceptive
 
method "were among women with primary school or lower education and among
 

the lowest income groups." 74 On the other hand, following a radio cam
paign in Cali, Colombia, "increases in knowledge of where to go for service
 

were greater among the better educated than among the less educated." 75
 

It would appear that increases in knowledge of contraception depends upon
 
where and by what means communications are made.76 Finders fees and user
 
incentives can have considerable impact on the diffusion of contraceptive
 

information.
 

Finally, it should be remembered that the goal of an information cam
paign is not just to provide family planning information but to stimulate
 
contraceptive use. If higher-income groups are more responsive to margi
nal information than are low-income groups, it is possible that purely
 
informational campaigns could yield greater benefits to 
the rich.
 

Use. The more important question of the use of program services is
 
now discussed. 
 There are only a few studies that compare the population
 
of acceptors with the population at risk. Table 8 summarizes five studies
 
from various parts of the world. The Philippines study compares users
 
with the national population; the Indian study compares users with eli
gibles in Howrah district; and the Nigerian study is only for Lagos.
 
Excepting Nigeria, it appears that users 
of services are drawn predomi
nantly from the middle- and lower-middle-education groups, with the
 
highest-income and -education groups under-represented. The highest
income groups are under-represented because they rely on privately pro
vided services. In the Philippines the lowest-education groups are
 
under-repitseaced because the clinic-population ratio falls off in rural
 
areas. 
 Location of clinics may also partially explain the Nigerian find
ings, although it would also appiar that the underlying demand for
 
services by low-income groups is also small. 
 The Costa Rica example
 

compares users with the poptilations served by six clinics scattered over
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Table 8. Distribution of Benefits of Family Planning Programs
 

Philippines (Jan.-June 1970):
 
Education 


None 

Grades 1-4 

Grades 5-7 

High school 1+ 

College 1+ 


Occupation of Husband
 
White collar 

Blue collar 

Farmer-fisherman 

Other 


Legos, Nigeria (1971)
 

Acceptors 

1.4% 


17.0 

36.8 

26.8 

18.0 


18.9 

50.2 

24.6 

6.3 


Education
 
No Formal Primary Only 

Acceptors 38.7% 37.6% 
KAP Survey 56.9 28.5 

Howrah District, India (1968-70): Area 

Married Women, 15-44
 
13.2%
 
32.0
 
32.6
 
14.7
 
7.5
 

14.8
 
12.5
 
60.9
 
11.8
 

Secondary and More
 
23.7%
 
14.6
 

Urban Slum Rural 
Education Clinic Eligible Clinic Eligible Clinic Eligible 

Illiterate 23.9% 41.0% 68.3% 46.4% 59.7% 70.4% 
Literate but 
below primary 32.4 11.7 10.5 1.4.6 19.9 8.8 
Primary 26.7 30.8 11.3 18.6 14.7 15.7 
Middle+ 16.4 16.4 5.9 20.4 5.9 5.0 

Costa Rica (1970):
 

Annual Income Attended
 
(1970 colones) Clinic 


<100 65.% 

100-399 65.4 

4(00-699 53.7 

700-999 48.1 

1000+ 35.1 


SOURCES: Philippines--J.E. Laing, "The Philippines: 


Did Not Attend Clinic
 
34.2%
 
34.6
 
46.3
 
51.9
 
62.5
 

Family Planning Accep
tors, January-June 1970," Studies in Family Planning, vol. 2, no.
 
5 (May 1971), pp. 113-19.
 

Nigeria--Robert W. Morgan, "Family Planning Acceptors in Lagos,
 
Nigeria," Studies in Family Planning, vol. 3, no. 9 (September
 
1972), pp. 221-26.
 

India--Murari Majumdar et al., "Use of Oral Contraceptives in
 
Urban, Rural, and Slum Areas," Studies in Family Planning, vol.
 
3, no. 9 (September 1972), pp. 227-32.
 

Costa Rica--R. Michielutte et al., "Facturs Associated with
 
Utilization of Family Planning Clinics in Costa Rica," Social
 
Biology, vol. 20, no. 2 (July 1973), pp. 160-72.
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the country. The lowest-income groups are as 
likely (or more likely) to
 

use the clinic services.
 

The evidence of these studies suggests that the benefits of family
 
planning programs typically are received by middle- and lower-midle
income and -education segments of the population, but that in many popu
lattons the lowest-income and -education groups would participate more
 
heavily in programs if clinics and service dispensaries were dispersed
 
more widely. 
Part of the reason why programs have been concentrated in
 
urban rather than in rural areas 
is that programs have restricted the
 
dispensing of IUDs and oral pills to physicians, who tend to be located
 
in urban areas. While access 
to medical care is desirable in the event
 
of complications, there is no reason why dispensing these contraceptives
 
requires a physician. Several programs have trained and employed para
medical personnel, including midwives, to distribute IUDs and orals.
 

(i) In 1966 Pakistan began tra4
o-.ag local family planning vis
itors. By 1969, paramedical personnel were performing 70 to 80 percent
 
of all IUD insertions. 

78
 

(ii) Fifteen percent of all IUD first insertions (6 percent urban
 
and 20 percent rural) in South Korea in 1968 were performed by midwives,
 

nirses, and family planning workers. 7 9
 

(iii) 
 In Barbados, starting in 1965, nurse-midwives were used as
 

primary insertors of IUDs.
80
 

(iv) In Malaysia over 90 percent of acceptors use orals and the
 
majority of prescriptions are given by lay personnel.
 

(v) And in Thailand, permitting midwives to dispense orals in
 
mid-1970 increased the .umber of health clinics with family planning
 
services from 300 to 3,000. 
Whereas there were only 26,000 acceptors
 
in rural health centers in 1968, there were 137,000 acceptors in 1970.
 
In 1970, there were 133,000 pill users, and in 1971 there were 294,000
 

users.
81,82
 

Studies in Pakistan, India, South Korea, Barbados, and Nigeria indi
cate that there is little difference between IUD insertions by physicians
 
or paramedical personnel in terms of complications or continuance
 
rates. 
 And Rosenfield has found that paramedics do a satisfactory job
 
of screening potential pill acceptors in Malaysia and Thailand. 84 
 The
 
International Planned Parenthood Central Medical Committee has con

cluded with respect to orals that "the health benefits almost
 

http:Thailand.84
http:workers.79
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certainly outweigh the risks of use in almost all cases....(and that) ...(it
 

has been found that the complications that do occur are difficuit to predict
 

by examination prior to use, but that access to follow-up facilities can be
 

important, especially in enhancing continuation.... (whoever normally meets
 

the health needs of the community, whether doctor, nurse, traditional mid

wife, pharmacist, or storekeeper, can be an appropriate person to distrilute
 

oral contraceptives." 8 5 Research on nonmedical distribution of orals should
 

be undertaken. An important part of any such program should be provision of
 

access to trained medical personnel for women who have complications or who
 
86
 

require assurance. While taking orals appears to be much safer than risks
 

imposed by the probability of additional pregnancies (see table 9), unsatis

factory experiences by women taking the pill may reduce acceptance by
 

others. 87
 

Increased emphasis should be placed upon commercial distribution of
 

condoms and other conventional contraceptives. The Indian Nirodh program
 

(launched in September 1968), which uses the distribution network of the
 

six largest consumer goods marketing companies and makes condoms available
 

to consumers at less than 20 percent of the usual market price, seems to
 

have considerable success in increasing the use of condoms and in widening
 

the distribution to smaller towns. Estimated monthly purchases of Nirodh
 

condoms were 1,585 thousand in June 1969 and 5,494 thousand in the period
 

April 1971 to March 1972; monthly purchases of other brands declined from
 

705,000 to 509,000 over the same period. Twenty percent of Nirodh condoms
 

were sold in towns of less than 20,000 population, compared to only six
 

percent of other brands. 88  Indian data also indicate, however, that con

doms are more likely to be used by couples of higher socio-economic status
 
89
 

than users of terminal methods of contraception (i.e., sterilization).


Whether the same pattern would be found in other countries is open to ques

tion since the Indian family planning program has concentrated primarily on
 

terminal methods, so that the observed structure of methods in use does not
 

necessarily represent the underlying preference structure.
 

In any case, it is important to stress that family planning programs
 

should not concentrate solely on a single method. First, discontinuation
 

rates of methods such as the pill and the IUD are often quite high. Evi

dence from Taiwan and Korea shows that a high proportion of those who
 

discontinue one method do switch to other methods if they are available.
 

Second, couples differ in their preferences among contraceptive
 

http:brands.88
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Table 9. Contraception and Maternal Mortality pet
 

1,000,000 at Risk, by Level of Health Care
 

No Contre- Condom/ 
 Oral Con
ceptiona Diaphragm IUD traception
 

Maternal mortality of 250
 

per 1,000,000 births
 
Pregnancies in any year 600,000 150,000 
 35,000 20,000
 

Deaths
 
Due to pregnancy 150 9
38 c 5 
Due to method 0 100 30
 
Total deaths 
 150 38 
 19 35
 

No Contra- Other b Oral Con
ceptiona Methods IUD traception
 

Maternal mortality of 5,000
 

per 1,000,000 births
 
Pregnancies in any year 400,000 112,000 22,000 
 26,000
 

Deaths
Due to pre:gnancy 2,000 560 110 130
 
Due to method 
 0 0 10 30
Tetal deaths 2,000 560 
 120 160
 

aPregnancy rates with no contraception assume prolonged breast-feeding in
 
countries with maternal mortality of 5,000 per 1,000,000 births.


b"Other methods" include condom (70 percent), spermicides, diaphragms, and
 
a small number of Depo-Provera acceptors.


CThese figures are approximations and the differences between IUDs and oral
 
contraceptives are not of statistical significance.
 

SOURCE: 
 Linda Atkinjon, et al., "Oral Contraceptives: Considerations of
 
Safety in Nonclinical Distribution," 
Studies in Family Planning,

vol. 5, no. 8 (August 1974), p. 244.
 

alternatives. For instance, couples desiring to space children would find
 
sterilization unacceptable. 
Expanding the alternatives may well increase
 

demand.
 

c) Distributional consequences of family planning
 
Examining only the distribution of expenditures, one may conclude
 

that middle- and lower-middle-income and -educational groups have IZne
fitted most from conventional family planning programs, with high-income
 
groups consuming private-sector services and the location of facilities
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and in some cases lack of demand inhibiting distribution of services to the
 

very iowest income groups. Ways have been discussed in which programs can
 

be modified to distribute benefits more widely. How successful they will
 

be depends in part upon the demand for services by low-income groups. In
 

the next section, tax and incentive schemes which are designed to encour

age reduced fertility are discussed.
 

2. Tax and incentive schemes
 

Recognition of the benefits of reduced fertility for achievement of
 

increases in per capita income and dissatisfaction with the response of
 

fertility to family planning programs have prompted some to advocate tax
 

and incentive policies to penalize high fertility or reward low fertility.
 

And, since externalities are associated with births, tax or subsidy pro

grams to internalize the external costs of fertility appear economically
 

justifiable.
 

This section is divided into three parts. The first part examines
 

the success of programs that have attempted to usc tax and incentive
 

sc' mes. The second and third parts examine the distributional conse

queaces of such programs.
 

a) Evaluation of the success of tax and incentive schemes
 

Table 10 gives examples of programs that have moved "beyond family
 

planning." 90  The actions taken in Singapore and the Philippines are too
 

recent for any evaluation of their effects on fertility. It is also too
 

soon to evaluate the short-term effects of the Taiwanese educational
 

scheme on fertility, although 67% of eligible couples joined the plan,

91
 

and a recent survey has shown some increase in contraceptive use.
 

The Gujarat and Ernakulem campaigns were exceedingly successful.
 

The Ernakulem campaign (1971) paid Rs. 114 in cash and in kind to
 

sf:ctomy patients and Rs. 135 for female sterilization. With the bonuses,
 

tV.re were 63,418 vasectomy acceptors compared to 10,662 in 1968-69 and
 

15,005 in November and December 1971.92 The reported median age of the
 

wives of acceptors was 30.8 years, ard the mean number of children ever

born was 4.1 compared to an average of 4.2 in the district. The crude
 

birth rate was estimated to have dropped three points as a result of the
 

campaign. The Gujarat campaign paid Rs. 65-75 per vasectomy acceptor,
 

and 232,000 vasectomies were performed in a two-month period. Sixty-five
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Table 10. Tax and Incentive Programs
 

Singapore: elimination of priority for large families in the allocation of
subsidized housing; limitation of paid maternity leave to that for two
children; scaling of delivery fee by parity; 
a reduction or income tax
relief from five to three children; lower priority for choice of primary
school admission for children of fourth birth order or higher; and
waiver of delivery fees if the husband or wife elects sterilization
 
after the last birth. (August 1973)
 

Philippines: 
 tax relief for dependents restricted to four persons 
(March
1972); paid maternity leavn which employers must grant to women employed
for more than one-half year is limited to the first four deliveries.
 
(March 1973)
 

Taiwan: 
 experimental program in one township establishing free bank deposits earmarked for redeemable education certificates. Enrolled women
with no more than three living children receive annual deposits to the
account. 
 Entries plus interest can total $385 after 14 years for couples
with two or 
fewer children or $192 for couples with three children.
Couples with four children are dropped from the plan. 
 (September 1971)
 
India: 
 vasectomy and female sterilization bonuses in sterilization campaigns 1-t Gujarat and Ernakulem; payment of vasectomy bonus to workers
in Tata ndustrial firms (September 1967-March 1970); and an experiment
on a tea estate with payments into individual savings accounts for
periods of nonpregnancy, to be paid out when the woman reaches age 50.
The payment is viewed as a form of sociil security in place of children.
 

percent of the acceptors were illiterate.9 3 No comparison with the popu
lation at risk has been made. 
 The success of these two campaigns has
 
sometimes been attibuted to the incentive payments. 
Lack of an experi
mental design makes quantitative evaluation difficult.
 

In the Tata experiment two groups of firms were Thosen to examine
 
the effects of vasectomy bonuses. 
 Starting in September 1967, a total
 
of 3,'88 workers in four factories were offered incentives of Rs. 
210
220 about $27 U.S.). A total of 3,872 workers in five other nearby
 
fivs (presumably the two sets of factories were chosen tandomly from
 
tht came set) were offered Rs. 
10-20 (three factories) and Rs. 35-55
 
(two factories). 
 For the lowest paid Tata workers, the incentive of
 
Rs. 210-220 represented well more than a month's pay. 94 
 In the first
 
six months, 2,58% of workers in the high-incentive factories adopted
 
sterilization and 0.71% in the low-incentive factories. 
By March 1970,
 
the cumulative percentage of adopters was 8.99% and 5.84% in high- and
 
low-incentive factories, respectively.95
 Table 11 indicates that
 

http:respectively.95
http:illiterate.93
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Table 11. The Tata Incentive Program
 

Percent of Factory Workers
 
Adopting Sterilization
 

Monthly Income High-Incentive Low-Incentive 
(Rupees) (3,988 workers) (3,872 workers) 

Less than 200 10.6% 3.3% 
201-500 9.3 6.2 
501-1,000 6.4 7.6 
More than 1,000 4.0 5.9 

low-income workers were more likely to adopt sterilization when the large
 

incentive was paid.
 

The final incentive experiment has been carried out on ten estates in
 

India. This experiment has been financed by the estates. For each month
 

of nonpregnancy, each woman receives Rs. 10 per month deposited in a
 

blocked savings account. The woman is to receive the accumulated savings
 

at age 50. For each birth occurring to a woman who has zero, one, or two
 

children, no payments are made for one year. For a woman who has three or
 

more children, an additional birth results in a loss of payments for one
 

year and a deuuction of up to Rs. 880 from the account. The firm pays
 

maternity costs and hospital care and contributes approximately Rs. 100 per
 

year for food, schooling, and clothing for children less than age 12 and
 

approximately Rs. 15 for medical care for children ages 13 to 17. Dis

counting costs at .065 per year yields a present value of Rs. 1,000 per
 

child. Ten Rs. per month for 13 years discounted at the same rate, yields
 

Rs. 1,000. Since, however, two, three, or four births would be averted,
 

the firm gains substantially if the program is successful but suffers no
 

losses if it is not successful. The program had no difficulty in gaining
 

acceptance by workers and appears to be successful in reducing fertility.
 

Too few data exist at present to evaluate the success of incentive
 

schemes, although the tea estate plan shows considerable promise. More
 

experimentation should be undertaken to evaluate the costs of such
 

schemes. It should be noted that the payments made in schemes have thus
 

far been far smaller than the value per birth averted, as estimated in
 

various macro-model.s.
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b) Distribution of consequences of tax and penalty programs
 
Taxes on births, withdrawal of family allowances or maternity bene

fits, or limiting tax deductions to N children raise the cost of children.
 
There are several difficulties with such programs. 
 Taxes on births or
 
limitations on tax deductions could not be applied in some 
countries
 
because only a small part of the population is subject to the income
 
tax. 
 Birth taxes would be difficult to administer in any case. 
With
drawal of family allowances or maternity benefits could only have a large
 
impact on fertility in countries where such benefits are paid to more
 
than a small part of the population.
 

In countries where such policies could be pursued, they are likely
 
to have adverse distributional consequences. 
 Taxes on children or births
 
are likely to be regressive since low-income families have higher fer
tility, although taxes varying with income could be devised. 
In addition,
 
taxes, reduced allowances, or 
limits on the amount of education avail
able to each nuclear family further reduce the welfare of children who
 
already suffer with the addition of a sibling. No tax or negative
 

incentive can surmount this obstacle.
 

3. Distributional consequences of incentives
 
In this section, incentives are defined as 
positive payments in money
 

or 
in kind to couples for avoidance of births, for periods of nonpregnancy,
 
or for contraceptive acceptance. 
 Incentive payments to persons who find
 
clients or payments to suppliers of contraceptive services are not dis
cussed, although they have played an important role in many programs. 9 6
 

The effects of taxation or penalty shemes and positive incentive
 
schemes are related, since both transfer income from those who have high
 
fertility to 
those who achieve low fertility. There is some presumption
 
therefore that positive incentive schemes may well worsen income distri
bution. 
Whether this is so depends upon the incidence of taxes to finance
 
the scheme, the nature of the incentive, and the characteristics of those
 
who receive the incentive. 
 For example, if taxes are progressive and lower
income couples are more responsive to the incentive scheme, there may be
 
some redistribution to lower-income groups. 
 The Tata industrial program
 
is an example where low-income workers accepted vasectomies at higher
 

rates.
 

http:programs.96
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There are numerous variations in incentive schemes. 9 7 Payments can
 

be made for contraceptive acceptance, periods of nonpregnancy, or varying
 

social security benefits with numbers of children ever-born. Payment for
 

contraceptive acceptance is probably only feesible for sterlization,
 

since other forms of contraception are subject to "non-use." Payments can
 

also vary with the age of the acceptor (for sterilization) or perhaps
 

parity. Payments can be made concurrent with either sterilization or a
 
period of nonpregnancy or can be postponed to the end of the child-bearing
 

period or retirement. They might also have an annuity feature.
 

Payments for periods of nonpregnancy are likely to be expensive to
 

administer since they require periodic examinations (say two per year)
 

and are subject to the difficulty that couples can receive benefits for
 

several years, stop, have a child, and then resume receiving payments.
 

Varying payments with the length of period since the time of last preg

nancy may be devised to lengthen 'he interval between births. Longer
 
intervals, even if children ever-born per woman does not change, increase
 

the mean length of generation ana reiuce the growth rate. Large payments
 

for four or five years with reduced payments thereafter may incr2ase
 

intervals between births, although payments which are reduced signifi

cantly may induce couples to have an additional birth so as to begin
 

receiving the large payments again. Large payments immediately after
 

birth also contain a significant amount of rent since fecundability is
 

lower in the first year (or more with breast feeding) after the last
 

birth.
 

Varying social security payments with the number of children ever

born presents administrative difficulties in phasing in each generation
 

and is subject to abuse when there is inadequate birth registration. In
 

addition, such schemes do not have the immediacy that payments earlier in
 

life would have.
 

Payments for sterilization would seem to be a possible coi,:olement
 

to existing family planning programs in countries where sterilization is
 

acceptable. Ethical acceptance can be ga!Led b, presenting a payment at
 

the time of sterilization as a compensation for the time and inconvenience
 

involved and an additional deferred payment as old-age security compen

sation for not having children for old-age support.98 Ridker (1969) has
 

worked out .arious schemes for India involving payments of a Rs. 1,000
 

http:support.98
http:schemes.97
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bond for sterilization after three children and Rs. 1,500 for steriliza

tion after two children.
 

Assume that India's birth rate drops only to 31.2 by 1991 without the
 
scheme. The population size of India would be 953 million at that date.
 
If 50% of the women accept the three-child scheme, the birth rate would
 
drop to 25.3 by 1991, and the population would be only 836 million at
 
that date. 
 If payments of Rs. 50 are made at the time of sterilization,
 
the cost of the program would have been Rs. 94 million in 1966 and would
 
be less than Rs. 150 million by 1981. When significant numbers of women
 

reach the age of 50, the current outlay increases to about Rs. 2,000
 
million per year in 1986. One-hundred percent acceptance of the three
child scheme would reduce the birth rate to 17.5 per thousand by 1991,
 

yielding a population of 720 million at that time.
 
All things considered, incentive schemes deserve consideration as
 

adjuncts to family planning programs. By compensating fndividuals for
 
having smaller families (if children have positive present values), in

centives stimulate demand for contraception and may have positive :ffects
 
on income distribution. Only by experimenting with alternative schemes
 
will the effects on income distribution, fertility, and the costs of
 

alternative programs be known.
 

F. Politics of population policy
 

In recent years there has been a significant expansion in the number
 
of countries with official policies to reduce population growth rates or
 
support family planning activities for other than demographic reasons.
 

Table 12 shows positions taken by governments of developing countries by
 
region. Part of the increase in interest in population policy may be the
 
result of increased funds available for population programs and of pressure
 
by aid donors. For the most part, however, the adoption of policies has
 

come about for more fundamental reasons:
 

(i) New estimates of exceedingly high rates of population growth;
 

(ii) Surveys showing that substantial numbers of women (and men)
 
want more information about controlling fertility and want to limit their
 

family size;
 

(iii) High abortion rates;
 

(iv) Increased awareness that development plans have been frustrated
 

by rapid rates of population growth; and
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Table 12. Number of Countries and Distribution of the Population in the
 

Major Regions of the Developing World, by Government Position on
 

Population Growth and Family Planning Activities: 1972
 

All Asia
 
developing Latin b and
 

Government positiona countries Africa Americab OceaniaC
 

Number of countries
 
All positions 118 47 29 
 42
 
Official policy to reduce the 31 7 6 18
 
population growth rate
 

Official support of family 28 9 14 5
 
planning activities for other
 
than demographic reasons
 

Balance: no policy to reduce 59 31 
 9 19
 
the growth rate and no support
 
of family planning activities 

1972 population (in millions)
 

All positions 2,678 
 363 273 2,042
 
Official policy to reduce the 1,970 34
79 	 1,857
 
population growth rate
 

Offical support of family 341 146 121 74
 
planning activities for other
 
than demographic reasons
 

Balance: no policy to reduce 367 138 118 i1
 
the growth rate and no support
 
of family planning activities
 

Percent distribution of population
 

All positions 100 100
100 	 100
 
Official policy to reduce the 74 22 12 91
 
population growth rate
 

Official s'ipport of family 13 40 44 4
 
planning activities for other
 
than demographic reasons
 

Balance: no policy to reduce 38 5
13 44 

the growth rate and no support
 
of family planning activities
 

aGovernment positions are based on the latest information available, and
 
population data are estimates for 1972. 
 For a full description of the
 
criteria used to classify government positions and the problems encoun
tered, see Nortman (1973).
 

blncludes the Caribbean area plus Central and South America but excludes
 
Argentina (24 million) and Uruguay (3 million), both of which have low
 
fertility.


cExcludes Japan (106 million) and Israel (3 million), which have low fer
tility. Includes Melanesia, Polynesia, and Micronesia in Oceania (4
 
million).
 

SOURCE: 	 Dorothy Nortman, "Population and Family Planning Programs: A
 
Factbook," Reports on Population/Family Planning, 5th ed., 2
 
(September 1973), p. 21.
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(v) Demonstration effects of adoption of population programs by
 
other countries.
 

There are still countries without policies, and in countries
 
with policies the level of reso'irces devoted to population programs is
 
less than might be desirable. Opposition to, 
or lack of support for,
 
population policies arises from many motives. 
 Amofig them are:
 

(i) Equation of population size with power;
 
(ii) 
A belief in some countries that uninhabited areas "offer
 

limitless opportunities for colonization--and that one of the major
 
obstacles to 
taking advantage of these conditions is the shortage of
 

'9 9
"
people.
 

(iii) A belief that development will induce reductions in popula

tion growth;
 

(iv) Religious conviction that fertility control is immoral;
 

(v) Fear of charges of genocide by internal opposition;
 

(vi) Nationalism; and
 

(vii) Ideology.
 

Nationalism as 
a source of opposition to population limitation assumes
 
many forms. 
 First, in some countries there is concern with populating
 
boundary areas against encroachment by neighbors.100 Second, some indi
viduals are persuaded that the concern 
in developed countries, particu
larly in the United States, about the population growth of LDCs reflects
 
an attempt on the part of the former to preserve the LDC natural resources
 
for use by the developed countries. 
 And in Latin American countries, some
 
"do 
not want to believe that they have a population problem precisely
 
because the United States is foremost in insisting that they have one."1 0 1
 

There i- also ideological opposition from the left. 
 Some contend, as
 
did Marx, that concern with population is merely a ploy to disguise the
 
true sources of underdevelopment and social ills. 
 Others believe that a
 
revolutionary transformation of society is a prerequisite for development
 
and that population pressure will hasten the revolution.
 

Given the sensitivity to population questions in some countries, donors
 
should beware of overselling population policy. 
For the same reason, it is
 
probably desirable to funnel aid for population policy through multilateral
 
agencies. Involvement of personnel from LDCs with active population
 
policies is also desirable. Where there is opposition to family planning
 
programs, donors might concentrate aid in the infra-structure which might
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be used for population programs, especially those pertaining to maternal
 

and child health. Assessing demographic parameters and training indige

nous demographic researchers is also part of long-run formulation and
 

promotion of population policy.
 

G. Summary
 

This paper has attempted to summarize existing knowledge on the
 

relationships between population policy and income distribution. It has
 

been argued that high rates of fertility and patterns of differential
 

fertility prevalent in LDCs tend to lead to less equal size distributions
 

of current and future incomes. Rapid rates of population growth also
 

impede the attainment of higher levels of per capita (and perhaps aggre

gate) income and frustrate the accomplishment of almost all other goals,
 

such as improvements in nutrition, education, and health of the popula

tion.
 

Examination of the benefits and costs of fertility limitation pro

grams indicates that benefits significantly exceed costs when income
 

distribution aspects of such programs are ignored. Analysis of tradi

ditional family planning programs supports the conclusion that on
 

balance the benefits are larger the lower is income, except that groups
 

with the very lowest income and education are under-represented among
 

consumers of family planning services. Two reasons for the under

representation are lack of demand by low-income groups and the tenden

cies for program facilities to be located ii urban and higher-income
 

areas. Greater use of paramedical personnel in programs and more reliance
 

on commercial channels may widen the population served by family planning
 

programs. As a possible alternative, tax and positive incentive schemes
 

have been examined. Although only limited evidence is available for
 

positive incentive schemes, it appears that they may be successful in
 

inducing increased demand for fertility limitation by low-income groups
 

and in distributing income toward them. Tax-schemes or negative incen

tives are likely to be difficult to administer and may have adverse
 

distributional consequences.
 

Although this chapter has concentrated on programs immediately
 

directed toward fertility limitation, it must not be forgotten that
 

determinants of fertility involve a whole complex of factors not included
 

in family planning or incentive programs. Education, health care, female
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employment, and social insurance are also important. 
 While there .L4 no
 
catalogue of necessary and sufficient conditions for fertility decline,
 
all of these factors are to 
some degree related to fertility and are
 
important in attaining a sustained fertility decline. 
 In short, a
 
population program is no substitute for development, but it should be
 
an important component of a development program.
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CHAPTER VI
 

WAGE POLICY AND INCOME DISTRIBUTION IN DEVELOPING COUNTRIES
 

Richard Webb
 

In the House of Commons on Thursday, Mr. Moore on presenting a petition
 
from the ribbon and silk weavers of Coventry, moved for leave to bring in
 
a Bill for increasing the present low prices of manufacture. Mr. Moore
 
stated that workmen were divided into five clas::ses, all working 16 hours
 
a day, or 96 hours a week. The first class did not earn mcre than lOs.
 
a week, being about 2-1/2d. for every two hours of the hardest kind of
 
labor; the second class earned 5s.6d. a week; the third 3s.9d.; the fourth
 
2s.; the fifth 18d. or about 3d. for 12 hour's libor. The motion being
 
generally opposed, Mr. Moore withdrew it (From The Observer, Monday,
 
17 May 1819.)l
 

The Child Care Center will give free attention to maternity cases
 
and to babies, for employees up to class 40 on the attached table, as 
wall as their respective dependents. (Clause 16 of the 1959 Collective 
Agreement with Workers" Union at the Volta Redonda Steel Works in Brazil. 

A. Introduction
 

The stark contrast between the world of the Coventry ribbon weaver in
 

1819 and that of the Volta Redonda Steel worker in 1959 cannot be attributed
 

to general economic development in Brazil; in 1959 about half of the Bra

zilian population lived on annual incomes of between U.S.$50 and $100.
3
 

Nor can it be imputed solely to an improvement ii labor and welfare legis

lation. At the San Pedro sugar planta-ton in Northeast Brazil, for instance,
 

"Two-thirds of the heads of households made less than the legally established
 

minimum daily wage ... which was then approximately U.S.$0.90. ... Three-


NOTE: I amiparticularly grateful to Charles Frank, Jr., with whom I jointly
 
developed the outline and main ideas for this chapter. Helpful comments
 
and suggestions were also provided by John Eriksson, Arnold Harberger,
 
Peter Thormann, Henry Bruton, and Richard Sandbrook. I received coosider
able research assistance from Carl Dahlman. Doris Garvey and Louka
 
Papaefstratiou. The views expressed in this chapter are my own and should
 
not be ascribed to the World Bank or to its affiliated institutions.
 

'I._ 
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quarters of the heads of families were illiterates; 83 percent of the
 
children of school age were not going to school. 4 
 Yet, 80 percent of the

heads of households were union members.5 
 Despite minimum wage laws, an
 
officially recognized union, and a relatively large firm (about 2,000
 
workers), the average income of farm workers at San Pedro was $0.50 a day.6
 

These contrasts--both over time, and within one poor countr',--raise
 
questions regarding the actual and the desirable contribution of wage policy.
 
Clearly these contrasts are the joint result of greatly changed labor
 
policies (a&ong with underlying attitudes--in .art, a demonstration effect
 
of developed countries) and of a different, much more dualistic structure
 
of economic growth.
 

On first examination, wage policy appears central to any redistributive
 
program. Most inequality in poor countries 
can be broken down into that
 
between capitalists and workers, and that within labor--the labor "elite"
 
versus the rest of the labor force. 
 The obvious redistributive approach
 
is to level wages, and raise them at the expense of capital income. Also,
 
since many of the rural poor are part- or full-time wage earners, any
 
attack on rural poverty will eventually mean raising rural wage levels.
 
Thus, it is hardly surprising that wage increases are 
the most familiar
 
feature of redistributive political programs.
 

Yet there is a broad consensus among economists that wage increases
 
'
are, by and large, "the easy solution" but a "most unfortunate 7 approach
 

to income redistribution in LDCs. 
 This generally negative attitude toward
 
wage increases is supported by three different arguments: such pressure
 
is held to be (i) futile, because for most of the la)ir force, and in the
 
long run, market forces will dominate; (ii) inequitable, because it benefits
 
a relatively small "middle-income" group rather than the mass of the poor;
 
and (iii) harmful, because it reduces employment by increasing capital
intensity in the modern sector and slows growth by reducing savings. 
 There
 
is, of course, an inconsistency between the futility and the bad-effects
 
arguments, but each may be valid in different situations.
 

This chapter is a review of the arguments a),d the evidence regarding
 
the impact of wage policy on income distribution in LDCs. Following this
 
introduction, the impact of wage policy Ln income distribution will be traced
 
by examining policy formulation (section B); policy implementation,
 
particularly as it is constrained by market structures 
(section C); and
 
the direct impact of policy on the wage levels of target groups (section D).
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Direct effects in current wage levels are only halt the story of wage
 

policy. Wage changes have indirect consequences throughout the economic
 

system. The most important of those repercussiois are those which affect
 

factor choice and employment absorption in the modern sector, and those
 

which affect growth. These repercussions have distributive effects which,
 

in the long run, may be more significant than the current redistributive
 

potential of wage policies. This chapter, however, deals only with direct
 

impact; the indirect impact is discussed in both the income distribution
 

model contained in chapter 2 by Frank and Webb, and in Bruton's analysis
 

of trade and industrialization policies in chapter 3. Also, rural wage
 

policy is not dealt with here. Though the principal target group for
 

distributive policy is the rural eocr, many of whom are chiefly wage
 

earners, most wage policy, in practice, is directed at urban and modern

sector workers. This omission is compensated to some extent by the dis

cussion of farm productivity strategies and of rural employment creation
 

through public works i% chapters 8 and 9 by Cline and Lewis, respectively.
 

Wage policy is defined here as being aimed at either (i) raising,
 

(ii) maintaining, or (iii) lowering the market wage that would obtain in
 

the absence of government wage measures. In this sense, policies can be
 

described as being pro-labor, neutral, or pro-capital.
8 "Government
 

measures" referred to here primarily mean current measures, since today's
 

"market" wage is obviously partly determined by the history of government
 

acts that have helped to shape the institutional setting of today's market
 

structures. Second, "wage measures" are defined here more broadly than is
 

usual in that they include direct wage-setting, institutional or legal
 

changes (such as strike laws) that indirectly affect wage outcomes, and
 

administrative partiality in the application of rules that affect collective
 

bargaining outcomes. Other aspects of labor policy, such as social security
 

laws and the effects of job security laws on the choice of technologies,
 

are discussed only briefly here. Finally, policy refers to intent rather
 

than outcome.
 

B. Policy formulation
 

1. Variables
 

The choice of wage policy is complicated by the variety of (i) policy
 

objectives, (ii) target groups, and (iii) policy instruments involved.
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Wage pAicy is relevant to at least four separate political and eco
nomic goals: equity, growth, price stability, and political stability.
 
This chapter is concerned with the first, but wage policies are in practice
 
formulated with these suveral ends Jn mind. 
Furthermore, each of these
 
objectives may require wages to rise or to fall in different circumstances.
 
Two basic target groups will be studied: modern- and traditional-sector 9
 

wage earners, since policy must allow for the very different market charac
teristics and usually different income situations of each. Finally, a
 
major concern of wage policy is with differentials between various cate
gories of workers such as 
skilled and unskilled, white- and blue-collar,
 
and with regional and racial categories; again, wage policy may seek to
 
increase or reduce those differentials.
 

Wage policy is implemented through a particularly broad and varied set
 
of instruments. 
 These operate on two levels. 
 The first involves interven
tion, both administrative and legal, in the current wage-determination
 
process. 
 It includes the normal decisions regarding government employee
 
pay scales and the occasional direct wage-setting for the private sector,
 
particularly during rapid inflation. 
It includes the greater or lesser
 
government participation in the setting of minimum wages, and in collective
 
bargaining, usually through tripartite boards. 
 Finally, it includes the
 
administrative and judicial implementation of labor and price legislation.
 

Wage policy also operates at a second level by modifying the wage
determination environment, namely the institutional and legal framework,
 
and the economic structure of labor markets. 
 The most obvious of such
 
changes consists of legislation regulating union activity--the legal status
 
of unions, whether and when strikes are allowed, whethe and how union
 
funds can be collected, job security for union leaders and strikers, and
 
so on. Less obviously, government can affect market outcomes by changing
 
the r-uctural characteristics of the market in ways that affect the degree
 

o. 
 etition. Tariff protection, for instance, creates monopoly rents
 
.tirvite wage increases. Conversely, export-promoting policies will
 

.ake the business sector more cost conscious; exporters are less able to
 
pass on wage increases by raising prices.
 

One effect of this two-tiered influence on wages is that it makes wage
 
policy more flexible. A government that is sympathetic to labor, for instance,
 
can make basic changes in the rules of collective bargaining to favor labor
 
in future negotiations and simultaneously hold down wages to meet immediate
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stabilization or growth targets. Second, it becomes more difficult to know
 

what a government is actually doing--whether its actions are biased toward
 

raising or lowering wages--since it can be moving in different directions at
 

these two levels. Third, changes in the institutional and economic environ

ment of collective bargaining tend to outlast the particular bias of the
 

regime or regime period. The history of labor policy in most countries
 

records a series of legislative advances in favor of labor. Such advances
 

have tended to cumulate with a ratchet effect despite political vicissitudes,
 

because legislative reversals have required major political shifts against
 

labor.
 

2. Policy choice
 

Wage policies seem to cluster arouuid three main approaches which can
 

be described respectively as (i) the low-wage policy, (ii) the industrial
 

consensus approach, and (iii) the pro-modern-sector labor approach aimed
 

at evolutionary political radicalization. Contrary to most preconceptions,
 

high-wage policies aimed primarily at redistribution are the exception.
 

Each of these approaches is consistent with particular economic settings
 

and political priorities. Elements of each may be found at any one time in
 

a given country. The combination of a pluralist government with a policy
 

that can be implemented through several instruments lends itself to con

fused political sharing, where each view regarding that policy can appear
 

to be satisfied to some extent--like a boat with several rudders being steered
 

simultaneously by several captains. Policy intent is easier to define when
 

only one major instrument is available. Thus, there is no such easy way of
 

appearing to satisfy opposite views on the relative priority of mass rural
 

schooling; the schools are either built or not.
 

The ambiguity of labor policy results from the variety of instruments
 

that are relevant to wage levels and that may easily operate in conflicting
 

directions. Ambiguity also results from the continuous nature of labor
 

policy-making: wage levels are being decided continuously by the joint
 

influenre of market and government forces so that governments can easily
 

modify, and even reverse over short periods, the intensity and direction
 

of their intervention, especially, of course, in inflationary environments.
 

Finally, complications arise from the dual function of wages--they are
 

simultaneously a distributive objective and a key instrument for other
 

objectives such as stability and overall growth.
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Despite such identification difficulties, it is possible to find
 
cases where policy appears to be dominated by a stress on low wages, or
 
on collective bargaining (consensus), o on the institutional reinforce
ment of organized (and "organizable") labor. 
 There is surely a correlation
 
between the political strength of a regime and the choice between these
 
wage policy alternatives.
 

The low-wage approach is the orthodox policy preference of economists.
 
It aims principally at keeping modern-sector wages low but is not inconsist
ent with (low) minimum wages that would prevent "exploitation" and pro
vide a welfare floor 
to the very poor. It is advocated on grounds of both
 
growth and equity. Most economists would still subscribe to 
the argument
 
that savings are likely to be higher in a low-wage, high-profits economy
 
either because of the nature of savings propensities of workers and capi
talists or because profit income is easier to tax. 
 This t-aditional argu
ment for low wages is now reinforced by the employment and equity case
 
against "high-wage islands." 
 On tha other hand, this line of economic
 
reasoning, i.e., 
low wages to encourage rapid, labor-absorbing modern
sector growth, leads to acceptance of skill, occupational, and even
 
regional wage differentials required to draw labor into high-productivity
 
activities.1 Acceptance of such differentials, which may at times be large
 
and growing, 12 weakens the short-run equity case for this approach but it
 
can be argued that the more important result for the poor is that employ
ment absorption into the modern sector is accelerated and, therefore, that
 
poverty is reduced more rapidly.
 

It seems obvious, however, that only strong governments can adopt a
 
low-wage policy. 
 Such a policy seems to require more than goN "rnment
 
neutrality; it usually involves active suppression. Part of the reason
 
lies in the well-known organizational and tactical resources 
of modern
sector labor, and part of the reason has to do with legitimacy. Of all
 
redistributive claims, wage demands surely have the highest degree of
 
moral legitimacy. 
For most people "justice" is primarily "desert," 
or
 
receiving what one has produced. 
The notion of equal sharing, or sharing
 
based on need, is a more abstract and less powerful mover of men. 
Because
 
wage demands are a claim to the fruits of one's own labor, they have a
 
degree of legitimacy that is not enjoyed, for instance, by the appeal
 
for higher agricultural prices, or for larger public expenditures in rural
 
areas. Strong alternative moral claims can be used to offset wage demands.
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Such claims are provided, for instance, by the highly egalitarian content of
 

Cuban and Chinese policies, and by the Arusha Declaration that provided the
 

basis for the 1967 reversal of wage policy in Tanzania. National emergen

cies, such as those created by war or risk of war, can be another substitute.
 

'Ieysurely gave some legitimacy to anti-union policies in South Korea and
 

Taiwan, thus easing somewhat the degree of repression applied in these
 

countries. Failing such powerful moral substitutes, however, low-wage
 

policies generally require considerable repression of the natural political
 

power of modern-sector labor.
 

The industrial consensus approach is most identified with collective
 

bargaining, which minimizes government participation, but it includes the
 

corporate approach to wage detprmination where government comes close to
 

direct wage-setting. The common element is a largely politically motivated
 

stress on consensus, on industrial peace. The guiding economic principle
 

for wage settlements of this approach is capacity to pay.
 

The collective bargaining approach has been toe standard policy

14
 

prescription of the ILO and of many labor economists. It places priority
 

on the development of a balanced, smooth-running, industr.LJ relations
 

machinery with the double objective of minimizing government "interference"
 

in labor markets and either minimizing or institutionalizing industrial
 

conflict. The wage outcome is given less importance than the procedure;
 

or else, it is argued or presumed that an efficient labor market will gen

erate the "best" wage outcome. Becar.use balanced bargaining forces are an
 

essential ingredient in this approach, and because labor has traditionally
 

been organizationally weaker than business, the collective bargaining
 

approach has generally stressed the institutional reinforcement of labor.
 

Perhaps more important than the wage outcome, however, is the political
 

attractiveness of a wage-determination process that minimizes both labor
 

conflict and government input.
 

Though the preference for collective bargaining is largely independent
 

of any desiLed wage outcome, in practice it is commonly associated with
 

what is close to a golden rule for wage determination: wages should rise
 

in line with productivity. There is a presumption that "balanced" collec

tive bargaining will tend to produce this outcome, and that such an outcome
 

is socially just and efficient.
 

http:industr.LJ
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Liberal and anti-communist ideologies have also contributed 
to the
 
widespread avowal, if nit adoption, of collective bargaining as a wage
determination process. 
 The ILO, AID, and AIFLD 15 have reinforced these
 
ideologies through recommendations, training programs, and financial support
 

for non-communist unions. 16 These ideologies have generated support for
 
pro-labor policies that consist of institutional reinforcement, but they
 
have inhibited wage planning and direct wage determination by government.
 

Few governments do not officially subscribe to 
the principle of
 
collective bargaining as 
the desirable mode of wage-determination. In
 
practice, however, a stress on collective bargaining remains a model or
 
ideal for most LDCs. 
 The rule is greater or lesser government involvement
 
ranging from unagressive participation in tripartite wage boards 
to almost
 

direct wage-setting through highly detailed regulations of most working
 
conditions and strong pressures to 
force settlements ind accept government
 

mediation.
 

The former pattern, or less government participation, is likely to
 
characterize weaker governments, while the latter pattern is found in
 
countries with strong corporatist, nationalist ideologies. 
 In weaker
 
governments it ih often harder 
to identify any dominant wage policy
 

approach at all because competing groups simultaneously pursue different
 
policies, most notoriously in inflationary settings: pro-labor factions
 

obtain large wage increases while pro-business groups block price and
 
profit controls. Government i:.plementation of labor market rules and me
diation in disputes may be highly erratic and inconsistent with regard to
 
its bias. A natural political defense in such settings is 
to proclaim the
 
ideological virtues of collective bargaining, and 
to allow the stronger
 

market forces, by and large, 
to win out, despite the existence of official
 

wage targets for stabilization and growth purposes.
 

A strong preference for political stability, and therefore for
 
industrial peace, has characterized -overnments with corporatist and
 

national ideologies. 
 The populist ideology of Kemal Ataturk, for instance,
 
stressing absolute unity of the Turkish puople, was accompanied by a rejec

tion of class conflict and class-based organizations. His prohibition
 
of unions and stress 
on public arbitration may be interpreted as a low
wage, rather than neutral, collective bargaining attitude, but the inten
tion seems 
to have been strongly oriented toward ensuring consensus rather
 

than imposing a pro-business wage policy. 17
 

http:policy.17
http:unions.16
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Mexican wage policy during most of the period since 1910 has been
 

similarly concerned with avoiding the political instability created by

18
 

class conflict, via the incorporation of labor into the ruling party
 

power structure and through a wage policy strongly guided by the ability

to-pay criterion.1 9 A striking example of a corporatist attempt to elimi

nate class conflict through legislation on profit sharing and wage

determination is provided by the recent Industrial. and Social Property
 

Laws of Peru. Publication of these laws was accompanied by explicit ref

erence to the expected elimination of class conflict.
20
 

The third policy approach, favoring modern-sector labor organization,
 

is a straightforward political strategy. This does not refer simply to vote

buying wage increases but to the longer-run strategy aiming at eventual
 

transfer of power to labor as a whole, a strategy which accepts the neces

sity and feasibility of beginning with the more easily organized and poten

tially powerful modern-sector workers. The underlying presumption is that
 

strengthening the political power of modern-sector labor will indeed make
 

possible a next step involving transfer of power to traditional-sector
 

workers.
 

A paradoxical result is that political groups on the left, who are
 

presumably most concerned with equity, find themselves defending measures
 

that favor modern-sector workers and which are likely to hurt the very
 

poor, at least pending the day that a revolutionary transfer of power
 

becomes possible. Another implication of this approach is that, il suc

cessful, it is self-liquidating: once a socialist regime has been .stab

lished, the goals of equity and rapid growth take precedence, and they
 

necessarily require the retraction of privileges previously given to
 

modern-sector labor.
 

A common pattern in many developing countries has consisted of a
 

switch from an early, largely politically motivated support for labor to
 

greater emphasis on an incomes policy and on wage restraint. This was
 

noted, for instance, by Arthur Lewis, who wrote: "Recognition of the
 

connection between wages and employment has opened up a gulf between
 

trade-union leaders and political leaders in new states, especially where
 

government is the chief employer of labor, or is concerned about the adverse
 

effects of high wages on exports, import-substitution and employment, or
 

even prefers high profits to high wages because it can tax profits more
 

easily than wages. Governments have therefore begun to think in terms of
 

"'21
 an incomes policy.
 

http:conflict.20
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The above discussion has treated wage policy formulation as if it
 
were guided solely by long-run economic and political objectives. To a
 
considerable extent, however, wage policy has been the product of short
run stabilization needs. 
 Continuing instability has converted successive
 
short-run wage targets into the ex post long-run wage policy. 
The standard
 
wage prescriptions of stabilization programs are wager restraint and the
 
golden rule, i.e., 
wage gains limited to productivity increases. Stabili
zation goals of themselves, however, have rarely been the basis for the
 
imposition of a long-run low-wage policy. 
For one thing, the belt
tightening required by stabilization programs is generally sold by alleging
 
a relatively balanced or equitable contraction of incomes; this opens the
 
way to prompt readjustments when wages fall too far behind other incomes.
 
Also, the recessions that often accompany stabilization efforts create an
 
incentive to raise wages as a quick way to increase aggregate demand. 
In
 
Chile and Argentina, such readjustments have accompanied the continuing
 
and cyclical course of inflation over the last two to three decades. In
 
the second place, stabilization targets commonly enshrine the "wage increases
 
equal to productivity gains" rule which runs counter to the stricter rules
 
of a low-wage policy. Stabilization income targets therefore tend to pro
duce long-run wage outcomes similar to 
those of a smooth-running collective
 
bargaining machinery, despite sharp, short-run fluctuations in real wages.
 

The basic wage policy alternatives described above are complicated in
 
practice by other considerations. 
 The standard growth and employment argu-
ment for low wages, for example, has at times been challenged by the "need
 
for a large internal market" argument. One form of this argument is that
 
which asserts that consumption by profit recipients has a higher import
 
and capital content and, therefore, that a redistribution of income to
 
wage earners will lessen pressure of the foreign exchange and capital con
straints, thereby permitting faster growth.2 2 
 This view reinforced the
 
redistributive intent of wage and price policies of the Allende regime
 
during 1970-71. So drastic a redistribution would not have been attempted
 
on political or equity grounds alone: 
 they were supported by a conviction
 
that wage gains would accelerate industrial growth. 2 3 The internal market
 
argument, along with preventive politics, has also been cited as a factor
 
in the switch in South African wage policy for Black wage earners. After
 
a deliberate policy decision in 1957, the Wage Board began to enforce wage
 
readjustments that led to an average two to three percent annual increase
 

http:growth.23
http:growth.22
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in real wages between 1957-5G to 1966, though wages for Whites have been
24
 
rising even faster. A similar mix of preventive political relaxation,
 

with a concern for an adequate domestic market, may have contributed to
 

the relaxation of the severe low-wage policy followed in Brazil between
 

1965 and 1968-69.
 

Another basic element in the choice of wage policies concerns minimum
 

wages. The general acceptance of non-intervention in labor markets is
 

reversed with reference to minimum wages: 
 the state is commonly expected,
 

and often constitutionally required, 25 to ensure that its citizens at least
 

survive. Over the last two decades minimum-wage legislation has become
 

generalized, chough only recently in many countries. 
Thus, the first
 

national minimum wage laws in Peru were legislated during 1964-65; in
 

Honduras a general system of minimum wages was establisheJ only this year.
 

The issue regarding minimum wages has become less their existence than
 

their level and, particularly, the extent of adaptation to existing regional

sectoral wage differentials. Considerable adaptation, which amounts to
 

acceptance of a capacity-to-pay criterion, is the rule; 
less frequent is
 

imposition of uniform rates based on "need," either nationally or for
 

broadly defined regions. In India, for insta.ce, despite an egalitarian
 

orientation and the constitutional requirement of a "living wage," the
 

Supreme Court has repeatedly upheld the principle of regional-sectoral
 

differentials in minimum wage rates, and the resulting differentials
 

appear to exceed regional cost of living variations.26
 

Immediate distributive considerations are necessarily in the forefront
 

of day-to-day decisions regarding wage claims. Governments directly affect
 

the income distribution each time they legislate or decree wage rates or
 

benefits, or mediate in disputes, or refuse to mediate. Yet the choice
 

between the major alternative wage policies that underlie daily decisions
 

appears to be much less a statement of distributive preference than a
 

response to other, often more pressing economic and political goals.
 

Since growth is the primary concern of many, if not most, of those govern

ments (on both the left and the right) that are not entirely absorbed in
 

day-to-day political survival, it seems fortunate that a low-wage policy
 

appears to be best for both growth and poverty reduction. However, where
 

equity is not a major objective of the low-wage policy, other necessary
 

conditions for achieving both rapid and labor-absorbing growth such as the
 

underpricing of capital to large enterprises and policy biases in favor of
 

http:variations.26
http:insta.ce
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the capital-intensive heavy industries, may not be met.2 7 
Where this
 
happens, low wages may hurt the poor in both the short and long run.
 

Likewise, redistribution is not the primary consideration leading
 
governments to stress collective bargaining as 
a wage policy, or even to
 
adopt pro-labor policies when those measures are limited to modern-sector
 
wage earners. In both cases, the objectives are more immediate and are
 
primarily political. 
Moreover, in practice, both discriminate in favor
 
of modern-sector labor, either deliberately, or indirectly by rigging the
 
market in such a way that wage rates are strongly influenced by capacity
 
to pay. These implications of wage policy choices are developed in the
 

sections on policy implementation and policy impact.
 

C. Policy implementation and market structures
 

The distributive impact of wage policy depends as much on the manner in
 
which it is implemented as on the basic direction of policy. 
Furthermore,
 
policy acts on, and through, an economic structure. This section will dis
cuss some characteristics, first, of wage policy implementation and second,
 
of labor markets, that have a bearing on how policies affect wages.
 

1. Policy implementation
 

The distance between laws and implementation is often great. 28 How
ever, this gap is not necessarily a measure of frustration. In the first
 
place, ambitious legal targets are commonly in advance of expected and
 
even intended short- and medium-run implementation. "The function of the
 
written law in some of the Latin American countries is sometimes more
 

eductionl
thn nomatie...29
 
educational than normative..." More importantly, legal comprehensiveness
 
and complexity combined with traditions of weak judiciaries and of greater
 
state involvement in wage-determination give executives more opportunity
 
for discriminatory application of the law. 
 "Labor law in (Latin America)
 
is extremely complex and regulates virtually every aspect of worker
 

activity. For administrative and political reasons, its provisions are
 
30 
often selectively or arbitrarily applied." The institutional and legal
 

frameworks inherited by a particular regime (be they defensive or 
suppres
oilve of labor) are only a partial constraint on current preferences. An
 
illustration of the strength of administrative action vis-a-vis the law
 
is seen in the growth of the labor movement in Colombia under President
 
Alfonso Lopez (1934-38). 
 "The growth of unionism after 1931...is not the
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result of legislative recognition of the right of laborers to organize
 

Colombia. Rather, the development of the labor movement in this period
 

can be accredited, in large measure, to the informal support which the
 

executive branch of the government gave unionism and to the manner in which
 

that executive interpreted the law ....For example, the government mediation
 

of labor-management disputes often consisted of executive pressure on
 

companies to bargain and give concessions, and the initiative for the
 
'31
 

creation of unions rften came directly from the labor office."


The effect of inflation on the flexibility of wage policy is hard to
 

evaluate. Certainly real wages often move sharply over short periods.
 

Even in Chile, with its long experience of continuous inflation, annual
 

growth in real wages between 1960 and 1970 ranged from -8.7% (1962-63)
 

to +15.5% (1966-67).32 This is not proof that permanent wage adjustments
 

are more easily wade under inflation, but it suggests, at least, that
 

inflation makes it easier to put a foot in the door when a permanent re

distribution is intended, as in Brazil after 1964. A contrary argument,
 

however, is that inflation raises awareness of distributive gains and
 

losses caused by orice and wage movements, and increases pressure on the
 

state to intervene in defense of group interests. As a result, the govern

ment may lose some of its power to pursue either a given wage target or a
 

collective bargaining "hands off" wage strategy.
 

A second characteristic of policy implementation concerns coverage.
 

This point ties in closely with the dual nature of labor markets, dis

cussed below, and it may be considered a special case of the point made
 

above concerning laws versus practice. It is well-known that the degree
 

of enforcement of labor laws is much higher in large firms, and in urban
 

areas. This is true over and above the frequent explicit legal discrimina

tion between large and small firms: thus unionization is usually restricted
 

33
to firms having a certain number of employees. Labor inspectorates
 

appear to be administrative Cinderellas relegated by both low-wage and pro

labor regimes, since the latter concentrate on either major wage agreements
 

or on the creation of new unions rather than on policing existing legisla

tion. Despite its advanced labor legislation, the Chilean Labor Inspection
 

Department in 1966 had only one vehicle, and a staff that could scarcely
 
34
 

cope with routine inspections. And despite the authoritarian regime of
 

Guatemala, it is widely believed in that country that labor inspectors can
 

venture into many rural areas only at the risk of their lives. Two possible
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measures of the degree of discrimination in the enforcement of wage laws
 
against workers in small firms, and against farmworkers in general, would
 
be first, the number of small-firm workers receiving less than the minimum
 
wage, and second, the proportion of the rural labor force that legally
 
could be, but is not, unionized.
 

The substantial discrimination that generally characterizes enforce
ment of labor laws cannot be attributed entirely to the nature of implemen
tation. Discriminatory enforcement has two components. 
One is indeed a
 
departure from the announced or legislated policy intent that 
can be ex
plained partly as an administrative failure but mostly as 
an accommodation
 
to differential feasibility of enforcement, since laws and administrative
 
systems rarely admit or 
provide for the differental costs of enforcement.
 
A second and perhaps major component of discriminatory enforcement, however,
 
cannot really be called a "slippage" at the level of implementation but
 
is rather a deliberate administrative expression of a wage policy that
 
wishes to give due allowance to the capacity to pay. 
 In other words, to
 
a large extent, enforcement is not intended for much of the small-scale
 
and rural sector, despite the all-embracing language of legislation. 
This
 
blurs the distinction between policy choice and its implementation, but
 
there is surely an element of both administrative bias or slippage in en
forcement and unwritten discriminatory intent in policy as it is implemented.
35
 

This distinction is not academic. 
 To the extent that discriminatory en
forcement is really unwritten policy (i.e., there is a majority consensus
 
within government on its desirability or necessity, given market or adminis
trative constraints) 
then a change in policy output, e.g., more widespread
 
enforcement of minimum wage laws, would require more than reprimands and/or
 
additional budgetary support for labor inspectors. It requires a change
 
in policy. 
 One of the first acts of President Lopez Michelson of Colombia,
 
for instance, was to 
suspend a majority of the government's labor inspectors
 
on the grounds that the widesprcad payment of wages below the legal minimum
 
was prima facie evidence of supervisory failure. 36 
 To have imposed a
 
radically tighter supervision, however, would have amounted to a change in
 
policy and would have required substantial support within the Lopez govern
ment, rather than a simple administrative improvement. 
 Of course, such a
 
change in policy requires also that broader supervision is not offset by
 
a more disciminatory evolution of the structure of minimum rates, i.e., by
 
the extent to which the previously unwritten law becomes written law.
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2. Market structure
 

Market structures in developing countries impose two substantial
 

constraints on wage policies: first, they severely limit the reach of
 

such policies; and, second, they create upward wage pressures within
 

modern sectors.
 

a) Coverage of wage policies
 

The redi-ributive potential of wage policies is limited first by
 

the relatively large self-employed component of the labor force. Table 1
 

hows that in most developing countries the self--employed make up about
 

half or more of the active population. The share of employees in the total
 

labor force is lower in the poorer countries and tends to rise as countries
 

develop. Wage policies can obviously benefit or hurt the self-employed
 

indirectly, chiefly through modern-sector employment and growth effects, 3 7
 

but the potential redistributive impact of wage policies on the self

employed is comparatively slow, small, and one-sided in that the policies
 

more easily hurt than help the self-employed.
 

In practice, however, the relevant limitation on coverage is the size
 

of the urban and modern component of the wage-earning sector, i.e., finns
 

where wages and working conditions can in fact be controlled. The enforce

abil it of pro-labr policies declines rapidly.with the size of firm and
 

is lower in rural than in urban areas. In agriculture, the size-threshold
 

of enfor abi:I!y is a much ILrger firm than in the urban sector and is
 

enormously complicated by the prevalence of seasonal employment, "piece
 

rates," particularly in harvesting, and pay Jn kind. The threshold of
 

enforceability will vary w.th the government's administrative effectiveness
 

and with the particular Instrument involved, e.g., minimum wages are more
 

broadly enforced than are compulsory pension schemes. Finally, the degree
 

of unionIzation, and particularly the strength of industrial or occupational
 

rather than enterprise unions, will also affect the margin of enforcement.
 

Nevertheless, the major determinants of enforceability are size and urban
 

presence.
 

For the bulk of that large class of employees working in small,
 

labor-intensive and more mobile establishments, a majority of whom live in
 

small towns or rural areas, pro-labor wage policies are not enforced. 
 The
 

illusion of enforcement is often created by minimum-wage systems that
 

discriminate by industry and region and that in practice essentially ratify
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Table 1. Structure of Labor Forcea 
in Some Developing Countries
 
(percentage of total labor force) 

Country 

(1) 
Censug 
YearD' 

(2) 
Total 

Employees 

(3) 
Nonfarm 

Employees 

(4) 
Modern-Sector 

Employeesd 

Argentina 1960 70 61 na 
Uruguay 1963 71 61 na 
Chile 1970 (1960) 70 (73) 57 (54) (27) 
Venezuela 1961 61 50 28 
China (Taiwan) 1966 (1956) 53 (37) 50 (31) na 
Brazil 1970 55 43 na 
Mexico 1970 (1960) 62 (64) 43 (35) na 
Panama 1960 48 40 21 
Costa Rica 1963 66 40 na 
Colombia 1964 57 37 18 
Iran 1966 48 37 16 
Ceylon 1963 65 36 na 
Egypt 1966 (1960) 54 (49) 34 (30) (20) 
Algeria 1966 68 33 na 
Peru 1961 48 32 18 
Iran 1956 46 30 na 
W. Malaysia 1957 56 30 na 
Korea 1966 (1960) 32 (22) 27 (18) 16 
Ecuador 1962 47 26 na 
Morocco 1960 38 25 na 
Philippines 1960 29 22 na 
Indonesia 1971 32 17 na 
Ghana 1960 21 15 8 
India 1971 (1961) 17 (30 )e 16 (12) (6) 
Turkey 1960 19 14 6 
Thailand 1970 (1960) 13 (12) 11 (9) (5) 
Pakistan 1961 20 10 6f 

Nepal 1961 16 3 

aUnemployed and persons seeking first employment were subtracted from la
bor force totals in most countries.
 

bBracketed figures correspond to 
the earlier census.
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CData on government and domestic employees were directly from the
 
census of the respective countries except for Egypt where an estimate
 
made by Doctor and Galis, "Size Characteristics of Wage Employment in
 
Africa: Some Statisticai Estimates," International Labour Review, vol. 93,
 
no. 2 (February 1966), p. 170 was used.
 

dThe basic criterion for "modern-sector" status was size of firm.
 
Since size was not known in many cases, common sense approximations were
 
used. Thus, nonagricultural employees from column 3 were broken down by

broad industrial category (ISIC 1-9). The employees in each category were
 
then classified as modern or traditional using the following methodology-

ISIC 1: mining: all modern; ISIC 2-3: manufacturing: modern = employees

in enterprises above a given size (this was usually 5 or 
10 workers, but
 
for India it was 20 for industries not using power, for Ghana it was 30,

and for Venezuela it was the reporting finns); ISIC 4: construction: all
 
traditional; ISIC 5: electricity, gas, water and sanitary services: 
 all
 
modern; ISIC 6: commerce: 20% modern, 80% traditional; ISIC 7: transport,
 
storage, and communication: 80% modern, 20% traditional; ISIC 8: services:
 
government = all modern, domestic servants 
= all traditional, the remaining

portion of services was then distributed 1/3 modern, 2/3 traditional;
 
ISIC 9: activities not adequately described: 
 50% modern, 50% traditional.
 
In addition, persons in ISCO major groups 0-2 (professional, technical and
 
related workers, administrative, executive and managerial workers, and
 
clerical workers) who were classified as employees, own account, family

workers, or others (i.e., the nonsalaried or wage-earner status category)
 
were added to the wage earners since they were considered modern sector.
 
In most countries this increased the modern-sector size by 1 or 2 percentage
 
points.
 

Construction workers are not easy to classify: 
 most are low skilled;
 
many are workers in large firms or projects but have high turnover. In some
 
countries (e.g., Peru), however, they have as much political and union clout
 
as factory workers, perhaps because the practice of cost-plus contracting in
 
puhlic construction projects made government interventions in wage-setting an
 
early necessity. Once identified as the direct wage-setter, the government

is politically more vulnerable to wage demands; and "minimum profitability"
 
cannot be used as a defense against large-wage demands. This also applies

where cost-plus pricing is conmmon in much of private-sector construction.
 

eThe number in parentheses is the percentage share of employees in
 
the EAP if 31 million persons classified as agricultural laborers in the
 
status "other" and "unknown" are added to the 2 million agricultural workers
 
classified as wage earners.
 

fSource: Gbvernment of Pakistan, Ministry of Labor, Report of the Study

Group on Employment (Islamabad: 1971). Modern-sector defined as all
 
all enterprises employing at least 10 persons.
 

SOURCES: Columns (1) - (3): International Labour Organization Yearbook
 
of Labour Statistics, 1966, 1971, and 1972. (IL): Geneva).
 

Column (4): Data on employees in manufacturing by size of firm were
 
from U.N. Statistical Office, The Growth of World Industry 1970 Edition:
 
Vol. I: General Industrial Statistics, (New York: U.N. 1972), except for
 
Venezuela which was from Venezuela, Direccion General de Estadistics y Censos,
 
Anuario Estadistico 1971 (Caracas: 1973).
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market wages. Minimum-wage systems, or other pro-labor laws 
that attempt
 
significant departures from market wages, 
can usually be enforced only in
 
the modern sector. 
As may be seen from data provided in table 1, attempts
 
to redistribute via wage policies will, therefore, usually reach no more
 
than 10 to 20 percent of the labor force. 38 
 Furthermore, the redistribu
tive potential of labor policies also depends on the size of the "surplus,"
 
or non-labor income share. 
 Since surplus per worker is larger in urban
and modern-sector firms, capacity to pay is 
closely correlated with enforce
ability. Thus, the enforcement of wage increases in most rural 
or urban
 
traditional-sector firms would not only be costly in administrative terms,
 
it would also have a smaller redistributive impact given the lower surplus
 
per worker and the fact that many employers in those sectors are 
themselves
 

poor.
 

b) Links between implementation and market structure
 
The link between enforceability and market structure has two components.
 

The more obvious component was referred to above; it amounts largely to
 
visibility and accessibility--features inherent in modera-sector firms
 
which tend 
to be large, to locate in cities or 
along major transport
 
facilities, and (every cloud has a silver lining) to advertise blatantly.
 

The second link, however, is of a more general nature and is less
 
obviously related to 
the modern-traditional sector dichotomy. 
Any policy
 
attempt to distort a market outcome will create some degree of disequilibrium
 

or "tension." 
 The amount of tension is determined by market conditions, and
is itself a determinant of the degree of political and administrative effort
 

required ior implementation.
 

More specifically, the degree of market tension will be a function of
 
the supply and demand elasticities in each labor market: 
 the greater the
 
elasticities, the larger will be the disequilibrium resulting from a given
 
departure from a market wage, and, hence, the stronger the market forces
 
working against government policy. 
Thus, if labor supply is highly elastic,
 
any wage above the free-market level will generate a large number of job
 
seekers; and any wage below could be implemented only by somehow forcing a
 
large number of potential job leavers 
to remain at work. 
If the demand for
 
labor is elastic, a wage above the free-market level will cause a large re
duction in employment and a greater disruption or readjustment in the struc

ture of production.
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Tension also results when government attempts to change the underlying
 

supply and demand conditions of markets. A major part of wage policy, for
 

instance, is directed at either increasing or reducing the competitiveness
 

of labor supply, chiefly by measures that weaken or strengthen unions.
 

The amount of effort required to implement such measures will depend on
 

the structural characteristics that underlie market supply conditions,
 

such as the skill homogeneity of the labor force, its regional concentration
 

or dispersion, its education, and other social characteristics that affect
 

both market knowledge and ease of organization.
 

As a general rule, the tension created by a given policy-distortion
 

of wage levels is smaller in the modern than in the traditional sector.
 

This is because the elasticity of demand for labor tends to be lower,
 

and because labor supply conditions are more easily affected in the modern
 

sector, e.g., unionization is easier, and job stability laws are more easily
 

enforced. These arguments imply that wage policy is more easily implemented
 

in the modern sector for two kinds of reasons--the greater visibility and
 

accessibility of modern-sector firms, and the lesser tension created by
 

market distortions in that sector.
 

c) The law of rising (modern-sector) wages
 

One of the most frequently repeated empirical generalizations regard

ing developing countries is that modern-sector real wages are rising more
 

rapidly than (i) traditional-sector incomes, and (ii) in most cases, than
 

GDP per capita. This phenomenon flies in the face of the orthodox conception
 

of the underdeveloped country as the labor surplus economy with relatively
 

competitive labor markets. The contradiction is most often attributed to un
39
 

ionization and political power of modern-sector labor. An alternative and
 

complementary explanation i Lvolves the skill requirements of modern-sector ac
40
 

tivities and the consequent skill upgrading of the modern labor force. The
 

search for a theory of rising modern-sector wages is relevant to wage policy
 

first, because a "competitive market" explatiation (e.g., rising human capi

tal) implies the absence of distortion. If skil.s largely explain high wages
 

in the modern sector, there is no need tc lower wages for efficiency purposes,
 

while the reverse implication follows from the "market distortion" explanation.
 

Second, such a theory would reflect on the feasibility of wage policy,
 

particularly of a low-wage policy: the ease of policy corrections will
 

depend on the nature of the "distortions" or market forces involved.
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In this chapter, a preferred point of departure is the generalization
 
that upward wage pressures are created by features inherent to modern
sector technology and market structure. 
 This appears obvious with respect
 
to 
the higher skill requirements of this sector. 
But it is also true of
 
wage increases resulting from unionization and direct political power.
 
The principal features of modern sectors are capital-intensity, large
scale units, urban presence, and rapid output growth.41
 

The skill effect on wage levels is the combined result of the need
 
for new skills plus a structural constraint on the supply of those skills.
 
Because such skills are largely learned on the job, their supply tends to
 
lag behind the creation of 
new job positions. 
 This kind of scarcity, and
 
the resulting wage pressure, will be very sensitive to 
(i) the rate of
 
growth, since slow expansion will allow skill supply to grow through some
 
job turnover and deliberate on-the-job training of extra men; and (ii) the
 
degree of structural change in sectoral output, since the expansion of the
 
same activity will create a pool of each new skill and reduce the monopoly
 
power of individual workers; and (iii) the absolute size of the market,
 
since a large market will also tend to create pools of workers with the
 
required or closely related modern-sector skills that diminish the bargain
ing edge of each individual. Skill premiums of this type could be reduced
 
by institutional arrangements that forced or induced firms to generate a
 
larger supply of on-the-job trainees.
 

Wage differentials may also result because the high fixed costs
 
created by capital-intensity put a premium on low worker turnover and on
 
dependability. Capital-intensity firms 
therefore pay higher wages to 
re
duce turnover, to be more discriminating in their search for workers who
 
rank high in personal characteristics associated with carefulness and
 
dependability, and to elicit responsibility through good will. 
 Such wage

premiums, however, will only generate a risin 
 relative wage in the modern
 
sector if employment in the more capital-intensive component is growing
 
as a proportion of total modern-sector employment.
 

Modern sectors are also conducive to wage gains through unionization
 
and direct political pressure. The opportunity for such gains is created
 
by tha high productivity and inelastic demand for labor, both of which are
 
due largely to capital-intensity. Elasticity of labor demand varies
 
directly with the share of labor in total cost. 4 2 
 Also, capital-intensity
 
usually implies a large rent or quasi-rent component in the return to
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property, partly because large-scale capital assets tend to be long lived,
 

and partly because modern-sector ngpets in TDCs are often complementary
 

with natural resources. Quasi-rent also arises from the monopoly element
 

that is present in much LDC manufacturing and other activities as a result
 
4 3
 

of tariffs, licenses, and other such privileges.


Modern-sector characteristics, at the same time, facilitate the
 

exploitation of such opportunities by labor: unions in LDCs usually
 

originate in, and are often limited to, modern-sector establishments.
 

Such firms tend to hire more experienced and better-schooled workers,
 

concentrate them geogrphically--in a small number of establishments and in
 

one city or in a few cities--and provide them with an external environment
 

of discipline and organization. Modern-sector firms, in short, are natural
 

breeding grounds for unions. This impact of modern, industrial forms of
 

production on worker consciousness and organization was the basis of Marx's
 

class analysis. 44 The same features of modern-sector activity create
 

direct political power, namely, urban presence, susceptibility to organiza

tion, and disruptive potential.
 

The processes underlying white-collar salary trends are somewhat dif

fere,.-, on both supply and demand sides. As distinct from the largely
 

market-determined supply of manual workers (which is either unskilled and
 

highly elastic, or skilled and subject to supply--creation by the modern

sector itselt), the supply of white-collar labor is mostly a function of
 

schooling, particularly secondary school output, and is, therefore, a
 

direct result of policy. On the demand side, the market for white-collar
 

employees is complicated by the existerce of a massive single employer in
 

the public sector--whose wage policy cannot be separated from consideration
 

of other policy goals, principally in the area of fiscal policy, and cf the
 

major political force represented by public employees. Changes on the supply
 

side, however, are likely to cause a cycle in salary trends: secondary
 

schooling output is almost universally growing faster than are modern

sector employment opportunities and is likely, therefore, to slow the
 

growth of white-collar salary levels.
 

One major policy implication of these varied forces tending to raise
 

modern-sector wages is that a low-wage policy probably requires much more
 

than a neutral attitude to competing income groups; it would seem to require
 

active suppression of the natural political power and ease of unionization
 

of modern-sector labor, as well as an aggressive training and educational
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policy aimed at enlarging the supply of both on-the-job trainees and of
 
those leaving secondary schools. 
 A second implication is that the
 
capacity-to-pay criterion, which implicitly underlies the collective
 
bargaining approach to wage policy, tends 
to sanction and reinforce the
 
dualism and income differentials between modern and traditional sectors.
 

D. Policy impact
 

1. Some issues
 

The following is a not untypical evaluation of the impact of wage
 
policy in developing countries: 
 "The reasons for the existence of wage
 
levels, especially for unskilled labor, which are 
'too high' are mainly
 
institutional. In some countries, and at certain periods, trade unions
 
play some role. But the major factor is gjvernment policy, and the ideo
logical or 
political ideas which guide it. Government is a major infiuence
 
on wage levels and structure in most LDCs, by its wage decisions with re
spect to government employees, and in its role as 
regulator through minimum
 
wage policies, wage boards, Industrial Courts, etc." 45 
 In my opinion,
 
wage policy is 
more diverse in intent, more indirect in form, and more
 
constrained in practice than is suggested by that evaluation.
 

It is both statistically and conceptually difficult to separate the
 
contributions of policy, unions, and market structure. 
Today's market
 
structure and union strength are both partly the product of yesterday's
 
policies. 
In this broader sense, much more can be attributed to policy.
 
But today's wage decisions and mediation in wage disputes only rarely push
 
wages very far above, or below, their market- (including union) determined
 
level. 
 This suggests that a policy reversal will be a slow and complex
 
process be duse it must, in turn, unwind the fabric of protective labor
 
and business laws that are now part of the market environment in most
 

46
LDCs, and that largely explains wages that are "too high."
 

Furthermore, though it is natural for an economist 
to treat policy as
 
an exogenous variable, the resulting analytical procedure misses the inter
relation that exists between policy choice and economic structure and is
 
consequently unable to assess either the political feasibility or 
the mix
 
of political and economic changes required to implement a different policy.
 
Once a protected sector of labor and business groups exists, how feasible
 
is a policy of wage restraint? And how feasible is a policy that not
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merely restrains wages but carries out other policies required for employ

ment creation such as the dismantling of many forms of capital subsidy in
 

the modern sector and the transfer of income out of the modern sector to
 

create capital and employment in the traditional sector?4 7
 

2. Policy versus market forces
 

The literature on LDC wage policies contains some attempts to assess
 

the separate contribution of government intervention on wage levels, chiefly
 

in the modern sector. Berg,4 8 Turner and Jackson,4 9 and Frank,5 0 for
 

instance, have stressed the role of active or permissive government wage
 

and unionization policies in explaining sharp wage increases in the
 

modern sectors of various African countries. On the other hand, Ramos5 1
 

and Isbister5 2 
argue that in Mexico and other Latin American countries,
 

market forces are responsible for most of the recent trend in modern

sector wages. Isbister explains wage increases in Mexico by a growing
 

traditional-sector productivity; Ramos argues that rising skill levels
 

explain wage trends in Latin America. Ridker 53 also suggests that high
 
modern-sector wage levels are to a large extent caused by market rather
 

than policy forces.
 

The source of modern-sector wage increases was also discussed by
 

Tidrick54 and Eriksson,55 who measured the effect of these wage increases
 

on employment in Jamaica and Latin America, respectively. Both authors
 

begin by assuming autonomous wage increases and then study the wage effect
 

on productivity and employment. Tidrick then argues that the reverse
 

causation is possible but unlikely, given some features of his data.
 

Eriksson is more agnostic, admitting that causation may run either way.
 

One attempt at a systematic measurement of the separate contribution
 

of market and policy forces was made by Ramos, but his argument consists
 

largely of providing detailed measures of labor quality, which, according
 

to his figures, has been rising.56 Tnough he considers these data suf

ficient to explain the observed wage increases, this does not rule out a
 

parallel and significant contribution by government policy.
 

This issue was also dealt with, at some length, in a controversy
 

following an article by Kilby,5 7 who attributed wage increases in Nigeria
 
to the political power of unions. Weeks, for example, argued that "wage
 

levels in Nigeria have been basically determined by economic conditions,
 
,,58
though superficially through political mechanisms. Kilby's argument
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was supported by Warren59 who stressed the political rather than the direct
 
collcctive bargaining power of unions, 
even though the resulting pro-labor
 
policy was implemented through a "concessionary" attitude in wage negotia
tions. 
Knight makes a similar point regarding urban labor in Uganda.60
 
This controversy suggests the awkwardness and perhaps irrelevance of the
 
original question ("market versus policy?") since, like the scissors analogy
 
for supply and demand, "the source" of the wage increase is clearly an
 
interaction.
 

Some other aspects of this discussion concern effectiveness of policy

in raising wages through (i) welfare and supplementary benefits legislation,
 
(ii) minimum wage laws, and (iii) wage leadership. Thus a common theme
 
in discussions of wage policy is that legislation regarding social security
 
and supplementary benefits is a source of additional upward pressure on
 
real wage levels. 6 1 Such benefits often add as much as 
50% or more to the
 
wage bill. It is plausible, however, that part if not all of such benefits
 
are eventually offset by smaller future increments in basic wages, though
 
there does not appear to be any study that examines this question.
 

The impact oL minimum wages has been discussed more often in the con
text of the more backward African economies where unskilled and less
organized workers make up a larger proportion of the wage-earning labor
 
force, and consequently where minimum rates are both directly applicable
 
to more workers and are a powerful lever on the whole structure of rates.
 
Several authors have cited minimum wages (along with government pay scales)
 
as a main source 
of the substantial increases in modern-sector wage levels
 
in these countries. 
 The impact of minimum wages in the more developed and
 
differentiated labor markets of Latin America is probably less pronounced
 
and limited to a small number of workers on the fringe of the modern sector.
 
According to 
 Berg, the minimum rate is the effective rate for about half
 
the workers in some African countries.6 3 
 But, survey evidence for Peru,64
 
for Mexico, 
 and the recent statement by the President of Colombia suggest
 
that a large proportion of wage earners in those countries receive less than
 
the minimum wage and most receive wages that are either higher than or below
 
the minimum. 
On the other hand, Puerto Rico seems to have been a special
 
case of considerable upward pressure on wages exerted through the minimum
 
rates; wage policy thus dominated and overrode the potential contributions
 
of either unions or rising skills. 66
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Existing labor force surveys for many countries could be used for a
 

fuller study of the impact of minimum wages. A first set of questions
 

would relate to coverage. What proportion of the labor force is in fact
 

paid the minimum? How many, and who, fall below? What are the political,
 

market, or administrative constraints that impele full coverage? A second
 

set concerns the leverage effect of minimum rates, i.e., the extent to
 

which increases in minimum rates also raise wages of higher-paid workers
 

becauEe wage differentials must be maintained for market reasons, or to
 

satisfy union requirements. Presumably, leverage is proportional to the
 
"
 number of workers actually paid the minimum, which in turn is a functio 

of the degree of skill differentiation, and of unionization.
 

The demonstration or pull-effect of wage increases by "leading"
 

sectors--chiefly the public sector or large foreign firms--on the other
 

a key wage increase mechanism,
67
 

modern-sector wages has been cited as 


and ot,e that presumably is particularly easy to reverse. As with minimum
 

wages, the argument has been applied most particularly, and plausibly, to
 

the smaller and less differentiated modern sectors of some African nations.
 

If wage leadership is to explain rising real wages, however, it must ex

plain who loses from the wage increase; the additional wage income may come
 

out of modern-sector profits, or taxes, or the traditional sector through
 

relative price changes. All of these mechanisms are plausible, but an
 

adequate explanation of the leadership mechanism must explain the particu

lar mechanism by which real income is transferred and, therefore, why the
 

wage increases do not simply result in general inflat::on.
 

3. Wage trends and policy
 

This section asks whether wage trends are indicative of the direction
 

or bias of wage policy. The policy literature frequently assumes that
 

rising or falling real wages can, in fact, be attributed to wage policy.
 

This assumption is tested by examining the relationship between wage
 

behavior and the apparent wage policy in some selected countries.
 

A meaningful comparison between wage 'rends and policy, however,
 

should adjust for the effect of market forces. A crude but simple measure
 

of the overall growth in demand for labor is the rate of growth of gross
 

domestic product. Rapid growth in output will tend to pull wages up to
 

meet the need for rapid migration and skill acquisition, despite wage

restraining policies. Conversely, it is difficult to raise wages in the
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context of a stagnant economy. A better index of 
the effect of policy,

therefore, is 
a wage trend adjusted for the rate of growth in aggregate
 
output. 
 In the following discussion, wage policy is related to both the
 
absolute growth in wages and to a wage trend adjusted simply by subtracting
 
the rate of growth of GDP.
 

The wage data used for this comparison are real wage trends in the
 
manufacturing sector over a period of approximately sixteen years. 
 This
 
should be a sufficiently long period to 
net out the effect of year-to-year

fluctuations in political and stabilization goals. 
The data are summarized
 
in table 2, and more detailed statistics, broken down into four-year
 
periods from 1956 
to 1972, are presented in appendix tables 1 to 3.
 

Some general features of 
these statistics deserve comment. 
First,
 
they bear out the expectation of a broad correlation between the growth of
 
wages and GDP per capita. 
 Second, the diversity of wage behavior, includ
ing long-ru 
 trends, conflicts with the 
common impression that manufactur
ing wages a:-
 ising in a more uniform manner, and generally exceeding GDP
 
growth.68 In a surprisingly large number of countries (half the sample),
 
wages have grown more slowly than GDP per capita.
 

The fo'.lowing subsections will briefly examine wage policies in the
 
categories of "hieh-wage" and "lotv 
 " trends, as suggested by the dif
ferences between wage and GDP trend-. _fown in 
table 2. The general ques
tion posed hare--whether wage trends are indicative of policy bias--cannot
 
be answered without a more thorough analysis of both policy and market vari
ables in each country, but the following brief review of policies suggests

that patterns of policy bias can be distinguished, andcan be related to
 
wage behavior, if one makes allowance for the independent influence of
 
rate of growth in the demand for labor--measured here by the growth of
 
GDP per capita.
 

a) Cases of "low-wage trends"
 
It is not surprising that most of the countries in the category of
 

"low-wage trend" (GDP growth exceeds wage increase), such as South Korea,

Thailand, Taiwan, Guatemala, Pakistan, and Brazil (since 1964), had long
 
periods of authoritarian and anti-union policies.
 

In other respects there is a diversity of policies and market structures.
 
Brazil and the South Korea 
- Taiwan duo, for instance, are opposite paradigms:

Brazil of dualistic growth, where capital subsidy and sectoral allocation
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Table 2. Trends in Manufacturing Wages and GDP Per Capita
 
(annual average changes, in percentages)
 

(1) (2) (3)
 
Real Wage GDP per capita Difference
 

Country (1956-72) (1959-71) (1) - (2)
 

Tanzania 9.4 2.2 7.0
 

Nicaragua 7.1 3.5 3.6
 

Zambia 6.5 3.1 3.4
 

Colombia 4.7 1.9 2.8
 

Dominican Republic 3.6 1.0 2.6
 

Chile 4.6 2.1 2.5
 

Jamaica (5.6) (3.1) (2.5)
 

Peru 4.1 1.8 2.3
 

Ecuador 4.1 1.8 2.3
 

Venezuela 12.7) (0.6) (2.1)
 

Ghana 1.4 -0.1 1.5
 

Ceylon 3.1 2.1 1.0
 

Panama 5.5 4.7 0.8
 

Egypt (1.2) (1.1) (-0.1)
 

Mexico 3.8 3.9 -0.1
 

Turkey (3.5) (4.0) (-0.5)
 

Brazil 2.3 3.1 -0.8
 

Pakistan 1.0 2.2 -1.2
 

Guatemala 1.8 2.1 -1.5
 

Burma (0.4) (2.0) (-1.6)
 

Costa Rica (0.5) (2.2) (-1.7)
 

Argentina 0.5 2.6 -2.1
 

Taiwan 3.2 5.7 -2.5
 

Korea 4.2 6.7 -2.5
 

India -1.3 1.5 -2.8
 

Philippines -1.4 1.6 (-3.0)
 

Thailand (-2.6) (5.3) (-7.9)
 

NOTES: Brackets indicate cases where data were available for short subperi
ods only; the periods covered are given in notes to appendix table 2.
 

The dates shown in column headings indicate maximum period covered; in
 
some cases (see appendix table 2), the periods are shorter.
 

The maximu2 periods for columns (1) and (2) do not match fully, but
 
they overlap sufficiently to indicate the approximate relationship between
 
manufacturing wages and GDP per capita.
 

SOURCES: Column (1): From appendix table 1; Column (2): OECD, Late~t
 
Information on National Accounts, no. 7 (February 1973).
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policies reduce the potential employment and distributive effects of rapid
 
growth, Taiwan and South Korea of balanced urban-rural, evenly distributed
 
growth. 
Indeed, in Taiwan and South Korea the task of wage restraint was
 
facilitated by a lesser degree of dualism: 
 output is much less concentrated
 
in a few large urban high-productivity firms. 
 Their governments had to
 
contend with weaker market and organizational forces. 
Much of this, of
 
course, is circular: 
 lesser dualism is to some extent 
(some argue, primar
ily) a result of wage restraint.
 

Wage repression in other countries, even when applied over relatively
 
long periods, has been paralleled by capital-pricing, licensing, and other
 
policies that both subsidised capitalists, particularly in manufacturing,
 
and contributed 
to more 
dualistic growth patterns. 
 This policy mix has
 
been most evident in Brazil, 6 9 
but it also characterized the Philippines
 
as well as Pakistan during the decade of the sixties. 
 In Guatemala and
 
Thailand, wage repression seems 
to have been the complement primarily of
 
pro-landlord, rather than pro-urban capitalist policies, though tariffs
 
and capital subsidies have also been favorable to the urban wealthy.
 

Other countries seem to be in 
the "low-wage" group for different
 
reasons: 
 India; in particular, is a major political exception. 
The
 
strongly egalitarian intent of the Indian Constitution certainly provides
 
a basis for a tight rein on manufacturing wages, yet there is much in the
 
institutions and principles of wage-determination 
ia India that would lead
 
one to 
expect wage trends strongly guided by capacity to 
pay, particularly
 
the acceptance of collective bargaining or 
tripartism, the rejection of
 
direct government intervention, and the approval of industry-cum-regional
 
differentiation in minimum wage rates. 
Moreover, India is supposedly a
 
"soft state" and has relatively strong regional governments which partici
pate in wage-determination. 
Despite these characteristics, which preserve
 
more democratic appearances, the wage-determination machinery in fact has
 
managed to 
establish principles of strong central 
control, of wage restraint,
 
and egalitarian wage criteria. 
 Along with general wage restraint, there
 
has been a sharp reduction in skill differentials. 
Some of the instruments
 
that have achieved these results, foi instance, are the centralization of
 
the Labor Appellate Tribunals, 
the establishment of the industry-region
 
rather than individual firm as 
the basis for determining the ceiling capacity
 
to pay, and the involvement of independents in the Wage Boards, persons who
 
generally lean conservatively toward consumers' and community interests.71
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Argentina appears to have switched from being a classic P se of
 

redistributive pro-labor policies, under Peron, into the category of low

wage countries. Though the overall trend from 1954 to 1972 is a lag in
 

manufacturing wages behind GDP per capita (0.5% versus 2.6%), the story of
 

wage policy over this period is complicated by numerous regime changes, by
 

an overriding concern with stabilization problems, and by the powerful
 

effect of external terms of trade on the internal distribution of income
 

between urban wage earners and farmers. The principal tools used to affect
 

wage outcomes involved direct price-setting -n a highly &ggregate scale-

broad wage readjustments, exchange rate policy, and the rate of inflation;
 

few chnnges were made in labor legislation, and the solid organization of
 

labor unions was not challenged. The net effect of these broad and contin

ually shiftirg policy interventions was a sharp initial post-Peron reduc

tion in the wage share in national income from 46% in 1954 to 38% in 1959.
 

followed by a burst of rapid wage growth, as real wages grew 8.4% per
 

annum from 1959 to 1965 while GDP per capita grey7 only 2.4%. The 1965
 

military coup then initiated a long stagnation and even slight decline as
 

real wages fell 0.6% per annum between 1964 and 1972 despite an annual
 

growth of 3.2% in GDP per capita. The overall picture shows scme correla

tion between wage trends and basic regime attitudes, but the extreme
 

annual fluctuations of key variables, the major impact of external prIce
 

developments--chiefly of wheat and beef--and the relative weakness of all
 

governmets during this period suggest that any conclusion regarding
 

policy impact is somewhat speculative.
 

b) Cases of "high-wage trends"
 

As was suggested in the analysis in earlier subsections, countries
 

with high rates of wage increase relative to GDP tend to be less authori

tarian and to have relatively dualistic economies. These are the political
 

and economic conditions that, on the one hand, motivate collective bargain

ing, "capacity to pay" types of wage policies, and on the other hand,
 

provide the market structures where such policies can be used to good
 

effect.
 

If manufacturing wage earners gained from policy in these countries,
 

who lost? In countries with small modern sectors (e.g., Tanzania,
 

Nicaragua, and Zambia), there was more leverage to finance wage increases
 

by redistributing income from the traditional sector, ria relative prices,
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or agricultural export taxes for instance. 
Yet in many of the high-wage
 
trend countries, such as 
Colombia, Peru, and Chile, the traditional sectors
 
were too small (e.g., under one-third of value added) to support, via such
 
transfers, the large wage increases in the modern sector. 
Instead, wage
 
gains must have been financed largely from capital income, or foregone
 
taxes; where wage gains resulted chiefly from capaci.ty-to-pay policies,
 
there would have been little perception of "loss"--the wage gains would
 
have appeared as 
a natural sharing in productivity increases.
 

Of the high-wage trend countries shown in table 2--those for instance
 
where real wage growth exceeded GDP per capita growth by over 2.0% per
 
annum--only Tanzania could be described as a case of deliberately redis
tributive pro-modern-sector wage policy. 
 High-wage trends in the other
 
countries seem to Le associated instead with conJensus-type wage policies.
 

These countries have had alternating periods of rapid and of slow
 
wage change, often as a result of fluctuating inflation rates and stabili
zation programs. The capacity-to-pay orientation lends itself to 
flexi
bility of this type. 
 Also, shifts in the political balance of power cause
 
fluctuations around the basic permissive trend made possible by governments
 
too weak to suppress unions, and by dualistic productivity differentials
 
that are to some extent self-reinforcing because rising wage costs induce
 
greater capital intensity. In Peru, for instance, wage policy became
 
markedly permissive--favoring the stronger organized sectors, such as
 
miners--during the first two or 
three years following the 1968 military
 
coup; the result was a marked acceleration in the growth of real wages.
 
These increases were achieved directly through the government's participa
tion in tripartite wage boards. 
At the same time, the government began a
 
continuing effort to weaken union organization. These policies contrasted
 
with the labor policies of the Belaunde government (1963-68). Belaunde's
 
policies also involved a pro-labor influence in mediating disputes and
 
enforcing labor legislation, but this influence was less pronounced than
 
in the early years of the Velasco government; instead, Belaunde followed
 
a 
mix of consensus and pro-labor organizational policies that permitted
 
both steady differental wage increases in modern firms and greatly expanded
 
the extent of unionization, chiefly in modern agriculture.
 

A more dramatic case of deliberately redistributive wage policy was
 
Chile's attempt at massive redistribution to 
labor under the Allende regime,
 
particularly during 1971 when an 
exceptionally powerful attempt was
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made to raise wage levels and wage shares. The policy involved sharp
 

increases in minimum wages, price controls, and easy access to credit to
 

smaller and medium-sized firms financially affected by the cost-price
 

squeeze. Fu- hermore, acquiescence to wage increases was facilitated by
 

the legally sanctioned threat of government "intervention" (i.e., takover)
 

in firms that failed to resolve labor disputes. The combined effect of
 

these measures was a massive transfer of modern-sector property income to
 

labor during 1971: real wages that year rose 26%! The financial and pro

ductive implications of these measures, however, were untenable, and much
 

of the redistribution was reversed, in part as deliberate policy, through
 

the inflation of 1972-73. This rather erratic instance of an extreme pro

labor policy, like the longer-lived Peron experiment, is revealing of the
 

mechanisms involved in impler.2ntation, of market responses, and of the
 

ultimate difficulty of achieving a permanent redistribution through such
 

means.
 

An important feature of both the more aggressively pro-labor and the
 

consensus wage policies is the way in which labor policy has accommodated
 

to the existence of large differences in productivity levels and to dif

ferences in political vlnerability, chiefly between foreign-owned and
 

national firms. Governments have accommodated to this differentiation by
 
allowing company unions to become the principal negotiating units: industry

wide bargaining is the exception in most LDCs. The history and role of
 

company unions in Colombia is stressed, for instance, by Urrutia. 72
 

73
 
Gregory cites the role of plant unions in Chile; he argues that such
 

unions weakened the labor movement, but this broad political result is
 

not inconsistent with the achievement of differential wage gains correlated
 

with productivity levels and changes between firms. Bargaining by company
 

unions results in price discrimination by labor in the sense that firms
 

with less elastic demand for labor curves can be forced to pay higher wages.
 

Price discrimination by labor also helps to explain the wide dispersion
 

of wage rates within LDC modern sectors, over and above the differentials
 

between modern and traditional sector firms. Since productivity is
 

closely correlated with capital-intensity, there is a correspondingly
 

close relationship between wage levels and capital-labor ratios in firms.
 

Gregory cites this correlation for Chile, and evidence for Peru and Colombia
 

is given by Webb, 74 and Nelson, Schultz, and Slighton, 75 respectively. A
 
striking example of correlation between wage and productivity differences,
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explainable largely in terms of price discrimination, is provided by eight
 
large sugar estates in Peru. 
Data for 1968 show a similar structure of
 
wages within and large differences between each estate (reflecting differ
ences in average productivity). Thus the average annual wage ranged from
 
U.S.$713 to $1,643.76
 

E. 	 Conclusions
 

The "high-wage policy" that allegedly characterizes LDCs, and that is
 
routinely attacked in discussions of employment and equity, is a misrepre
sentation of wage policy in LDCs. 
 Cases of straightforward redistributive
 
pro-labor policies, such as the post-independence experience of several
 
African countries and the Peron period in Argentina, have been the excep
tion not the rule. Wage restraint and industrial consensus policies 
are
 
the more common LDC attitudes toward modern-sector labor. Modern-sector
 
wages have risen more often despite primarily repressive or neutral wage
 
policies. 
 Those increases are caused by an interaction of economic struc
tures and political aims that favor modern-sector labor. Those natural
 
advantages must either be actively checked, through repression, or by the
 
substitution of moral incentives; 
or they must be accommodated through
 

consensus politics.
 

Perhaps the most frequent policy outcome is one which favors discrimi
natory wage increases that match differences in productivity growth. 
The
 
"capacity-to-pay" criterion is 
a hardy plant, fed by political convenience,
 
by the marketplace ideology, by notions of fairness, and by the economic
 
opportunities of dualistic economies. 
 This 	is a pessimistic conclusion
 
with respect to the prospects for more equitable and employment-creating
 
wage policies. The argument of this paper implies that calling for wage
 
restraint is preaching to the converted, at least in most LDCs, and that
 
modern-sector wage restraint is an option open only to authoritarian
 

governments.
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APPENDIX
 

Appendix Table 1. Trends in Real Wages, 1956-72
 
(average annual changes, in percentages)
 

Argentina 


Brazil 


Chile 


Colombia 


Dominican Republic 


Ecuador 


Egypt 


Ghana 


Guatemala 


India 


Korea 


Mexico 


Nicaragua 


Pakistan 


Panama 


Peru 


Philippines 


Puerto Rico 


El Salvador 


Sri Lanka 


Syria 


Tanzania 


Thailand 


Turkey 


Venezuela 


Zambia 


NOTES:
 

(1) 

1956-1960 


-2.5 


0.3 


-


9.9 


4.4 


0.0 


0.3 


5.1 


2.6 


-0.9 


4.4 


2.4 


2.4 


-0.9 


9.0 


2.9 


0.5 


6.6 


5.6 


9.9 


-


6.8 


-


1.6 


-


3.1 


(2) 

1960-1964 


5.5 


2.5 


1.6 


4.9 


13.5 


1.7 


5.4 


-1.7 


1.2 


-2.6 


-3.7 


8.6 


3.1 


5.3 


6.0 


0.7 


-4.5 


4.0 


0.2 


-0.8 


-


18.2 


-


1.6 


-


13.5 


(3) 

1964-1968 


-1.2 


0.5 


9,2 


1.9 


-6.4 


2.0 


0.6 


2.0 


3.2 


-0.4 


10.1 


2.3 


9.7 


-3.7 


2.9 


-1.9 


0.3 


3.7 


2.9 


1.4 


-0.9 


4.9 


-3.9 


5.7 


3.7 


3.1 


(4)
 
1968-1972
 

-0.1
 

7.6
 

5.5
 

-0.4
 

3.3
 

6.7
 

0.0
 

0.7
 

-0.1
 

0.8
 

6.6
 

1.6
 

-


4.9
 

5.6
 

5.5
 

-1.7
 

3.1
 

1.5
 

1.4
 

-0.8
 

4.0
 

-0.3
 

2.5
 

1.8
 

6.2
 

Actual periods covered are as follows:
 

Col. (1): 	 Ecuador, 1957-60
 
Peru, 1957-60
 
El Salvador, 1956-59
 



248
 

Appendix Table 1. (continued)
 

NOTES (continued)
 

Col. (2): 	 El Salvador, 1961-64
 

Col. (3): 	 Brazil, 1966-68
 
Korea, 1965-68
 
Nicaragua, 1964-67
 
Tanzania, 1965-68
 
Turkey, 1964-67
 

Col. (4): Brazil, 1968-70
 
Colombia 1968-70
 
Dominican Republic, 1968-70
 
Egypt, 1968-70
 
Ghana, 1968-71
 
India, 1968-70
 
Korea, 1969-72
 
Pakistan, 1968-70
 
Panama, 1968-71
 
Philippines, 1968-71
 
Tanzania, 1968-70
 
Thailand, 1968-70
 

SOURCES:
 

For years 1956-64: Smith, Anthony D., ed., Wage Policy Issues in
Economic Development (London: Macmillan, 1969), table 2, p. 47; and
International Labour Organization 
Yearbook of Labor Statistics, 1966 edition.
 

For years 1964-72: 
 I.L.O., Yearbook of Labor Statistics, 1973 edition.
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Appendix Table 2. Trends in Real GDP Per Capita, 1956-72
 
(average annual changes, in percentages)
 

(1) (2) (3) (4,
 
1956-1960 1960-1964 1964-1968 1968-1972
 

Argentina 1.6 1.7 2.7 3.7 

Brazil 3.3 2.1 2.6 6.1 

Chile 0.3 2.3 1.9 2.9 

Colombia 0.1 1.8 1.4 3.0 

Dominican Republic 0.8 3.7 -2.2 7.4 

Ecuador 1.6 1.2 - -

Egypt - - -0.2 3.9 

Ghana - 0.1 -1.5 1.6 

Guatemala 1.2 2.4 2.5 2.8 

India 1.7 2.5 -0.5 3.3 

Korea 2.3 3.6 6.8 8.9 

Mexico 2.3 3.8 3.3 3.6 

Nicaragua 0.0 7.3 1.1 1.3 

Pakistan 0.7 1.5 1.9 -1.5 

Panama - 4.7 5.0 4.8 

Peru 	 3.8 1.6 0.9 2.2 

Philippines 0.5 1.3 1.0 2.8
 

Puerto Rico 6.4 6.2 5.6 5.0
 

El Salvador - 3.3 1.6 -0.3
 

Sri Lanka 2.0 -0.5 2.6 2.9
 

Syri- -5.0 7.0 -0.9 6.0
 

Tanzania - 1.2 3.5 1.7
 

Thailand 4.7 7.2 9.0 5.9
 

Turkey 0.2 1.9 3.7 3.8
 

Venezuela - 4.1 0.9 1.3
 

Zambia - 0.4 7.3 1.3
 

NOTES:
 

Actual periods covered are as follows:
 

Col. (4): 	 Argentina, 1968-71
 
Brazil, 1968-70
 
Chile, 1968-71
 
Dominican Republic, 1968-71
 
Egypt, 1968-70
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Appendix Table 2. 
(continued)
 

NOTES (continued)
 

Ghana, 1968-70
 
India, 1968-70
 
Pakistan, 1969-71 
(excluding Bangladesh)
 
Panama, 1968-71
 
Philippines, 1968-70
 
El Salvador, 1968-71
 
Sri Lanka, 1968-71
 
Zambia, 1968-70
 

SOURCES:
 

For years 1956-60; U.N., Statistical Yearbook, 1966 edition, pp. 546-49.
 

For years 1960-72; Ibid., 
1973 edition, pp. 549-52.
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Appendix Table 3. Difference in Trends in Manufacturing
 
Wages and GDP Per Capita
 

(average annual changes, in percentages)
 

Argentina 


Brazil 


Chile 


Colombia 


Dominican Republic 


Ecuador 


Egypt 


Ghana 


Guatemala 


India 


Korea 


Mexico 

Nicaragua 

Pakistan 

Panama 

Peru 

Philippines 

Puerto Rico 

El Salvador 

Sri Lanka 

Syria 

Tanzania 

Thailand 

Turkey 

Venezuela 

Zambia 

(Table 1 - Table 2)
 

(1) (2) (3) (4)
 
1956-1960 1960-1964 1964-1968 1968-1972
 

-4.1 3.8 -3.9 -3.8
 

-3.0 0.4 -2.1 1.5
 

- -0.7 7.3 2.6
 

9.8 3.1 0.5 -3.4
 

3.6 9.8 -4.2 -4.1
 

-1.6 0.5 - 

- - 0.8 -3.9
 

- -1.8 3.5 -0.9
 

1.4 -1.2 0.7 -2.9
 

-2.6 -5.1 0.1 -2.5
 

2.1 -7.3 3.3 -2.3
 

0.1 4.8 -1.0 -2.0
 

2.4 -4.2 8.6 

-1.6 3.8 -5.6 6.4
 

- 1.3 -2.1 0.8
 

-0.9 -0.9 -2.8 3.3
 

0.0 -5.8 -0.7 -4.5
 

0.2 	 -2.2 -1.9 -1.9
 

- -3.1 1.3 1.8
 

7.9 	 -0.3 -1.2 -1.5
 

- - 0.0 -6.8
 

17.0 1.4 2.3
 

- - -12.9 -6.2
 

1.4 	 -0.3 2.0 -1.3
 

- - 2.8 0.5
 

13.1 -4.2 
 4.9
 

NOTES: The dates shown in column headings in-'icate maximum period covered:
 
in some cases (see notes, appendix tables 1 & 2), the periods are shorter.
 

The maximum periods from appendix tables 1 & 2 do not match fully, but
 
they overlap sufficiently to indicate the approximate relationship between
 
manufacturing wages and GDP per capita.
 

SOURCES: Tables 1 and 2.
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Chapter 6
 

NOTES
 
1. 
From "150 Years Ago," a column in Thc Observer, a London newspaper,


cited in the edition of 17 May 1969.
 

2. 
Cited by James 0. Morris in "Latin American Collective Bargaining
Agreement: An Illustration," Stanley M. Davis and Louis Wolf Goodman, ed.,
Workers and Managers in Latin America (D.C. Heath & Co., 1972), p. 211.
 

3. 
See Albert Fishlow, "Brazilian Size Distribution of Income,"
American Economic Review LXII 2 (May 1i72), 
table 1, p. 392.
4. 
Emanuel de Kadt, Catholic Radicals in Brazil (London: 
Oxford Uni

versity Press, 1970), p. 177. 
Data refer to 1965.
 

5. de Kadt, Catholic Radicals, p. 177.
 

6. de Kadt, Catholic Radicals, p. 185.
 

7. Stephan R. Lewis, Jr., 
"Notes on Indistrialization and Income
Distribution in Pakistan," Research Memorandum no. 
37, Center for Development Economics (Williams College, September 1970), 
p. 15.
 

8. In this special sense, socialist and other leftist regimes could be
described as pro-capital; in fact, socialist governments generally are procapital. This classification is modified below to acknowledge the distinction
between policies aimed at raising wages in either the modern or 
the traditional
 
sectors.
 

9. 
"Modern" and "traditional" are considered here as having high or
low labor productivity. Perhaps the latter terms could have been used to
avoid confusion but the former concepts are more generalized and mean
roughly the same. 
High labor productivity correlates well with size of
firm (excluding farms), with the "organized" sector, with what could be
called the "formal" sector, and with the "enumerated" sector. 
For distributive analysis, however, the most useful criterion is productivity since
it identifies where income originates and where it goes. 
Enumeration and
size of firm, however, are useful statistical approximations or proxies

for the high-productivity sector.
 

10. 
 The growth and employment case for low modern-sector wages is put
forward in chapter 3 by Henry Bruton, "Industrialization Policy and Income
Distribution" in this volume. 
See also Gustav Ranis, "Industrial Sector
Labor Absorption," Economic Development and Cultural Change, vol. 21,
no. 
3 (April 1973), pp. 387-408.
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11. Bruton, in an unpublished discussion of wage policy, states that
 
"The general outcome of [on-the-job skill accumulation plus job mobility]
 
is quite likely to be some increase in wage rates due to accumulated
 
experience. It is difficult to be alarmed about these increases. They
 
do not penalize employment and they do not result from exercise of any
 
monopoly or discriminatory power."
 

12. The widening of the wage and salary structure in Brazil over the
 
last decade, for instance, has been explained as a necessary consequence
 
of rapid growth. (See Carlos G. Langoni, "Distribucao da rende e des
 
envolvimiento economico do Brazil," Estudios Economicos, vol. 2, no. 5
 
(October 1972), pp. 1-88.) Also, the rapid increase in white-collar
 
incomes in Africa Immediately after independence has been attributed to
 
the greatly expanded personnel demands of the public sector.
 

13. This argument is developed in R. Webb, "Government Policy and the
 
Distribution of Income in Peru, 1963-1973." Discussion paper no. 39,
 
Research Program in Economic Development (Princeton University, March 1974),
 
pp. 28-29.
 

14. See E.A. Landy, in International Labour Review, vol. 101, no. 6
 
(June 1970); p. 555; and James 0. Morris, who equates a "more advanced"
 
industrial relations process with one that places greater reliance on
 
collective bargaining, Morris, "Latin American Collective Bargaining," p.209.
 

15. These include AID and AFL-CIO-supported labor institutes in each of
 
the three major world regions (the AIFLD [The American Institute for Free
 
Labor Development] is for Latin America), devoted largely to the support
 
of non-communist labor organizations in developing countries.
 

16. D. Jackson, "The Political Economy of Collective Bargaining--

The Case of Turkey," British Journal of Industrial Relations, vol. IX, no. 1
 
(March 1971), for instance, discusses the substantial budgetary support
 
and traiing assistance provided to the anti-communist Turkish labor
 
federation Turk-Is.
 

17. Jackson, "Political Economy of Collective Bargaining," p. 69
 
Ataturk's labor policy, embodied in the Labor Act of 1936, was reversed
 
after the 1960 revolution.
 

18. See Roger D. Hansen, The Politics of Mexican Development (Baltimore:
 
Johns Hopkins Press, 1971), especially pp. 113-16. The main exception was
 
the Aleman admini3tration (1946-52) which followed a deliberate low-wage
 
policy.
 

19. Hansen, p. 92. This policy was made explicit by President Cardenas
 
(1934-40). See Joe C. Ashby, Organized Labor and the Mexican Revolution
 
under Lazaro Cardenas (Chapel Hill: University of North Carolina Press, 1963).
 

20. See President Velasco's Message to the Nation of 28 July 1971.
 

21. Arthur Lewis, "A Review of Economic Development," American Economic
 
Review, vol. IV, no. 2 (May 1965), p. 15.
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22. 
 See Celso Furtado, Subdesenvolvimiento e Estagnacao Na America Latina
(Rio de Janeiro: Editora Saga, 1968), p. 81. 
 Furtado's argument culled
several publications, is favorably reviewed by Werner Baer, "Furtado on 
from
 

Development: 
A Review Essay," Journal of Developing Areas (January 1969),
pp. 270-80. 
 This argument also underlies several empirical studies undertaken as part of 
the Rice University Program of Development Studies project
on income distribution. 
See James Land and Ronald Soligo, "Models of
Development Incorporating Distribution Aspects," paper no. 
22, Program of
Development Studies, Ri"" 
 University. 
See also the International Labour
Organization report on Colombia, Towards Full Employment (Geneva: 
 ILO, 1970).
 

23. 
 See, for instance, Plan Anual 1971, ODEPLAN (Santiago, 1970), p. 17,
"La concepcion general del Plan.. .se expresa en 
lo immediato en una fuerte
redistribucion de ingresos a favor de los asalariados
....Esta redistribucion
de ingreso se traducira en un sustancial aumento de la demanda y, por ende,
en un 
fuerte estimulo al aparato productivo, hasta ahora muy deprimido y
subutilizado. 
Por este mismo hecho, se cuenta con la neesaria capacidad de
respuesta a las 
nuevos condiciones, asi 
como tambien existe un vasto
contingente de fuerza de trabajo susceptible de ser empleados productivamente."
 

This expression of faith in the short-run elasticity of aggregate
supply is supported by a broader argument 
that inequality is a growth bottleneck, expounded for instance in Pedro Vuskovic, "Distribucion del Ingreso
y opciones de desarrollo," Cuadernos de 
la Realidad Nacional, no. 5
(September 1970), 
pp. 41-60. Vuskovic was Allende's first Minister of
Economy (1970 to mid-1972) and is considered the chief architect of
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CHAPTER VII
 

FISCAL POLICY AND INCOME REDISTRIBUTION
 

Arnold C. Harberger
 

The main objective of this chapter is to put into perspective the possibil

ities for poor countries to use their fiscal systems for redistributive
 

purposes. Most of the discussion will be centered on the taxation side of
 

the fiscal equation. The conclusions emerging from it will probably be
 

disheartening to those who believe 'hat a major assault on the problem of
 

inequality can be effected by fiscal means. 
 But this does not mean that
 

tax policy i of no help in promoting greater equity. Indeed, though its
 

limitations are severe when judged against the goal of 
a major improvement
 

in the overall distribution of income, the possibilities for significant
 

achievements look far brighter when viewed in terms of the more limited
 

objective of bringing about a more equitable distribution of the fiscal
 

burden itself. In fact, if there is any single message to emerge from
 

this chapter, it is that when we look at a tax system with the distribu

tion issue in mind, we are far better advised to think in terms of bring

ing about a fairer distribution of the tax burden than in terms of having
 

a major impact on the overall distribution of income in the society in
 

question.
 

A. The main constraints on tax policy
 

Frequently, when the income distribution problem in LDCs is discussed,
 

statements like the following emerge: 
 "The top quintile of the income
 

distribution now gets half of the existing total after-tax income, while
 

the bottom quintile gets only 5 percent. Thus if only an additional tenth
 

of the top group's share were taken away and given to the bottom group, the
 

latter's share could be doubled." This kind of arithmetic makes good fod

der for seminars but does not do much for policy, as 
it papers over all of
 

the problems involved in effecting the sort of change it contemplates.
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Basically, these problems fall into five classes:
 

(i) The affected factors of production may leave the country.
 
(ii) The affected factors of production may shift to other activi

ties (in which lower taxes are paid) within the country.
 

(iii) The taxes in question may be evaded.
 
(iv) The taxes in question may not be levied in the first place.
 

(v) The taxes may be levied but not have the desired effect.
 
There follow some brief comments on each of these items.
 

1. On factors of production leaving the country
 
This may at first glance appear to be a point of little practical im

portance, given the constraints that exist in today's world with respect
 
to international migration. Nonetheless, I thin 
such a judgment is un
warranted, especially in the context of 'edistributive fiscal policy
 
measures. 
The facts, I believe, are that the strongest barriers to inter
national migration bear against the poorest strata of the income distribu
tion in LDCs, while the possibilities for migration by the upper strata are
 

1
 
quite real.


A factor of much more importance than labor migration, however, is
 
that of capital. 
There can be little doubt that most wealthy people, in
 
any less-developed country in the world, can and do find ways of having
 
bank accounts and securities portfolios abroad. In many cases, the
 
capital-market movements involved are perfectly legal; in others, the
 
black market is used as a vehicle for transferring funds. But in any event
 
the funds do get abroad, where they earn incomes which rarely pay any tax
 
to the treasury of the country of origin. I believe that we can and
 
should take as a datum that wealthy people in most LDCs earn yield on
 
their foreign holdings equal to the nominal yields 
on those investments
 

minus whatever taxes may be withheld at the source by the host country.
 
These are the yields which they conpare with what they can earn at home.2
 

If the economic return to capital becomes more unfavorable for home
country investment, this will carry as a consequence a greater flow of
 
funds overseas, where it will be beyond the effective reach of the LDC tax
 
net. Any discussion of redistribution by fiscal means which does not rec
ognize the existence and importance of this avenue of escape from local
 
taxation must be characterized as hopelessly unrealistic.
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2. Tax "shelters" within the country
 

Realism also dictates that one recognize the existence (and probable
 

inevitability) of areas within most LDC economies where factor incomes
 
are taxed at effectively lower rates than in other areas. 
 As far as capi

tal is concerned, there is usually a relatively high rate of taxation of
 
corporate profits, a lower rate of tax applying to many noncorporate activ

ities (e.g., farming, retailing), and piobably no tax at all on the imputed
 

income from owner-occupied housing. In addition there are often special
 

tax-incentive schemes aimed at attracting funds to backward regions (e.g.,
 
Northeast Brazil) or to specified activities (e.g., low-income rental
 

housing).
 

With respect to labor income, such special provisions are far less
 
common, but substantial differences in the effective burden of taxation
 

arise through differential evasion. Heavy taxation, at the source, of
 

salary incomes thus gives rise to profeFsional services being carried on
 
under special contracts outside the formal salary structure of the firm.
 
Similarly, heavy taxes on wage incomes lead to the subcontracting of sim

ple manufacturing processes to small supplier firms which are in a better
 
position than large companies to avoid or evade such taxes. Even where
 
direct subcontracting is not undertaken, it appears that the relatively
 

heavy taxation of wage and salary incomes in "organized" industry (e.g.,
 
modern textile firms, supermarkets, department stores, and so on) is a
 

key factor in the survival of competitive activities (e.g., handicraft
 

textiles, small retail shops) in the "unorganized" sector.
 

3. Tax evasion
 

Tax evasion clearly plays a role in the processes discussed under
 
sections 1 and 2 above. 
 It merits a separate heading mainly to underline
 

its ubiquity and inevitability. This is not to say that efforts to attack
 

tax evasion are in vain--quite the contrary, such efforts are utterly es

sential for any reasonable degree of equity in taxation. But I do feel
 

that a frank recognition of the phenomenon of evasion is required for the
 
design of an equitable tax system. To pretend that farmers, shopkeepers,
 

and independent prcfessionals pay incomie taxes wiLh anything like the
 
same fidelity as wage and salary workers subject to withholding only leads
 

to an exaggerated reliance being placed on personal inco.me taxation as 
a
 

revenue source, and to a consequently greater degree of horizontal inequity
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between those who cannot evade the legally applicable tax and the other
 
groups with easier access to evasion routes. The course of wisdom for most
 
LDCs is to combine a diversified tax portfolio (so that those groups that
 
can evade a particular tax are at least picked up on other taxes in the
 
package) with moderate rate structures (to limit the incentive to evade)
 
and energetic enforcement (to limit the degree of response to whatever
 
incentive exists). 
 There can be no doubt, however, that this strategy has
 
the effect of blunting the apparent possibilities for strongly redistribu
tive taxation--a conclusion which, in my view, should be taken as a fact
 

of life.
 

4. Political constraints
 

This is probably the best term under which to summarize the reasons
 
why strongly redistributive taxes may not be levied in the first place.
 
The United States is able to have marginal income tax rates of 50 percent
 
on personal incomes of, say, 8 times the per capita GNP. 
 Such rates are
 
evaded to some extent and by some groups, but they are paid in full by
 
salaried workers subject to withholding and by others. But what can lie
 
taxed in the United States out of incomes of $50,000 per year and more,
 
cannot be done in India on incomes of $800 per year and up, or 
in Central
 
America on incomes in excess of $4,000 or $5,000. 
 Part of the reason
 
why it cannot be done lies in real factors like those mentioned under sec
tions 1 and 2 above. But a very important part lies directly in political
 
factors. 
 Put very simply, heavy taxation of incomes above the indicated
 
figures would directly hit the very civil servants who design and adminis
ter the tax structure, and also the legislators who put it into law. 
In
 
spite of the fact that their incomes put them in the top percentile or
 
two of the income distribution, these groups, by and large, do not consider
 
themselves as rich but rather as part of a struggling middle class. 
 Their
 
tastes and consumption habits are not extravagant by international stand
ards, or even in terms of the traditions of the elite in their own coun
tries. 
 The fact that these people are demonstrably a part of the very
 
upper stratum of society in their own impoverished nations does not Take
 
them any more eager or willing to impose new, heavy tax burdens on them
selves. As long as this attitude prevails, and as long as the groups in
 
question have the political clout to make it stick, even U.S.-style
 



263
 

progressivity in income taxation will remain out of the range of possibil

ity for the LDCs in question.
 

5. Incidence
 

The incidence question is in a sense simply the reflection of the
 

forces referred to above. In very broad terms it can be summarized with
 

the comment that tax structures are likely in fact to be a lot less pro

gressive than they look. If, for example, the owners of capital in an LDC
 

b-ve access to outlets for their funds in the world capital market at
 

yields of 8 percent, efforts to tax the use of those funds at home will
 

have the effect of a further capital outflow. In all likelihood, the
 

final result will be that capital invested at home will still have an
 

after-tax yield of 8 percent (or whatever is judged by the investors to
 

be reasonably comparable with the yields obtainable on the international
 

market). If the taxation of income from capital at home is light, lots
 

of funds will stay at home and will produce a before-tax yield of, say,
 

10 percent. If the relevant taxation is heavy, more capital will flow
 

abroad, and that which stays at home may end up with a before-tax yield
 

of, say, 16 percent. In both of these cases the LDC owners of capital are
 

really in the same income position--earning 8 percent after taxes on their
 

investments. But in the first case they appear to be bearing low taxes
 

and in the second, to be bearing high taxes. In fact, as the example was
 

framed, the burden of taxation on income from capital is in both cases
 

passed on in the form of higher real product prices or lower real wages
 

or both. Its ultimate incidence will depend on the distribution among
 

income groups of the consumption of the affected products, and on the
 

degree of substitutability of labor for capital in the affected activities.
 

But reasonable values for the relevant parameters covering these aspects
 

of incidence would surely lead to a tax which is effectively more like a
 

consumption tax and/or a general wage tax than a tax which truly reduces
 

the real income of capital owners by the amounts collected.
 

The incidence effects of taxes work similarly when lrior migration is
 

involved. If some members of the affected group move out of the country
 

as a consequence of the tax structure, the before-tax rewards of those who
 

remain are increased, so that patients, for example, end up paying part of
 

the tax burden which nominally falls on doctors.
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Where the reallocations induced by the tax system take place within
 
the economy (i.e., by a reshuffling of factors from activities with heavier
 
taxes to those with lighter taxes) rather than by a net out-migration of
 
labor or capital, the situation is somewhat different. Here the most
 
directly traceable effect of heavier taxation of a factor in some activi
ties is to lower the real rewards earned by the same 
factor in activities
 
with lighter taxes. 
 Thus, for example, the heavier taxation of colporate
 
earnings, in the absence of out-migration of capital from the country, op
erates to drive down the rewards earned by capital in noncorporate uses.
 
Similarly, the heavier taxation of 
the earnings of salaried professionals
 
works in the direction of lowering those of professionals in independent
 
practice. Under certain circumstances,3 this process simply works as 
a
 
tax-spreading device--the tax on 
the income of corporate capital falls in
 
the final analysis on 
the income of all (i.e., 
corporate plus noncorporate)
 
capital, and Lhe tax on 
the earnings of salaried accountants is spread
 
ultimately among all (i.e., 
salar4.ed plus self-employed) accountants.
 

This "tax-spreading" effect--which means 
that when a particular factor
 
is subject to highet taxation in some activities than in others, the effect
 
of 
-his higher taxation is felt by similar factors in all activities --is

the clearest implication of incidence theory when out-migration is not a
 
significant element in the picture. 
 But there may be cther effects as
 
well--causing impacts on consumers as 
a group or on the real earnings of
 
other productive factors. 
 I shall not go into those effects here, however,
 
since one cannot generalize even about their direction without knowledge of
 
the particulars of the case 
at hand.
 

B. -.me redistributional fiscal policy exercises
 
The discussion of the preceding section can best be viewed as a spring

board for the analysis about to be presented. It is a springboard in the
 
sense that, to pass from the previous section to the exercises we are about
 
to engage in, a certain leap is involved--the exercises are not the logical
 
consequence of what went before but are, I hope, motivated and made plausi
ble by it.
 

The particular meat i.hat I would like to extract from the previous
 
.ection for use in what is to follow is the judgment that there are strong
 
grounds for caution and deliberation in the design of tax structures. 
 In
 

http:salar4.ed
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particular, crude arithmetical exercises purporting to show the redistribu

tive potential of the tax system should be viewed with skepticism. I hope
 

that enough skepticism has been implanted in the minds of my readers that
 

they will be willing to accept the following self-imposed rules for judg

ing what can plausibly be done by progressive taxation in an LDC context.
 

(i) We will consider progressive taxation to begin at a level
 

equal to the average per-family (or per-earner) income of the country.
 

(ii) We still consider applying only moderate rates of tax (say
 

10 to 25 percent) to incomes immediately in excess of the average described
 

in (I). Thus, earnings in excess of the average but less than 1 1/2 times
 

the average would be taxed at rates no greater than, say, 10 percent; and
 

earnings between 1 1/2 and 2 1/2 times the average would be taxed at rates
 

no greater than, say, 20 percent.
 

(iii) For incomes substantially in excess of the average, higher
 

rates can be applied, but they should only gradually approach a limit of,
 

say, 40 percent, and this limit should come Into play at incomes in excess
 

of, say, five or six times the average as defined in (i).
 

These rules are in fact quite "optimistic" ones w.en it comes to assess

ing the redistributive potential of taxes in an LDC environment. Pechman
 

and Okner, in a recent monograph, have analyzed the entire U.S. tax system
 

(federal, state, and local) under eight different sets (variants) of inci

dence assumptions. Under none of these sets does the average rate of tax
 

of the 95th percentile of the income distribution exceed 25 percent, or
 

chat of the 99th percentile exceed 30 percent, or that of the top percentile
 
5
exceed 40 percent. Our "simulations" for LDCs, we shall see, come quite
 

close to these figures when combined with a "base" of proportional taxation
 

(such as might be provided by sales or value-added taxation) which strikes
 

all income groups at a rate of around 10 percent.
 

We start with a hypothetical LDC income distribution which is, in rela

tive terms, a bit more equal than that reported by Pechman and Okner for
 

the United States.6 Columns (1) and (2) of table 1 present this distribu

tion. In Column (3) the average income of each fractile, relative to the
 

overall national average, is calculated. Where this relation exceeds unity,
 

the excess over one represents what rule (i) would permit to be tapped for
 

progressive taxation. This excess is shown in Column (4). Column (5)
 

gives the marginal tax rates which were applied to each group's income, in
 

accordance with rules (ii) and (iii).
 



Table 1.
 

Hypothetical Pattern of Income Distribution With Progressive Taxes
 
(U.S.-Type Distribution) 

(1) (2) (3) (4) (5) (6) (7) (8) 

Fractile of 
Income 

Distribution 

Percentage 
Share of 

Total Income 
Received 

Average 
Income 

in Fractile, 
As % of 
National 

Average Income 
[=(2) (l)] 

Exces 
Fractile 
Average 

Income Over 
National 
Average 

Marginal 
Tax Rate 
Applied 

Calculated 
Tax Per 
Unit in 

Fractile 

Average 
Rate of 
Tax in 

Fractile 
[=(6) (3)] 

Total Tax 
in Frac

tile, As 
% of 

Total 
Income 

[=(7)x(2)] 

Lowest quintile (20) 5 .25 --
Second quintile (20) 10 .50 
Third quintile (20) 15 .75 --
Fourth quintile (20) 

Ninth decile (10) 

91st-95th percentile (5) 
96th-99th percentile (4) 

Top percentile (1) 

25 

15 

10 

12 

8 

1.25 

1.50 

2.00 

3.00 

8.00 

0.25 

0.50 

1.00 

2.00 

7.00 

.10 

.16 

.20 

.30 

.40 

.025 

.065 

.165 

.465 

2.465 

.02 

.043 

.083 

.155 

.308 

.500 

.645 

.830 

1.860 

2.465 
Total 100 

6.300 
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The derivation of the average tax per unit in the fractile group, pre

sented in Column (6), was done as follows: for the fourth quintile, the
 

rate of 10 percent was applied to the tax base of 0.25 "average incomes,"
 

shown in Column (4). For the ninth decile, with a taxable income of 0.50
 

[from Column (4)], the first 0.25 was taken to be taxed at the rate of
 

10 percent, and the second 0.25 was assumed to be taxed at a rate of 16 per

cent, the total resulting ta:. being .0657 "average incomes." The rest of
 

Column (6) is built up in the same way. For the 91st to 95th decile, "tax

able income" is 1.00 "average incomes." The first 0.50 of this would carry
 

a tax of .065 (as calculated above), to which would be added a tax of 20%
 

on the second 0.50, yielding a total tax of .165 "average incomes."
 

In Column (7) the average tax rate for each group is found by dividing
 

:he calculated tax [Column (6)] by the average income of the group [Col

imn (3)]. Finally, in Column (8), tile total tax of each group is calculated,
 

as a percent of total income, by multiplying the average rates of tax from
 

Column (7) by the percentage shares [from Column (2)] of each group in
 

total income.
 

The global total of tax collections under the hypothetical setup depic

ted in table 1 is 6.3 percent of the total income of all groups taken to

gether. This is a sizeable sum. viewed in fiscal policy terms. And it is
 

to be emphasized that the tax system in question, viewed as the progressive
 

component to be added to some proportional base, is significantly more pro

gressive than is the U.S. tax system under any of the incidence variants
 

explored by Pechman and Okner. It is thus probably quite unrealistic to ex

pect so strong a tax performance from a typical LDC. But we shall explore
 

it. consequences nonetheless, with the aim of setting outside limits on what
 

can reasonably be expected.
 

Needless to say, the tax side of the fiscal equation does not by itself
 

effect a full redistribution. For this the expenditure side must also be
 

taken into account. This is done in table 2, where the assumption is made
 

that the benefits associated with the expenditure side are distributed among
 

groups in proportion to their incomes. The net gains and losses accruing to
 

the different income grou.L under these assumptions are shown in Column (5)
 

of table 2. The most notable feature of this table is the relatively small
 

degree of benefit received by che lower income groups, in spite of the
 

quite progressive tax structure.
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Table 2.
 

Group Gains and Costs of Progressive Taxes
 

Cum Proportional Expenditures
 

(1) (2) (3) (4) (5) 

Percentage 
Costs of 

Progressive 

Fractile of 
Income 

Distribution 

Share of 
Total 
Income 

Received 

Taxes 
(From 

Table 1, 
Col. 8) 

Gains 
From 

Proportional 
Expenditures 

Net Gains (+) 
or Costs (-) 

Lowest quintile (20) 5 -- + .315 + .315 
Second quintile (20) 10 -- + .630 + .630 
Third quintile (20) 15 -- + .945 + .945 
Fourth quintile (20) 25 - .500 +1.575 +1.075 
Ninth decile (10) 15 - .645 + .945 + .300 
91st-95th per

centile (5) 10 - .830 + .630 - .200 
96th-99th per
centile (4) 12 -1.860 + .759 -1.101 

Top percentile (1) 8 -2.465 + .501 -1.964 

This draws attention 
to the obvious point that the expenditure side
 
has a very important influence on the ultimate redistributive properties
 
of the fiscal system. Unfortunately, our capacity for quantifying inci
dence by income group is even more limited on the expenditure than on 
the
 
tax side, so I shall only make a few general statements here. A great
 
many government outlays go for general purposes (administration, police,
 
the courts, national defense) whose assignment as benefits to particular
 
income groups is necessarily quite arbitrary. 
The notion that these bene
fits are roughly proportional to income and/or wealth, however, seems at
 
least to be a plausible approximation. Allocation in accordance with in
come also seems to be a sensible basis for government expenditures on such
 
items as highways and other infra-structure investments, insofar as their
 
costs are not covered by direct user charges, which for present purposes
 
should not be counted as taxes. 
When one asks what are the expenditures
 
that can reasonably be allocated on a per-capita or per-family-unit basis,
 
they turn out to be relatively few: primary education, publicly dispensed
 



269
 

medical services, and family allowances8 seem to be the best candidates
 

here. Expenditures that are truly concentrated toward the bottom end of
 

the income distribution are even harder to find. This category co, ld in

clude welfare payments in developed countries, but few LDCs have (*Lrect
 

welfare programs. Within the LDCs only a few cases can be found in which
 
9
 

the benefits of government outlays accrue predominantly to 
the poor.
 

Thus I believe that the type of redistribution implied by table 2 can
 

probably be taken as an optimistic assessment of what fiscal policy is
 

likely to be able to do for income distribution in most LDCs. The effect
 

is certainly small, if one starts with grandiose hopes of a major impact.
 

The Gini coefficient for the distribution of income represented by Col

umns (1) and (2) of table I is .402. That result when Column (2) is ad

justed for the transfers shown in Column (5) of table 2 is .372--only a
 

modest change.
 

If the above gives a realistic piccure of the possibilities of fiscal
 

policy, based on the assumption that expenditure incidence is proportional,
 

one may perhaps inquire as to what would happen if the moneys raised from
 

taxation were spent much more equally. An attempt in this direction is
 

reflected in table 3, where the assumption is made that the same amount of
 

revenue as is involved in the tax explored in table 1 is instead raised
 

by proportional taxation but spent in such a way that each unit (individual
 

or family, as the case may be) benefits equally. This last is an absurdly
 

optimistic assumption, from the point of view of redistribution, but we
 

explore its consequences nonetheless. Its implied effect on income distri

bution is given in Column (5) of table 3. Here it is seen, as should be
 

expected, that the lowest income strata are more strongly benefited than is
 

the case with the implicit transfer explored in table 2. But nonetheless
 

the overall change in income distribution is again modest, with the Gini
 

coefficient being reduced from .402 to .377.
 

Tables 4, 5, and 6 are patterned after the corresponding tables 1, 2,
 

and 3, the only difference being that the assumed income distribution is
 

more unequal, more closely approximating present-day reality in most LDCs
 

Together with the stretching of the upper tail of the income distribution,
 

there is a corresponding stretching of the range over which the assumed tax
 

rates apply, but the general pattern of rise of marginal rates from 10 per

cent to 40 percent is similar to that in table 1. The shift in assumptions
 

between the first three tables and those of tables 4 through 6 has very
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Table 3.
 

Group Gains and Costs of Proportional Taxes
 

Cum Equal Expenditures Per Unit
 

(1) 
 (2) 
 (3) (4) (5)
 

Percentage 

Fractile of 
Share of 
Total Costs of Gains from 

Income 
Distribution Income 

Received 
Proportional 

Taxes 
Equal Outlay 
Per Unit 

Net Cains (+) 
or Costs (-) 

Lowest quintile (20) 5 - .315 +1.260 + .945 
Second quintile (20) 10 - .630 +1.260 + .630 
Third quintile (20) 15 - .945 +1.260 + .315 
Fourth quintile (20) 25 -1.575 +1.260 - .315 
Ninth decile (10) 15 - .945 + .630 - .315 
91st-95th per
centile (5) 10 - 630 + .315 - .315 

96th-99th per
centilb (4) 

Top percentile (1) 

12 

8 

- .759 

- .501 

+ .263 

+ .052 

- .496 

- .449 

little effect on the overall conclusions to be drawn from the exercise.
 
With 	the more unequal distribution of tables 4 through 6, a somewhat larger

fraction (8.5 versus 6.3 percent) of total income is raised by the assumed
 
progressive tax pattern. 
The net redistribution revealed in table 5, where
 
the progressive tax is joined to 
a proportional expenditure pattern, is also
 
somewhat larger than that emerging from table 2, but the basic picture of a
 
very modest impact 
on the lowest quintiles of the distribution remains.
 
The Gini coefficient falls from 
 .498 	to 
.462 	as the distribution of Col
umn 
(2) of table 4 is modified by the transfers shown in Column (5) of
 

table 	5.
 
The distributional shift entailed in shifting from outlays proportional
 

to income to equal outlays per unit is 
(as should be expected) more marked
 
when the underlying distribution of income is more unequal. 
 The transfers
 
shown in Column (5) of table 6 reveal this, but the Gini coefficient is
 
still only reduced from .498 to 
.456. And the significance of even this
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Table 4.
 

Hypothetical Pattern of Income.Distribution With Progressive Taxes
 

(LDC-T:pe Distribution)
 

(i) (2) 


Percentage 

Fractile of Share of 


Income Total Income 

Distribution Received 


Lowest quintile (20) 4 


Second quintile (20) 8 


Third quintile (20) 12 


Fourth quintile (20) 20 


Ninth decile (10) 16 


91st-95th percentile (5) 12.5 


96th-99th percentile (4) 16 


Top percentile (1) 11.5 


Total 100 


(3) 


Average 

Income 


in Fractile, 

As % of 

National 


Average Income 

[=(2) (l)] 


.20 


.40 


.60 


1.00 


1.60 


2.50 


4.00 


11.50 


(4) 


Excess of 

Fractile 

Average 

Income Over 

National 

Average 


0.60 


1.50 


3.00 


10.50 


(5) 


Marginal 

Tax Rate 

Applied 


.10 


.20 


.33 


.40 


(6) 


Calculated 

Tax Per 

Unit in 


Fractile 


.06 


.24 


.74 


3.74 


(7) 


Average 

Rate of 

Tax in 


Fractile 

[=(6) (3)] 


.038 


.096 


.185 


.325 


(8)
 

Total Tax
 
in Frac
tile, As
 
% of
 
Total
 
Income
 

[=(7)x(2)]
 

.608
 

1.200
 

2.960
 

3.738
 

3.506
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Table 5.
 

Group Gains and Costs of Progressive Taxes
 

Cum Proportional Expenditures
 

(LDC-Type Distribution)
 

(1) (2) (3) (4) 
 (5)
 

Percentage
 

Share of
Fractile of 
 Total Costs of 
 Gains from
Income 
 Income Redistributive Proportional 
 Net Gains (+)
Distribution 
 Received 
 Taxes Expenditure or Costs (-)
 

Lowest quintile (20) 4 
 .340 
 + .340
 
Second quintile (20) 8 
 .680 
 + .680
 
Third quintile (20) 12 
 1.021 
 +1.021
 
Fourth quintile (20) 20 
 1.701 
 +1.701
 
Ninth decile (10) 16 
 - .608 
 1.361 
 + .753
 

91st-95th per
centile (5) 
 12.5 -1.200 1.063 
 - .137
 

96th-99th per
centile (4) 16 
 -2.960 
 1.361 -1.599
 

Top percentile (1) 
 11.5 -3.738 
 .978 -2.760
 

8.505
 

modest fall must be tempered by the realization that the assumption of
 
equal per-unit expenditure incidence (for a significant fraction of total
 
public outlays) is distinctly extreme.
 

When this paper was 
initially presented at a preliminary conference
 
of authors and discussants,1 0 
the principal suggestion made was 
that the
 
analysis underlying tables 2, 3, 5, and 6 be extended to cover cases built
 
on the assumption that moneys raised by progressive taxation would be
 
spent in an egalitarian way (i.e., equal outlays per taxpaying unit). 
 This
 
is done in tables 7 and 8, and the effects of various combinations of poli
cies on the Gini coefficient are summarized in table 9.
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Table 6.
 

Group Gains and Costs of Proportional Taxes
 

Cum Equal Expenditures Per Unit
 

(LDC-Type Distribution)
 

(1) (2) (3) (4) (5)
 

Percentage
 
Share of
 

Fractile of Total Costs of Gains from
 
Income Income Proportional Equal Outlay Net Gains (+)
 

Distribution Received Taxes Per Unit or Costs (-)
 

Lowest quintile (20) 4 - .340 +1.701 +1.361
 

Second quintile (20) 8 - .680 +1.701 +1.021 

Third quintile (20) 12 -1.021 +1.701 + .680 

Fourth quintile (20) 20 -1.701 +1.701 --

Ninth decile (10) 16 -1.361 + .851 - .510 

91st-95th per
centile (5) 12.5 -1.063 + .426 .637
 

96th-99th per
centile (4) 16 -1.361 + .340 -1.021
 

Top percentile (1) 11.5 - .978 + .085 - .893
 

As shown in table 9, one gets almost identical Gini coefficients for
 

the Progressive Tax, Proportional Expenditure Package as for the Propor

tional Tax, Egalitarian Expenditure Package--under either assumption con

cerning the basic distribution of income.
 

Not surprisingly, tha combination of progressive taxes with egalitar

ian expenditure produces about twice the reduction in the tini coefficient
 

as either of the intermediate packages. However, I would like to emphasize
 

the gross unrealism oi this combination as a practical target for a major
 

fiscal reform. It is certainly possible to find incremental expenditures
 

which indeed are distributed in an egalitarian way, and to finance them by
 

incremental taxes that are raised ir a progressive fashion. But that is a
 

far cry from reorganizing the whole of a country's governmental expendi

tures so that they are egalitarian in their incidence, and reordering its
 

entire tax system in order to be as progressive as our numerical examples
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Table 7.
 
Group Gains and Costs of Progressive Taxes
 

Cum Equal Expenditures Per Unit
 

(1) (2) (3) (4) (5) 

Percentage Costs of 

Fractile of 
Income 

Distribution 

Share of 
Total 
Income 

Received 

Progressive 
Taxes (From 

Table 1 
Col. 8) 

Gains from 
Equal Outlay 

Per Unit 
Net Gains (+) 
or Costs (-) 

Lowest quintile (20) 5 -- +1.260 +1.260 
Second quintile (20) 10 -- +1.260 +1.260 
Third quintile (20) 15 -- +1.260 +1.260 
Fourth quintile (20) 25 - .500 +1.260 + .760 
Ninth decile (10) 15 - .645 + .630 - .015 

91st-95th per
centile (5) 10 - .830 + .315 - .515 

96th-99th per
centile (4) 12 -1.860 + .263 -1.597 

Top percentile (1) 8 -2.465 + .052 -2.413 

assume. 
Yet this type of major--indeed revolutionary--sort of change is
 
what would be required to produce the Gini coefficients of the last row
 
of table 9. Hence my classification of them as unrealistic.
 

C. Observations on the struggle for greater equality
 
The main lesson emerging from the preceding sections is that those who
 

are striving to improve the distribution of income in LDCs should be prepared
 
for a long, arduous, demanding, and often frustrating struggle. 
The reali
ties of unequal income distributions are stark, but the limitations and
 
constraints that stand in the way of improvement are equally strong and
 
real. There is 
no simple trick or touchstone, short of totally uprooting
 
the existing economic, social, and political structure, that will with one
 
or two or three strokes substantially alter the distributional picture that
 
we now observe. The challenge is one of mustering the forces for an es
sentially permanent struggle, with many battles that are purely defensive,
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Table 8
 

Group Gains and Costs of Progressive Taxes
 

Cum Equal Expenditures Per Unit
 

(1) (2) (3) (4) (5) 

Percentage Costs of 
Share of Progressive 

Fractile of Total Taxes (From Gains from 

Income Income Table 4 Equal Outlay Net Gains (+) 

Distribution Received Col. 8) Per Unit or Costs (-) 

Lowest quintile (20) 4 -- +1.701 +1.701 

Second quintile (20) 8 -- +1.701 +1.701 

Third quintile (20) 12 -- +1.701 +1.701 

Fourth quintile (20 20 -- +1.701 +1.701 

Ninth decile (10) 16 - .608 + .851 + .243 

91st 95th per
centile (5) 12.5 -1.200 + .426 - .774
 

96th-99th per
-2.960 -2.620
centile (4) 16 + .340 


Top percentile (1) 11.5 -3.738 + .085 -3.653
 

and others that gain ground bit by bit as a result of hard and continuous
 

effort.
 

To give a sense of the directicns that such a struggle might take, I
 

present below an illustrative listing of some possible measures to improve
 

the distribution picture:
 

on owner(i) Eliminate the income-tax exemption of imputed rent 


occupied dwellings. There is probably no single fiscal area in which the
 

cause of equality could be more directly and surely promoted than this one.
 

Countries in which the very poor sleep in the streets are nonetheless im

plicitly subsidizing the housing of the wealthy to the tune of their mar

ginal income-tax rates times the implicit rental in their dwellings (often
 

This fact is clear, yet the political resistance
two or three per family). 


to this particular reform is incredibly strong, and comes from homeowners
 

of all income levels, and even from those who, though they do not now own
 

houses, hope and plan some day to do so.
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Table 9.
 

Gini Coefficients for Alternative Tax-Expenditure Packages
 

Basic Distribution of Income
 

Policy Package 	 U.S. Type LDC Type
 

a

None 	 .402 (1) .498 (4)a
 

Progressive Tax,
 
Proportional Expenditure .372 (2) .562 (5)
 

Proportional Tax,
 
Egalitarian Expenditure .377 (3) .456 (6)
 

Progrcssive Tax,
 
Egalitarian Expenditure .347 (7) ;419 (8)
 

aFigures in parentheses give the table number in this chapter from which
 
each Gini coefficient was derived. Gini coefficients calculated under
 
the policy package labeled "None" are obtained from the unadjusted income
 
distributions given in Column (2) of tables 1 and 2, respectively. Other
 
Gini coefficients are based on these initial distributions, modified by
 
the net gains and costs shown in the tables indicated.
 

(ii) ShitL part of the weight of progressive taxation from the in
11
 

come tax to a progressive consumption-expenditure tax. This, to my
 

knowledge, is the best way to induce the repatriation of capital held abroad
 

by nationals of the country in question, to deter further capital outflow,
 

and 	to capture dithin the local tax net the expenditures made by nationals
 
12
 

traveling abroad.


(iii) Improve assessment procedures for property tax purposes, pref

erably by shifting to a self-assessment scheme. The property tax, as pres

ently administered, is shot through with inequities. Assessed values differ
 

from market values in grossly different degrees on different properties; in

flation tends to be reflected in assessments only after incredibly long
 

lags; and corruption is rife in the assessment process in many countries. A
 

self-assessment scheme (particularly the market-enforced variety) would go
 

far to rectify all these deficiencies.
13
 

http:deficiencies.13
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(iv) Categorically eliminate subsidized housing for those above
 

the median income. It is my general irpression that most beneficiaries of
 

public housing in LDCs are in fact in the upper half of the income
 

distribution.
 

v) Institute electricity rate structures that reflect the true
 

economic cost of power generation. There can be little doubt that the
 

cross-sectional demand for electric power is income elastic, yet this is
 

one of the most ubiquitously subsidized public services.
 

(vi) Institute substantial tuition charges for public higher edu

cation, wih special provision for the financing of the education of poorer
 

students (preferably via loans). This is of particular importance in LDCs
 

where free or nearly free university education is given predominantly to
 

the children of the rich.
 

(vii) Where unemployment and underemployment are serious problems,
 

institute programs in which the government serves as an "employer of last
 

resort." The government, in such cases, can perform a truly positive
 

function by being a "bad" employer, i.e., by standing ready to employ those
 

who would otherwise be destitute, on terms and conditions such that no se

rious competition with "regular" employments is involved. Such programs
 

have great potential for ensuring some opportunity to the very worst-off
 

segments of society (at least those who are able-bodied), and they can also
 

serve a useful informative function iii giving diect information on the na

ture and extent of the poverty problem.
 

(viii) The government should avoid, in its own employment practices
 

and in its legislation and regulations covering private-sector employment,
 

the creation or perpetuation of "labor elites." Labor elites are generated
 

when wages and conditions in certain protected segments of the labor market
 

are very substantially superior to those in the market at large. The syn

drome of the government as a "model employer," paying not only greater-than

market wages but also throwing in a variety of ample fringe benefits
14
 

should be shunned. The money spent in providing amenities to the labor elite
 

is better spent on activities that truly help the really poor.
 

(ix) Tax incentives to industry should be viewed with grcnt suspi

cion. While no categorical case can be made against tax incentives which
 

are propezly designed to compensate for market imperfections or weaknesses,
 

th- fact remains that most tax incentive schemes actually adopted in LDCs
 

have artifically encouraged the use of capital-intensive methods of
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production, and many have in addition resulted in the transfer of substan
tial 
sums from the public treasury into pure "producer surplus" in the
 
hands of the owners of the affected enterprises.
 

The above listing could readily be extended, but I believe it is suf
ficient to support my main conclusions. They are:
 

(i) The attack on the income distribution problem should be multi
faceted, operating on many different fronts at once.
 

(ii) There is no particularly close connection between the various
 
facets of this attack. The battles can, by and large, be waged inde
pendently. 
All do not have to be fought or won simultaneously, and gains
 
can be had by winning something along any given front.
 

(iii) Serious political resistance is to be expected along any rele
vant front. Almost by its nature, redistribution is a game in which there
 
must be losers as well as winners. And the losers, being those who already
 
gain from the status quo, are likely to have substantial entrenched power
 

in the existing setup.
 

(iv) Struggle is the key word where income redistribution is con
cerned. Mere lip-service to the cause will do no good.
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Chapter 7
 

NOTES
 

1. For example, the large fractions of the output of doctors by Phil
ippine and Colombian medical schools that have ended up practicing in the
 
United States; and the large numbers of Indian social scientists in the
 
U.S., Canadian, and British universities.
 

2. It should be noted that the use of the black market as a vehicle
 
for the transfer of funds does not in itself lower the yield perceived by
 
the LDC investor. For example, if the official exchange rate is Rs.7.5
 
to the dollar, and the black market rate Rs.ll.25, it is true that it takes
 
50 percent more rupees to buy a black market dollar than an official one,
 
but if the black market dollar is invested abroad at a yield of 8 percent,
 
and if the proceeds of the investment are then transferred back to the
 
country of origin at the black market rate, the yield in rupees is also
 
8 percent. Black market transactions run risks of detectiou (though in
 
fact the likelihood is small) and of changes in the relevant exchange
 
rate between tLe time of initial investment and the time that funds are
 
repatriated, but the investment yield itsel. is unaffected by the use of
 
the black market to transfer funds.
 

3. The so-called Cobb-Douglas case is the best example.
 

4. Even those subject to little or no taxation.
 

5. See Joseph A. Pechman and Benjamin A. Okner., Who Bears The Tax Bur
den? (Brookings Institution, 1974), table 4-4, p. 51. Some readers might
 
wonder why this study of the U.S. tax system is introduced into a paper
 
dealing with income redistribution in the LDCs. The answer is that the
 
Pechman-Okner study is unique. It is the only study that so thoroughly
 
covers the inciaence of a complete tax system in such detail. It should
 
also be noted that none of the conclusions of the present paper is derived
 
from Pechman-Okner's results. I have really used their study only to con
vey an idea of how taxes affected income distribution in an important devel
oped country with a good record of tax compliance and administration. My
 
belief is that one cannot reasonably expect a much better "performance"
 
than this in an 7:_C.
 

6. Pechman and Okner, table 4-2, p. 46.
 

7. .065 = (.25) x (.1) + (.25) x (.16). 

http:Rs.ll.25
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8. Actually, many family allowance setups apply only to certain categories of workers, which exclude the very poor; and public secondary and
higher education has benefits which at 
least in LDCs 
are concentrated dis
proportionately among the well-to-do.
 

9. Such as 
India's famine relief and rural works programs.
 

10. Workshop on Income Distribution in Less Developed Countries, Brookings Institution/Princeton University, Princeton, September 1974.
 

11. For elaboration on 
the following points, see A. Harberger, "The
Panamanian Income Tax System, A Heterodox View," mineographed (June 1973).
 

12. This is an important category of luxury spending in nearly all
countries, l itparticularly for the smaller ones.
 

13. For more on self-assessment, see "Issues of Tax Reform for Latin
America," ed. A. Harberger, Taxation and Welfare (Boston: Little Brown and
 
Co., 1970).
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CHAPTER VIII
 

POLICY INSTRUMENTS FOR RURAL INCOME REDISTRIBUTION
 

William R. Cline
 

A. 	 Introduction
 

This chapter surveys the recent literature regarding redistributive ef

fects of principal policy instruments affecting the agricultural sector in
 

developing countries, updating a smilar evaluation prepared in an earlier
 

study on he relationship between agricultural strategy and income distribu

tion. In addition, specific attention is given to a model of land reform
 

with compensation to owners, in view of the special importance of land redis

tribution as an instrument for improving rural income distribution. The other
 

policy instruments examined include land taxation, policy on sharecropping,
 

new technology, farm mechanizax en, and channeled credit. Other instruments
 

are touched on but not examined In detail, including price support programs,
 

minimum wages, colonization, irrigation, rural education, and farm extension.
 

The interaction between rural equity and agricultural production is
 

not explored in this chapter. Some instruments for improving equity should
 

clearly increase production (e.g., land redistribution where large estates
 

with idle land are predominant). For other instruments it might be argued
 

that policies seemingly inequitable in direct terms (e.g., mechanization
 

on large farms) are indirectly equity oriented because they stimulate food
 

production, thut. lowering food prices and improving real income relatively
 

more for the lower classes (urban and rural) than for upper income groups.
 

The burden of proof lies with the advocates of ouch arguments, since equal
 

or greater production impact should be available through instruments having
 

favorable direct impact on equity as well.
 

B. 	 Land reform
 

1. 	 Recent literature
 

The single most powerfl policy instrument for the combined objectives
 

of rural equity and output growth is land reform. The theoretical reasons
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why land redistribution should increase output as well as 
improve rural
 
equity are considered at length in an earlier study by the author. 
 The
 
central thrust of 
the arguments is that large estates underutilize their
 
available land resources while at 
the same time the latifundio-minifundio
 

landholding structure compresses excess labor into the very small properties
 
(minifundia) and into an underemployed landless labor force. 
Poor utiliza
tion of land on large farms results from various factors: "labor market
 
dualism" in which the effective price is higher for hired labor on large
 
farms than for family labor on small farms; land monopoly and monopsony
 

over labor in larger estates;3 the holding of land as a portfolio asset
 
rather than for production; and the fact that production partly for own
 
consumption provides small farms with greater market certainty than large
 
estates. The resulting misallocation of 
resources within agriculture means
 
that output could rise from the combination of underutilized labor on small
 
farms and in the landless labor force with underutilized land on large
 
farms. Production function analysis using Brazilian farm "urvey data
 
indicates that the creation of family farms would incur no loss in potential
 
efficiency since returns to scale are constant, and simulations of the
 
production impact'of redistribution of land into family farms of equal
 
size suggest production gains for Brazil of 25% overall. 4 
 Numerous other
 
studies, particularly those concerning Latin America, reach similar con
clusions, and they need not be recounted here. 
 It is worth noting, however,
 
that these conditions are not limited 
to Latin America alone. Even in the
 
Asian context of a modest spectrum of farm sizes, the pattern of an inverse
 
relationship between output per farm area and total farm size is well docu
mented (see for example Bardhan regarding India, 5 and Dorner and Kanel6
 

for data demonstrating the relationship for India, Taiwan, and the Philip
pines as well as Brazil, Colombia, Mexico, and Guatemala).
 

Recent literature on land reform incluces caveats about its distribu
7 8 C.tional effects (Berry, Sinha. ar.d Minhas,' and useful reports by


Barraclough and Fernandez I0 
on recent land reform in Chile, and by Horton,II
 

in Peru. 
Berry makes the point that if in actual execution a land reform
 
distributes land of large estates to a relatively limited class of former
 
small farmers (or, the logic of the analysis would require, to a favored
 
subset of landless workers), then there may be a perverse distributional
 
effect concerning income distribution among landless workers and small
 
farmers. While the latter may gain at 
the expense of former landlords
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(equalizing distribution at the upper end of the income scale), they may
 

begin to employ family labor for tasks that formerly were performed on the
 

larje estates by landless workers, thereby reducing the total demand for
 

labor from the landless work force (and, possibly, the rural wage).
 

The warning raised by Berry is particularly important. Any land reform
 

which excludes the majority of rural labor from direct benefits will, as a
 

minimum, fail to achieve its full potential for increasing equity, and may
 

also reduce the demand for hired labor. Nevertheless, Berry's analysis
 

does not appear to give sufficient weight to the output effect of land re

form on labor demand. The increase of land cultivation and production
 

which should follow from redistribution of land should increase labor demand,
 

and by an amount more than proportionate to the output increase since it
 

will be accompanied by a shift toward labor intensity in the overall factor
 

combinations within agriculture, given the relatively low utilization of
 

labor relative to land and capital on pre-reform large farms.
1 2
 

Another current of thought on the limitations of land reform for
 

rural redistributions is represented in an essay by Sinha. 13 Referring
 

to the Asian context of dense population (rather than to the Latin American
 

case), the autnor argues that there is so much rural labor and so little
 

land that equal division of land would create a structure of hopelessly
 

small inefficient farms. In particular, Sinha assumes an "optimal" farm
 

size which maximizes farm output given available agricultural land; a farm
 

structure with smaller farms would g2nerate less total output despite its
 

absorption of more labor, according to the author. Aware that this propo

sition is inconsistent with past evidence showing systematically higher
 

output per farm area on smaller farms, Sinha maintains that this old pat

tern no longer holds thanks to the Green Revolution and its relative increase
 

in land productivity of larger farms, and he cites fragmentary evidence for
 
14 

support. Based on the underlying assumption of an optimal farm size ex

ceeding that which would absorb all rural families in an equalizing reform, 

the author then maintains that the best strategy for rural equity would be 

to limit land redistribution to a subset of the rural population (i.e., a 

number consistent with optimal farm size) while absorbing the remainder in 

rural public works. This scenario would take advantage of the greater 

marketable surplus the author believes would be forthcoming from the some

what larger land reform parcels operated on a "commercial" rather than 

"subsistence" basis to finance the public works and, similarly, would 

http:farms.12
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permit the bureaucracy to focus its limited administrative resources on
 
such programs rather than have these resources bogged down in assisting
 
the countless subsistence farms which would result from fully equalizing
 
land redistribution.
 

The difficulty with this analysis is its presumption of an optimual
 
farm size and the notion that smaller size with more labor retained in
 
agriculture would actually reduce potential output. 
While the idea of an
 
optimal farm size is extremely popular, it is simply inconsistent with
 
the vast bulk of empirical analysis, which shows constant returns to 
scale
 
considering inputs actually used as well as greater utilization of avail
able land as farm size diminishes. The author's argument of change in this
 
pattern due to new technology is unconvincing, especially when the potential
 
for small-scale labor-intensive use of new varieties and fertilizer is con
sidered; temporary advantage on larger farms no doubt may be observed but
 
it reflects the S-curve sequence of adoption in which the larger farms
 
adopt new techniques first but may be soon followed by the smaller. 
 The
 
most serious difficulty with the approach is its assumption that ongoing
 
employment can be generated in nonagricultural pursuits for the excess
 
labor left out of a land reform. Yet public works by their nature create
 
current employment but not necesarily the capital requirements for permanent
 
jobs. 
Moreover, from the standpoint of income distribution it should be
 
noted that the public works carried out by the excess labor would enhance
 
the profitability of agriculture for those fortunate enough to 
remain in a
 
reformed agricultural structure, conferring additional benefits on them.
 

In sum, the appropriate farm size for an equalizing land redistribu
tion into family farms is merely the available land divided by the number
 
of agricultural families net of those which can realistically be expected
 
to be abscrbed ihito nonagricultural activi':ies. 
 Given growing population
 
as well as very limited industrial employment growth, it seems reasonable
 
that this formulation will normally involve absorption of the total
 
agricultural population into the reformed structure. 
Whether a substantial
 
portion instead can be siphoned off into rural public works with permanent
 
employment prospects in socially efficient work is a matter for careful
 
empirical analysis which should neither be ruled out as 
a possibility nor
 
counted upon as an article of faith.
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Minhas15 presents a viewpoint similar to that of Sinha, arguing that
 

land redistribution to the full rural population in Indian conditions
 

would leave a structure of rural population mostly below the "poverty
 

line," so that instead fewer rural families should be included in reform,
 

much more attention should be given to the integration of currently
 

splintered (i.e., physically separated) parcels under operation by single
 

farm units, and unabsorbed rural labor should be attended to through
 

public works. The same difficulties cited :bove apply to this approach,
 

in addition to the point that any arbitrary "poverty line" constitutes
 

precarious basis for policy-making as it is more likely to reflect aspira

tion than realistic potential.
 

The cases of Chile and Peru represent important recent experiences in
 

the area of land reform in developing countries. Barraclough and Fernandez
 

have compiled a description and analysis of the Chilean reform through
 
16
 

mid-1972. Under the Frei government land reform had reached a total of
 

approximately 14% of productive land; the Allende regime by mid-1972 had
 

extended the total area expropriated to 35% of the country's total land
 

(where it apparently remained at the time of the coup against Allende).
 

The reform sector included practically all land formerly in estates larger
 

than 80 irrigated hectares equivalent (HRB) as well as land from poorly uti

lized farms from 40 to 80 HRB. The reform units remained undivided in As

sentamientos, Centers of Agrarian Reform (CEPAs), or Centers of Production
 

(CPs), all essentially cooperative farms. These units were dualistic: they
 

contained areas of collective operation (on the basis of wages to members
 

and outside workers) as well as plots cultivated by individual members for
 

their own account (goces and talajes). Barraclough and Fernandez emphasize
 

that this structure led to poor utilization of the collective resources
 

within the reform units: members tended to concentrate their working time,
 

as well as some of the inputs belonging to the cooperative, on their own in

dividual plots, leaving larger collective areas inadequately worked.
 

Despite its impressive speed and extent, the Chilean land reform bene

fited directly only approximately one-tenth of the rural labor force. Thus,
 

while 75,000 workers became members of reform units on the large farms where
 

they previously worked, another 700,000 rural workers remained outside the
 

reform sector.
 

The reform units did increase their employment of labor by 25% above
 

pre-reform levels. Nevertheless, the low labor-intensity on former large
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estates continued to dominate the agrarian structure, and the reform sector
 
absorbed only 18% of total agricultural labor, despite its possession of
 
35% of the land (adjusted for quality). 
 Output ir the reform sector did
 
rise, despite the decapitalization accompanying reform, 
as expropriated
 

owners withdrew capital onto the "reverse" farm areas they were permitted
 

to retain. However, the bulk of 
the output increase appears to have 
 een
 
in the individual plots (goces) of the reforn unit members rather than on
 

the more extensive collectivc areas (with approximately 13% of reform unit
 
area but 33% of its output repre-sented by the individual plots). 
 The
 
marked cifference in labor/land ratios among sectors persisted after the
 
reform: on minifundios (under 5 HRB), 
labor per area remained cen times as
 
high as on the new reform units, and even 
the medium-farm sector retained
 

a slightly higher labor/land density than the reform units.
 

At the time oF the study, Barraciough and Fernandez emphasized the
 
importance of the medium-size farm sector to 
the supply of marketed surplus
 

and therefore to the future of the Allende regime. 
A mushrooming of mone

tary income of lower classes had provoked an enormous increase in demand
 
for food, only partially met by increased imports. Despite the fact that
 
aggregate agricultural production rose 6% by 1972 compared with 1970,
 

demand grew much faster and, in the face of official food price controls,
 
queues and black markets developed. The medium-.farm secto.- (20 to 80 HRB)
 
Pupplied 45% of output but perhaps as much as 60% of marketed Output, and
 

its continued production growth was 
crucial to food supply. The authors
 

noted the very strong performance of the sector but cautioned that much
 
clearer government plans would have to be announced before sufficient
 

certainty would exist to 
encourage continued investment and output growth
 
in the sector, in view of 
the threat of reduction of the permissible private
 

farm size ceiling below the 80 HRB limit.
 

The Barraclough-Fernandez report implies several important points.
 
(i) The difficulties of agricultural supply resulted not from production
 

declines attending land reform but from price controls on food in the face
 
of rapid expansion of money incomes of the urban poor; actual quantities
 

supplied rose but inconsistent policies led 
to apparent shortages. (ii)
 
Despite its substantial territorial penetration the land reform reached
 
only a minority of the rural poor. 
This pattern appears to have resulted
 

from the turning over of land to pre-existing wotl'ers on large estates.
 

Although some partial increase in labor 
use followed, the increase was
 



287
 

inadequate to redress the dramatic underutilization of labor on this land
 

previously characterizing the private estates. As a result the pre

existing workers received a windfall gain and became an elite rural "middle"
 

class. (iii) The failure to divide reform units into individual family
 

parcels creatcd a clash of ideals with reality: the ideal of collective
 

produ-tion collided with the reality of past tradition of access to
 

individual plots; and the reality of much more direct reward to the worker
 

for effort expended on his individual plot conflicted with appropriate
 

allocation of resources within the reform sector.
1 7
 

To the present author, there are important lessons from this experi

ence. First, land expropriated should not be considered the preserve of
 

its former workers alone but should incorporate an appropriate additional
 
18
 

portion of the landless labor force. Second, the ideological pursuit
 

of large collective farms may lead to an inefficient reform unit; division
 

into family farms would generally appear preferable from the efficiency
 

standpoint unless vigorous planning efforts are successful in duplicating
 

the resource allocation patterns which would be geaerared spontaneously
 

under a small family farm structure. (The role of ideology is evident
 

in the prologue to the study by Fernandez, who asserts that "the small
 

family farm is a stagnant production form," a viewpoint perhaps echoing
 

that of some Chilean land reform planners.) Fernandez and Barraclough
 

frequently cite the existence of economies of scale in support of nondivision
 

of the estates; however, the large body of empirical production function
 

estimates available shows constant returns to scale. Third, as the authors
 

of the report suggest. certainty for the nonreform sector is crucial to
 

continued aggregate agrirultural supply.
 

Horton has conducted a field investigation of 27 new reform enter

prises as the basis for an evaluation of recent land reform experience in
 
19
 

Peru. After a long history of pressure for land reform, including
 

especially a land reform law in 1964 which went unenforced and, according
 

to the author, discouraged investment and increased peasant pressure for
 

land redistribution, the military government in 1969 decreed a new land
 

reform law and began energetic implementation. Expropriating land pri

marily with compensation in long-term agrarian bonds, the governmcit first
 

took over 12 large coastal sugar plantations and a limited number of extremely
 

large livestock ranches in the highland. Subsequently regional units of
 

the national Land Reform Agency expropriated additional units. Reform
 

http:sector.17
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units became "Agrarian Production Cooperatives" (CAPs), with collective
 

ownership of resources in large-scale units, or "Agrarian Social Interest
 
Societies" 
(SAIS), primarily cooperatives maintaining the physical unity
 
of large-scale livestock units while distributing their profits to neigh
boring peasant communities. In addition expropriated land went to peasant
 

communities or individuals.
 

Horton reports that government plans called for the redistribution, by
 
1976, of 9 million hectares of farmland among 340,000 beneficiaries, with
 
80% of the land in CAPs and SAIS; 16% for peasant communities, and 4% for
 
individuals. 
 These changes in agrarian structure would then leave 43% of
 
Peru's land in private farms, 32% 
in the possession of peasant communities,
 
13% in CAPs, and 12% in SAIS. 
 In terms of resources this target profile
 
for agrarian structure would leave only a small portion of the country's
 
livestock in the CAPs and SAIS, but close to half of foodstuff production.
 
Only one-third of the rural population would benefit directly from the
 
land redistribution after fulfillment of the complete plans for 1976.
 

Production characteristics have changed very little as a result of
 
reform, according to Horton. 
The principal difference is worker ownership
 
of former private estates. 
Where profits were previously ample, there is
 
thus scope for increased wages; Horton found tiat real wages had remained
 
constant on the coast, risen one-fourth on interior livestock enterprises,
 
and more than tripled on interior crop enterprises. An important structural
 
difference between the Peruvian reform units and those of Chile is that
 
the CAP in Peru prohibits the use of resources 
for individual production.
 
Production is collective, with worker management, and profits are distributed
 
among members in proportion to 
the number of days worked by each. This
 
system appears to avoid the serious problem of diversion of effort to indi
vidual plots to the detriment of the collective area encountered in the
 
Chilean cooperatives.
 

The economic impact of the land reform to date is unclear. 
Horton
 
reports that although production data are generally unreliable, land reform
 
has not caused major disruptions in agricultural production. 
At the same
 
time, the study relates that the reform has induced substantial slaughter
 
of cattle, leading to a subsequent meat shortage. 
Employment effects have
 
been a major area of disappointment, according to the author. 
Land reform
 
has neither increased nor decreased employment. Officials seeking to
 
increase the employment impact have forced cooperatives to grant membership
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to a "few previously part-time workers"; otherwise, reform enterprise
 

members are apparently not hiring additional labor or expanding membership,
 

in order to protect their profits.
 

Finally, the study describes the strong ideological commitment of the
 

government to collective, large-scale production. This orientation succeeded
 

in the coastal sugar estates, but elsewhere (particularly in the highlands)
 

authorities met strong opposition in the attempt to collectivize individual
 

production by tenants and sharecroppers on former private estates. In
 

these areas cooperative members were subsequently allowed to keep their
 

individual livestock and small plots of land. The determination of the
 

government to establish large collective units derives in part from the
 

notion that reform units will as a result be self-contained and constitute
 

less of an administrative burden than would a complex of numerous small
 

farms.
 

In summary, the Chilean and Peruvian experiences appear to represent
 

redistribution of rural income away from the former landholding class to
 

the former worker3 on expropriated estates. As such, they constitute
 

improvements in rural distribution, but they not only fail to take the
 

opportunity to make the income equalization as thoroughgoing as it could
 

be through more equal distribution of land among the entire rural work
 

force 20 but also fail to realize the full output-increasing potential of
 

reform.
 

A broader question raised by the experiences of Chile and Peru is the
 

relationship between post-reform structure and potential output gain pro

vided by land reform. Indeed, an important area for research is the identi

fication of probable output (and equity) effects of land reform when the
 

change is from pre-reform structures of alternative types, to post-reform
 

structures of various types. A catalogue of pre-reform types would include:
 

(i) the Latin American latifundio-minifundio complex; (ii) a structure of
 

relatively equal sized tenant farms with little landless labor; (iii) a
 

modest span of farm sizes but intense population pressure and sizeable land

less labor force (e.g., the Indian case); (iv) capitalized plantation agri

culture; (v) communal landownership; and so forth. Alternative post-reform
 

types would include: (i) family farms of modest size, absorbing the entire
 

rural labor force; (ii) state farms; (iii) large cooperatives; and so forth.
 

There would be major variants within each category (pre- and post-reform).
 

There exists little analysis of production and distributional effects of
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transition from structure "i" 
to reformed structure "j." 
 The author's
 
predilection is that the maximum output gain occurs in moving from pre
reform type "i" to post-reform type "j," 
but this is a complex issue
 
warranting theoretical and empirical examination.
 

2. Land reform with compensation to landowners
 
While properly executed land reform constitutes a powerful instrument


for rural income equalization and output growth, it is frequently ruled
 
out as politically infeasible. 
Yet sweeping land redistribution with
 
little real compensation to owners may be out of the question politically

in circumstances vhere more limited land redistribution with full payment

to owners is a realistic policy option. 
Landowner opposition is certain
 
to be mitigated when the prospects for compensation are good. 
 Moreover,

if the reform process is gradual rather than complete in a single sweeping

stroke, ground rules of full compensation will contribute to the mainte
nance of investment incentives in agriculture outside the reform sector,

since remaining producers will not fear total loss of the value- of their
 
nvestments from subsequent reform. 
The maintenance of incentives in the

non-reform sector in turn is essential if short-run disruption of produc
tion is to be minimized in a land reform.
 

The potential for raising output through land redistribution provides

the opportunity for a "capitals*t land reform" which would improve worker
 
income while fully compensating former owners. 
 Such a reform would con
stitute a classical "Pareto optimal" redistribution: 
 one in which some
 
individuals are made better off while the rest are made no worse off than
 
before. 
 Indeed, consideration of reasonable magnitudes of the relevant
 
effects suggests that 
there would be quite ample room for improvement in

income levels for the rural poor even with full compensation paid to 
owners
 
in a land reform.
 

The appendix presents a model which permits 
an evaluation of income

increases for workers in a "capitalistic land reform." 
 The central elements
 
in the analysis are the following: (i) Potential income growth for the
 
workers is "leveraged" because they only receive a portion of output before
 
reform (the labor share), so that 
even a modest rise in output ;.n confer
 
a sizeable percentage rise in labor income after reform; 
(ii) The market
 
interest rate for financial debt instruments is typically lower than the
 
discount rate used by entrepreneurs to assess an 
income-earning asset
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with risk involved (for example, 6% versus 15% per annum, respectively).
 

Therefore, if the recinients of land reform parcels repay the land's market
 

value under loans witli financial market interest rates, there will be an
 

additional portion of output left over for their net income improvement-

equal to that portion of the former landlord's prof 4 t share representing
 

the amount by which the financial interest rate falls short of the capital
21
 

ist discount rate.
 

Computing these effects under reasonable ranges of output gains (25%
 

to 50%), interest rate (6%), and capitalist discount rate (10% to 15.),
 

the model in the appendix finds very substantial scope for worker income
 

improvement under land reform with full compensation to owners. Labor
 

income net of interest payments rises by between 90% and 200%; and if
 

amortization of loans is deducted as well (since it represents income con

strained to forced savings), net worker income still rises by between
 

60% and 140%.
 

In sum, "capitalistic" land reform may hold promise for substantially
 

increasi: income of the rural poor while at the same time being more
 

feasible politically thar, land redistribution without compensation. In
 

addition it should be noted that to enhance receptivity of landlords to
 

the program, they might be paid in bonds which are more favorable (e.g.,
 

redeemable at earlier date) if the proceeds are put into selected develop

ment programs by 1h Such a mechanism has been
 landlord recipients. 


employed in the Peruvian land reform, in which long term bonds given for
 

compensation to expropriated landlords were made eligible for immediate
 

use if invested in industrial projects (with the degree of discount applied
 

for such purposes related to the priority assigned by the government to the
 

project).
 

Finally, it is important to consider whether land reform based on
 

full compensation is feasible from the standpoint of financial requirements.
 

Actual experience is one guide to answeriag this question. In the case of
 

Peru, reliable sources indicate that the government anticipated a total
 

cost of approximately $850 million for acquisition of land, capital, and
 

livestock assets on the full target reform area of 9 million hectares.
 

This cost amounted to approximately 10% of GNP and was considered fully
 

manageable given payment over time (terminating in 20 years). In the case
 

of Brazil, there is also evidence that financing for "capitalist land
 

reform" is available. The government earmarked more than $1 billion for
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a "Program of Land Redistribution" in the Northeast over five years begin
ning in 1971. 
 At market land prices as of 1973, this funding would have
 
been adequate 
to purchase 8 million hectares of land, practically one
fifth of the entir* land area of the region. Instead, the funds have
 
been used almost completely for credit 
to 
the existing agricultural
 

structure.
 

In more general terms, it seems 
likely that the total value of land
 
and capital in the agricultural sector of the developing country is approx
imately equal to one year's GNP. 22 
 Full compensation for an instantaneous
 
complete expropriation would be out of the question. 
On the other hand,
 
a program expropriating one-tenzh of agricultural land annually over five
 
years (for e.tample) would involve government borrowing or extra tax revenue
 
equal to 
1/10 of GNP in the first year and less thereafter as peasant 
re
payments accrued. Such a magnitude would amount to perhaps a one-third
 
increase in the government spending in many countries, a very large effort
 
indeed but one not 
impossible and a reasonable one 
in view of the radical
 
transformation of agricultural production and equity which could be obtained.
 

C. Land taxation
 

An inri--ment sometimes considered an alternative to land reform is
 
land taxation. 
Berry has considered the effects of a "presumptive income
 
tax on land" 
ror the case of Colombia.2 3 In his formulation, imputed income
 
based on a standard rate applied to land value would be added 
on to the
 
income reported for income 
tax purposes. 
 The author first examines the
 
effects of such a tax in the context of perfect markets. Berry concludes
 
that in this case the 
tax would reduce land prices (by lowering net return
 
to land) and could have positive, neutral, 
or negative investment and
 
agricultural output effects "depending on relative present future wealth
 
elasticities of consumption."'24 
 In a context of unequal farm sizes, still
 
with perfect markets, there would also be an effect of land sales by richer
 
farmers to poorer, smaller farmers because the standard presumptive
 
income inputed would be taxed at 
a higher rate for the higher income
 
farmers, given a progressive income tax
 

Turning to the Colombian case, Berry modifies the analysis 
to take
 
into account the serious market imperfections which generate a pronounced
 
pattern of higher 
'alue addpd and higher labor input per unit of constant
 
quality land on smaller farms than on large. 
 In this context, the
 

http:Colombia.23
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presumptive tax would almost certainly have a positive effect on output
 

(as long as the tax is levied on raw land, not on improvements) because it
 

would include the sale or rental of land from large farms to smaller units
 

where it would be more fully exploited. The income distributional effect
 

would be positive, although if the fragmentation of large farms led to
 

creation of very small family farms, the hired labor force might suffer a
 

loss of employment (whereas it would gain jobs if the transition were to a
 

structure of medium-sized farms using hired rather than family labor).
25
 

Finally, Berry judges that the political prospects of a presumptive income
 

tax on land have improved in Colombia and notes that farm groups consider

ing themselves progressive have advocated such a tax, feeling they would
 

escape the burden due to their high productivity.
 

One difficulty with the analysis appears to be that it specifies an
 

imputed income per land value which is added onto actual income regardless
 

of the level of the latter. One would have thought that a presumptive
 

tax would instead specify a minimum income per hectare (or per land value);
 

farmers actually producing more than this minimum would be unaffected by

26.
 

the tax. With this "tax on minimum imputed income" approach, most of
 

the analysis would require revision; most importantly, the effects would be
 

even more equalizing than those assessed by Berry since small farmers with
 

high income per land value would pay no additional tax while large owners
 

with very low income per land value would have to pay much mcre In taxes
 

than before. Another aspect requiring additional attention is the market
 

for land purchase credit. In the absence of efforts to provide long-term
 

credit for land purchase, a presumptive income tax on land would probably
 

fall far short of its potential for fragmenting large estates into small family
 

properties; instead, rental of formerly unused land would be the likely
 

result.
 

Lewis similarly argues that a progressive land tax (by farm size) or
 

a tax on potential rather than actual farm income can help reform the
 
27
 

agrarian structure. He notes (as have others) the influence of portfolio
 

asset decision-making in land use: land may be held for capital gains
 

purposes without productive utilization, and more progressive capital gains
 

or land taxation will make such holding more costly, pressuring owners to
 

use the land more fully themselves or to rent or sell it. He adds that the
 

land tax may have been a major factor in bringing about the important con

tribution of agriculture to development in Japan.
28
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An opposing line of argumentation is presented by Sazama and Davis,29
 

who 	examine the influence of land tax on 
land use in Colombia, Chile, and
 
Brazil. 
 The authors maintain that land tax has erroneously been seen as
 
a substitute for land reform; 
in actuality, they argue, land 
tax is inade
quate for this purpose, and the tax 
should be viewed as a potential instru
ment for revenue (which in turn 
can be used to good purpose) rather than
 
as an instrument for structural reform. 
The authors begin with the postu
late that since a tax on unimproved land value falls on 
economic rent,
 
it will have 
no influence on production or land redistribution. They then
 
soften the stand 
to allow for possible increases in production as owners
 

attempt to recover the wealth loss from a new land 
tax.
 
The authors' argument that 
land is a fixed asset and taxation of its
 

rent will influence nothing appears quite .,haky. 
In the Latin American
 
context (and in underdeveloped areas generally), output and labor inputs
 
per unit of land available are systematically higher on smaller than on
 
larger farms. The effc-t of a tax on 
land must therefore be more onerous
 

to large landowners than 
to small. In effect, a tax on unimproved land
 
should raise its relative rrice as a productive input, causing those farms
 
(the large estates) using it heavily in combination with little labor and
 
capital 3 0 to shift factor combinations, to employ more capital and labor
 
per hectare, and to raise "land utilization." Moreover, the cost of hold
ing the land idle for portfolio purposes rises, as mentioned above. In
 
short, it appears theoretically inadequate to assert that 
a tax on land
 
does not affect output decisions and factor combinations, on the grounds
 

31
that 	land is a fixed asset.
 

The authors seem on 
more solid ground in their empirical analysis.
 
Data for 
two counties in Colombia indicate 
no difference in land utiliza

tion between the two, although in one the land tax burden was double that
 
of the other due to a recent reassessment. In Chile, a variety of "per
formance" indicators fail to 
show strong relationships to the land tax
 
burden over time, 3 2 despite a substantial rise in tax rates after 1962
 
and despite interview material suggesting farmer- do take land 
tax into
 
account in their decisions. 
 Finally, one county in Brazil resembled its
 
neighbor in land utilization although its land 
tax rate was seven times
 

as high.
 

The evi.ence presented by Sazama and Davis supports the contention
 

that, as practiced in Latin America, land 
taxation has been a poor
 



295
 

instrument for structural reform and has had little influence on land use.
 

However, in all of the cases they considered, the basic tax rate was minimal,
 

and it was usually applied to a nominal value radically eroded by inflation.
 

There is therefore no basis on the evidence for concluding that a higher
 

tax rate applied to realistically updated land values would be ineffectual
 

in terms of structural reform. There is, however, the political difficulty
 

of instituting such rates, and Sazama and Davis maintain that if the politi

cal context is ripe for meaningful land taxation it is also ripe for land
 

reform. Berry's view is the opposite.
 

On balance, land taxation as an Instrument for rural equalization
 

deserves continued attention. If land tax rates can he raised to levels
 

sufficiently high to influence land use (by means of "presumptive income"
 

measures or otherwise, and with the necessary corrections for inflation),
 

then the instrument may have a sharper cutting edge than is usually admitted.
 

However, it is certainly true that policy makers will be practicing decep

tion 	(possibly including self-deception) if they eschew land reform under
 

the justification that taxation can accomplish the same structural reform,
 

and then proceed to institute trivial tax levels.
33
 

D. 	 Tenancy conditions
 

Revision of sharecropping and rental conditions is a policy measure
 

frequently recommended as a partial substitute for redistribution of
 

Indeed, it is often argued that transfer of landownership
landownership. 


to current tenant workers is a "safe" form of land reform because worker
 

incentive will increase while all else--physical production units and
 

patterns--will remain undisturbed, circumventing output declines in a
 
34
 

transitional phase of reorganization.
 

In a highly unequal landownership structure, agrarian reform based on
 

conversion of tenants to owners is likely to suffer from the same ineffi

ciencies as conversion of wage earners to owners on large estates without
 

absorption of additional workers onto the properties: labor density per
 

farm area will be less than optimal from the standpoint of agriculture as
 

In other words, large owners placing their land in sharecropping
a whole. 


or renting it out are not likely to have higher labor density per area
 

(and higher land utilization) than large owners utilizing wage labor.
 

Therefore, conversion of tenants to owners without absorption of additional
 
35
 

labor onto tenant-farmed area should be viewed 
with suspicion.
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But what about reform of "tenancy conditions?" One tenancy form in
 
particular has been a popular candidate for reform among economists:
 
sharecropping. 
The traditional argument has been that sharecropping
 
causes inefficient factor allocation: 
 the tenant will apply inputs,

including his own labor, only to the point where his share of 
their mar
ginal product equals their full marginal cost, violating marginal cost
 
equal to marginal product conditions for efficiency and leading to under
utilization of land.
 

Cheung has challenged this view.36 
 He argues that its proponents
 
have erroneously assumed that the landlord's share is "mysteriously"
 
fixed exogenously. According to Cheung, once 
it is recognized that both
 
(i) the share, and 
(ii)the amount of land allocated to each sharecropper
 
are 
endogenous variables resulting from landowner wealth maximization,
 
the normal efficient, neoclassical allocation of resources can be seen
 
to 
result even from sharecropping. 
The author employs Lagrangian multi
plier analysis to demonstrate the point, but his argument condenses to
 
the following: 
 (i) The landlord will maximize output subject 
to the con
straint that what he pays to labor has to equal what it can earn elsewhere,
 
equal to the wage rate. 
 (ii)As a result, sharecropping is nothing more
 
than a masquerade leading to the same results as 
profit maximization with
 
wage labor; the landlord is smart enough to juggle both his "share" and
 
the amount of land he places at the disposal of each tenant 
to ensure this
 
result. In the process, it turns out 
that landlord share is nothing
 
other than the familiar elasticity of output with respect 
to land; and
 
marginal p 3ducts of land and labor equal the rental rate per land area
 
and the going wage--all neoclassically reassuring.
 

The weak spot in Cheung's analysis is that he replaces rigid land
lord share cum tenant maximization with rigid (or "passive") tenant 
labor
 
behavior cum landlord maximization. 
 By assuming that the landlord can
 
set a fixed amount of land 
to which the tenant will then apply his full
 
labor availability, Cheung robs the 
tenant of his decision making; yet

the tenant's decision-making process is precisely where inefficiency enters
 
according to the traditional analysis, since the tenant will always, at
 
the margin, ask why he should devote ANw worth of extra work to 
the plot
 
(as opposed to outside work) when the result for him will be
37 (l-r)ANw
 

extra income. 
 In short, it appears unsatisfactory to conclude with
Cheung that all's for the best in the best of all sharecropping worlds
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under the notion that landlord share and land allocation per worker will
 

settle down to an equilibrium which imitates the standard entrepreneurial
 

wage-labor equilibrium.
 
38
 

Bardhan and Srinivasan were quick to notice the problem in Cheung's
 

analysis and proposed an alternative model introducing maximization on the
 

land-demand side from the tenant's standpoint to complement maximization
 

on the supply side by the landlord. Despite adroit mathematical features,
 

the Bardhan-Srinivasan model has its serious shortcomings: early in the
 

model the unacceptable assumption is made that the marginal product of
 
39
 

land is zero. This feature results from the assumption that share

croppers will "demand" land until it no long.er produces anything extra for
 

them (i.e., their share times the marginal yroduct of land falls to zero;
 

hence, the marginal product of land equals zero since the tenant's share
 

doesn't). Yet this requirement of the mooel invalidates it for meaningful
 

application to land-scarce, surplus-labor countries where the marginal
 

product of land is anything but zero.4 0 '4l
 

In pragmatic terms the problems of sharecropping become evident when
 

considering adoption of new technological packages. If the sharecropper
 

receives only half (say) of the benefits of extra output, and if further

more even this half should exceed the cost to the sharecropper of the
 

package to allow margin for risk of failure, then the package must be
 

highly productive indeed to warrant adoption by the sharecropper. More

over, even if the landowner agrees to pay a share of the cost of the
 

package equal to his share in output, the "real" cost share of the tenant
 

will still exceed the tenant's output share if application of the package
 

requires the devotion of ex:ra days of labor at the peak season when the
 

tenant coul out-hire his labor. Hence, the landowner's share of new
 

technology package costs may have to exceed his share in output in order
 

to keep the tenant's "real" share of costs including foregone extra earnings
 

equal to the tenants' share in output, if such technology is to be adopted.
 

For policy purposes the implications of the debate on the efficiency
 

of sharecropping depend on the realistic options under consideration. If
 

redistribution of landownership from large estates to sharecroppers cur

rently working the land is a serious option, then there is reason to expect
 

current inefficiencies under sharecropping to represent potential for
 

improved production after such a redistribution (in addition to the potential
 

for improvement generally associated with the dichotomy between small and
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large farms in incentives for land utilization, as discussed in section B
 
above). 
 However, if land redistribution is ruled out, 
the only option to
 
current sharecropping arrangements may be governmental prohibition of
 
sharecropping and insistence 
.)n the use of 
cash rental payments in all land
 
rentals. It would be ill 
advised to interpret the sharecropping literature
 
as 
supporting this type of prohibition, if for no 
other reason than the
 
central fact that sharecropping does provide 
a vehicle for risk reduction
 
for the tenant, who would probably not be prepared to hire as much land
 
and produce as much output if his rental payment were a fixed cash sum
 
(which a poor crop might not 
cover) rather than a share of his actual product.
 

E. New technology: 
 improved seeds and fertilizer
 
A representative assessment of distributional effects of the new
 

high-yielding varieties 
(HYV) is reported by Ahmad. 
 After documenting
 
the rapid growth of HYV wheat (from 4% of crop area 
to 40% In India and
 
from 2% to 46% in Pakistan between 1967 and 1970) and rice (2.8% of crop
 
area to 12%, India; 
0 to 6.7%, Pakistan; 
6% to 40%, Philippines, for the
 
same period), Ahmad's review finds that the potential for distributional
 
equity inherent in the scale neutrality of new seeds and fertilizer has
 
not 
been realized in practice. Instead, greater capacity of larger farmers
 
for installing complementary tubewell irrigation, easier meeting of high
 
credit requirements by the larger farmers, discouragement of adoption of
 
HYV among sharecroppers due to sharing distortions 
to incentives, have
 
all concentrated HYV gains in the larger farm sector. 
Moreover, pressures
 
for land reform have abated as 
the result of the new belief that income
 
gains through technical improvements offer the land-poor an alternative
 
to increased access 
to land through land redistribution, and because a
 
new class of "progressive farmers from nonagricultural sectors" (Ricardo's
 
capitalists) has emerged which is welcome 
to output-conscious governments
 

and which possesses political clout.
 
Ahmad's survey points out the conflicting evidence 
on whether labor
 

has gained or lost from the HYV. 
 In India, the demand for hired labor
 
may have risen by as much as 
one million man-years for rice and wheat
 

converted to HYV in India.4 3 
 This gain woul> constitute less than 1% of
the rural labor force. 
 At the same time, there is evidence of substantial
 
labor displacement through mechanization (discussed below) and eviction of
 
tenants 
or raising of rental charges. Ahmad also emphasizes the difference
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between irrigated and rain-fed areas, noting that the greatest potential
 

for increased labor demand is in the irrigated areas suited to double crop

ping. These, according to an Asian Development Bank survey cited by the
 

author, amount to less than 10% of the rice and wheat area for Asia as a
 

whole. Finally, Ahmad presents data showing a mixed pattern of real rural
 

wages in India; of ten states, real wages rose in six but fell in four in
 

the 1960s.
 

Bartsch has assembled from a variety of sources data concerning the
 

impact of new varieties and mechanization on the demand for labor in Asia.
44
 

Distinguishing among three level-, of "technology" ("traditional"; "improved,"
 

with one or more of the following--improved seeds, irrigation, chemical
 

fertilizers; and "modern"--with a complete package of HYV seeds, fertilizers,
 

and assured irrigation), and three "techniques" (traditional, intermediate,
 

and mechanized), the author defines nine possible production modes for each
 

crop. Based on selected data for rice and wheat in regions of India,
 

Pakistan, the Philippines, Sri Lanka, and Thailand, Bartsch reaches the
 

following conclusions: (i) Holding technology constant, a shift toward
 

mechanized technique unequivocally reduces la'or demand. (ii) Holding
 

technique constant, a shift toward HYV technology unequivocally raises
 

demand for labor per unit of cropped area (as more labor is required to
 

prepare the seed bed, apply cultural treatments and, especially, harvest).
 

(iii) A combined shift toward mechanization and HYV technology is ambiguous
 

in its effects on labor: the result is usually a decline in jabor require

ments per unit of cropped area, which may or may not be fully offset by a
 

rise in the incidence of multiple cropping. (iv) Modernization, either of
 

technique or technology, reduces labor requirement per unit of output,
 

raising ominous implications for labor demand unless the product has highly
 

elastic demand due to potential for import substitution (or, the reader
 

infers, in a small country export context). Indirect demand for industrial
 

labor is quite limited for agrochemicals and is much higher for "partial
 

mechanization" involving modest improvements in implements than for a high
 

degree of mechanization requiring large sophisticated equipment produced
 

on a capital-intensive basis.
 

While these conclusions are not new, and while the study pleads
 

insufficient evidence on the crucial question of the net impact on labor
 

of mechanization and HYVs with increased double cropping, the study is
 

particularly useful in placing quantitative estimates on the various
 

labor-demand effects by synthesizing a number of isolated empirical studies.
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Bell has examined the dcirftributional impact of 
the new technology. 45
 

Following a semantic bout cIifferentiating "technique" from "technology,"
 
the study raises familiar observat 
,ns: the HYV is intrinsically scale
 
neutral, but bet!er access 
to crt,'it due to better collateral and privLleged
 
social statu..: (in addition to 
the desire of official agencies to maximize 
impact by Focu: sing on "the stronger farms"), weli a- greater margin 
for risk-taking, permits the larger farmer to .. pluit Ltc new technology
 
more fully than the small farmer. This tendency is reifolrced by tractor
 
and tubewell indivisibilities.
 

The empirical evidence presented in the study indicates the surprising
 
result that. for wheat in the Bibar region of India, shifting to ITYVs
 
rallies wage labor participation in value added. 
 The data appear to repre
sent the "constant technique, improved technology" category in Bartsch's 
taxonomy, so 
that increased labor requirements for cultural practices ae
 
not swamped by mechanization. 
Even so, it is surprising that yield
multiplying innovation would increase labor costs by a greater proportion
 
than value added; 
 and Bell. warns that the conclusion must be treated
 
with caution (adding that his data on labor 
are merely "notional").
 

A particularly interestinP phenomenon '.iich Bell mentions in passing
 
is that the fertilizer dose applied to HYV wheat has fallen p,:ogressively
 
since the first year of widespread utilization of the seeds (1.967/1968).
 
High yields with the recommended dose were followed by lower yields th,
 
second year despiLe application of 
the same fertilization; the third year,
 
farmers reduced fertilizer application, prompting a further decline in
 
yields, and s, forth, until low-level equilibrium seemed to have ')ean
 
reached. 
Bell ioterprets the development as evidence of peasant eunning in
 
the face of extension agents' horrir. 
 More recently, .arenewed decline in
 
the 
use of fertilizers must certainly have been stimulated by energy-crisis
 
fertilizer price increases. 
 Since a crucial attribute of 
the HYVs is their
 
ability to 
respond to increased fertilization, the likely decline in fertil
izer use would seem to bode ill indeed for the production gains of the
 

Green Revolution.
 

Bieri, de Janvrey, and Schmitz emphasize the sociological relationship
 
between income distributional impact of technological change and the gener47
 

ation of that change. The authors first characterize labor and machinery

as close substitutes, land and chemicals as close substitutes, and postu
late little substitutability between these two subsets of factors. 
They
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then conclude that mechanization confers gains on landowners, whose land
 

values rise from the resulting reduction in cost at constant output. In
 

contrast, innovations using chemicals raise total output (by extending the
 

constant quality equivalent land endowment), conferring benefits on con

sumers in the closed economy (as price declines), upon both producers and
 

consumers in the open economy (as export and import increases spur welfare
 

gains through trade specialization), or upon producers alone in a support

price context. The authors maintain that once market imperfections, input
 

producers, and consumers are considered, the income distributional effects
 

of technological change caniot be foreseen simply (e.g., in a dichotomy
 

naming mechanization as unequalizing and seeds-fertilizers as equalizing),
 

Lut that one can be certain that the nature of the inventions will be
 

swayed by the landlords who lobby for mechanical innovations and by the
 

"agribusinesses" which push innovations in order to sell inputs.
 

One of the more rigorous examinations of distributional effects of
 
48 

the Green Revolution is provided by Srivasta and Heady. The authors
 

used farm-level data for two states in India referring to pre- and post

technological change periods to estimate CES production functions. The
 

results indicate that technical change was labor saving, since the param

eter determining labor's marginal productivity relative to that of capital
 

declined. 49 Moreover, the production functions indicate that the elasticity
 

of substitution between capital and labor increased. The effect oL the
 

increase was unfivorable to labor's share, because during the period the
 

price of labor rose relative to that of capital.
 

Labor's actual share declined in the two states, consistent with the
 

production function estimates. Srivasta and Heady note that despite the
 

decline, both the absolute number of wage workers and the agricultural
 

wage rose. The authors attribute the rise in wage to a sharp increase in
 

the demand for peak-season labor, unaccompanied by a similar increase in
 

demand for off-season labor.
 

The study may be misleading in that it employs only capital and labor
 

as inputs in the production function. The land input is subsumed into
 

capital value, thereby forcing land to be a perfect substitute for machin

ery (precisely the opposite of the approach taken by Bieri, de Janvrey,
 

and Schmitz in "Agricultural Tecl.nology and Distribution of Welfare Gains";
 

and intermedia!:e inputs of see-s and fertilizers are absent from the pro

duction function altogether. Moreover, the analysis does not clothe the
 

http:declined.49


302 

particular empirical results in substantive detail indicating why one would
 
have expected the technical change to have been labor sav.ng (and, in par
ticular, differentiating the potential factor "bias" of HYV--which is
 
probably neutral--from the 
ex post realized bias in view of simultaneous
 

mechanization).
 

Gotsch has explored the influence of rural institutions on the
 
distributional impact of 
new technology. 50 
 First he issues a caveat that
 
evaluation of the distributional effect of a particular technology requires
 
detailed microanalysis. As examples, he notes that despite the frequent
 
classification of biological-chemical innovations as 
labor-using and
 
mecianical innovations as labor-saving, herbicides are highly labor-saving
 
and tubewells can be labor-using in their impact 
(as can tractors, where
 
essential. for multiple cropping). 
 The author then discusses the relation
ship of the organization of input markets 
to the social structure, empha
sizing the difficulty of creating institutions that deliver services 
to
 

the small farmer.
 

The case of tubewell innovation in Pakistan is contrasted with that
 
in Bangladesh to illustrate the crucial role of rural institutions as
 
opposed to the technology itself. 
 Comilla District in Bangladesh has a
 
small farm structure with relitively equal land distribution; the Sahiwal
 
District in Pakistan has a much larger median size of holdings and more
 
unequal distribution, 
Since one tubewell irrigates from 50 to 80 acres,
 

2
the small (1- to 
 .5-acre) Comilla farms perforce banded together in
 
cooperative organization to install tubewells, while in Pakistan the larger
 
50% of owners installed tubewells individually. Subsidized official credit
 
assisted the large farmers in this effort. 
 The distributionial result 
(at
 
least as mapped by programming models) will be that tubewell adoption
 
aggravates inequality in Pakistan while spreading benefits relatively
 
equally in Comilla District. 
Gotsch does note, however, that the extent
 
of tubewell adoption has been much greater in the Pakistan district than
 

in Comilla.
 

There also has been feedback reinforcing the divergence between
 
distributional effects in the 
two cases. According to Gotsch, tubewells
 
strengthened the hand of large landlords heading political factions,
 
making it more difficult for sharecroppers and other workers dependent
 
on them to form horizontal groups to break the pcwer of the vertical
 
political factions. 
 (Indeed, the main new political lobby was that of
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large commercial farmers opposing land reform and taxe., and advocating
 

support prices.) In contrast, the tubewell strengthened community organi

zation among middle and small peasant classes in Comilla.
 

Concerning receptiveness to technical change, Gotsch reports that
 

several studies indicate smaller farmers in the Asian context adopt new
 

varieties practically as completely as larger farmers, although perhaps
 

with a one- or two-year lag and utilizing less than optimal fertilizer
 

inputs.
 

Dalrymple and Jones have drawn interesting parallels between the
 

Mexican experience with high-.yielding varieties and current experience in
 

Asia. 51 Noting the S-curve relating the fraction of area in new varieties
 

to time, they emphasize that the HYV cycle is still in its early phase in
 

Asia. They find it not surprising that the initial wave of adoption was
 

concentrated on larger farms, given their greater access to credit and
 

greater ability to take risks; yet it would be misleading to conclude
 

from this pattern that the HYV will have inequitable distributional effects
 

over the long run, because eventually adoption is likely to spread to all
 

fai.n sizes.5 2 In Mexico, where the "cycle" began with the first family
 

of new varieties in 1948, improved wheat varieties are now used on virtually
 

all farm sizes, and more than 40% of wheatland is i,,ejido farms (according
 

to the 1960 census).
 

The authors also note the trade implications of the variety adoption
 

cycle. In the case of Mexican wheat, an early phase of rapid import sub

stitution was followed (after complete replacement of imports) by a tem

porary effort at exportation subsidization, then reversion to supply for
 

domestic demand alone. The import substitution phase has particularly im

portant implications for labor demands: by providing infinitely elastic
 

product demand over an initial range of output, import substitution cir

cumvents the negative impact on demand for labor which is inherent in an
 

inelastic product demand situation--given the decrease in labor input per
 

unit of output (as opposed to labor demand per cultivated area) associated
 

with introduction of HYV (as noted in Cline, "Interrelationships Between
 

Agricultural Strategy and Rural Income.").
 

Considering the implications of the Green Revolution for Latin America,
 

Thiesenhusen5 3 has argued that in the absence of land reform the result
 

of the new technology will be a deterioration in the already unequal in

come distribution. Influences causing unequal benefits from the
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supposedly scale-neutral HYV are the same as in Asia only worse 
(given
 
Latin America's more extreme inequality of land distribution). 
The
 
credit and technical assistance institutions 
are "usually designed to help
 
the large-scale farmer." 
 Compounding the distributional problem is labor's
 
displacement from rapid mechanization in the hemisphere, stimulated by
 
favorable exchange rates and cheap credit. 
 Not only will small owners fall
 
behind, Thiesenhusen notes, but renters and sharecroppers will be displaced
 
as landowners become more determined to 
avoid all claims against their
 

appreciating land.
 

Thiesenhusen then cites the 
success of yield-raising varietal adoption

in small farm areas of southern Brazil. 
 He reports the favorable experi
ence of credit agencies in Venezuela (CIARA) and Mexico (Puebla Project)
 
in improving technology on 
small-farm, post-reform sectors 
(noting that
 
in the Venezuelan case credit has been refused to farmers unwilling to
 
follow the proposed crop scheme with new varieties). The author concludes
 
that it is quite possible to achieve production gains from small farmers
 
if an appropriate technological package and credit are available, and that
 
while similar gains may occur on 
large estates in the absence of 
land reform
 
the resulting distributional effect will be seriously detrimental.
 

The above references represent recent views in 
the literature on the
 
Green Revolution's income distributional effects. 
 In summary, three basic
 
questions are involved: 
 (i) the distribution of HYV technology across
 
farm sizes; (ii) the effect of the 
new technology on 
labor demand and
 
functional income shares; and (iii) 
the price elasticity of demand for
 
domestically produced agricultural goods. 
 With regard to distribution
 
across farm size, 
the evidence indicates that the small farms 
are receptive
 
to adopting new varieties, and that where in practice the large farmers
 
have been the principal adopters the 
reason is usually better access to
 
credit and inputs, due in 
large part to institutional structure in which
 
the sources of these prerequisites cater to the 
large farmers. This assess
ment has optimistic policy implications since it indicates that where
 
policy makers vigorously attempt to channel 
impinved inputs to 
small farmers,
 
they should meet with a receptive response. Channeled credit and inputs
 
should be an effective instrument for rural equalization (as discussL'
 
further below). 
 This optimism receives additional support if past expe
rience with the S-curve for the varietal cycle is an indication of the
 
pattern of future adoption by small farms.
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The issue of functional distribution hinges on the final balance
 

between the positive influence of increased demand for labor for new
 

cultural practices and extra harvesting, and the negative influence of
 

mechanization and decreased labor requirements per unit of output. Even
 

without mechanization there is a strong likelihood that the HYV will reduce
 

labor's share. The more productive technology raises labor productivity,
 

so the percentage rise in labor-demand falls short of the percentage
 

rise in gross output. Intermediate costs rise greatly (from a very low
 

base), so that value added also rises less than proportionately with gross
 

output. The behavior of labor's share in value added thus depends on
 

whether the proportionate rise in labor-demand exceeds or falls short of
 

the proportionate increase in value added (as long as wage is constant,
 

reasonable in a surplus-labor context).
 

To demonstrate the point, it is useful to consider some definitional 

relationships along with some "stylized" data. 

Where: 

V = Value added, Q = gross output; 

= initial ratio of value added to gross outr C;
0 

N = labor;
 

I = intermediate input cost; and
 

P = proportional rise in uatput per worker.
 

Using a dot to indicate proportional changes, we have:
 

(1) N=
 
1 +

(2) V- +xoI0 


0 

Equations (1) and (2) follow from the definitions, as may be shown easily. 

Consider the following "stylized" parameters: (i) p = .33 (from Bartsch 54 

for HYV rice and wheat, India and Pakistan); (ii) Q = .75 (Bartsch);5 5 

(iii) A = .9 (from Bell); (iv) I = 2 (that is, expenditure on seeds and
 
fertilizer triples). Then from (1) and (2), N = .32 and V = .61. The
 

shift to HYV even without mechanization raises output 75% and value added
 

by 61% but raises labor demand by only 32%. As long as wage remains con

stant, labor's share must fall in this "typical" case because labor-demand
 

increases less than proportionately with value added. Increased labor
 

productivity swamps increased intermediate input cost.
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In view of these relationships, planners should not be surprised if
 

the new seed-fertilizer technology shifts the income distribution away
 

from labor, and the likelihood of the result is reinforced if the new
 

inputs are coupled with mechanization and if the country's demand for
 

the grains in qu stion is inelastic, limited prospects for labor's share
 

make land reform all the more important, since in a small family farm
 

structure the worker receives land and capital shares as well as 
the labor
 

share.
 

The third major issue concerias demand elasticity. If agricultural
 

demand is inelastic, then rising labor productivity dile to the new technol

ogy can reduce the absolute demand for labor as well as labor's relative 

share. In this crucial dimension the recent literature is probably already 

outdated. The literature does not deal with what bemav a new medium- or 

long-term agricultural scarcity associated with the entry of socialist 

countries into the world grain market, prolonged drought (especially in 

Africa's Sahel), decreased real volumes of food aid, and increased costs 

for petroleum-derivative agricultural inputs. The "new scarcity" would 

appear to guarantee "brighter" prospects for elastic demand for agricul

tural goods produced within the developing countries, ameliorating the 

potential income distributional problem involved in rapidly rising agricul

tural labor productivity.
 

Finally, an important distribut.nal aspect of the Green Revolution
 

mentioned by several authors is the expulsion of former tenants by land

owners desiring to operate the Land themselves in view of the new profit

ability of production with improved inputs. With land value enhanced by 

increased profitability, tho owner can no longer afford the chance that 

tenants w 11 acquire legal cLaim to it, and at the same time the owner is 

prepared to incur risks associated with production expenses that formerly 

were unattractive compared to the simpler option of permitting operation 

by sharecroppers. 

F. Mechaization
 

Another instrument affecting rural income distribution is policy 

toward farm mechanization. National governments and forrign aid agencies 

in the past have stimulated farm mechanization in the general belief that 
"modern" agriculture is necessary for development, o in the more specific 

desire to achieve impressive production gains through combining mechanization 
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with varietal and chemical innovations of the Green Revolution. The
 

reaction of many economists has been dismay, under the presumption that
 

agricultural mechanization would displace abundant labor and uLe scarce
 

capital in the one sector where there appeared to be ample scope for sub

stitution between the two factors. A debate has onsued which to date has
 

failed to reach definite conclusions on the merits of farm mechanization
 

but which on balance leaves to its advocates the burden cf proof in estab

lishing the special circumstances justifying mechanization on a case-by

case basis.
 

Singh and Billings conducted early work on the implications of
 
57 

agricultural mechanization in India. They acknowledged the caveat that
 

mechanization could be inappropriate due to excess labor but maintained
 

that by speeding up operations at peak seasons mechanization could increase
 

double cropping and thus increase total labor-demand although reducing it
 

for a single operation or crop. Their projections for the states of Punjab
 

and Maharashtra concluded that within two decades extensive mechanization
 

(tractors, pumpsets, threshers) would decrease demand for labor substan

tially (by 17% for Punjab) but that extension of the use of high-yielding
 

varieties and increased crop area would more than offset this labor dis

placement (although the resulting net growth of employment in Maharashtra
 

would be insufficient to absorb the expected increase in the labor force).
 

The overall approach of the authors was that output gains justified
 

mechani zation.
 

the case of Thailand.
58
 

Inukai presented a similarly favorable view for 


Challenging the conventional opinion that mechanization was inappropriate
 

due to labor abundance, the author maintained that plowing with tractors 

rather than bullocks permitted earlier preparation of the soil (which
 

otherwise was too hard to work prior to monsoon rains), thereby spreading
 

out labor requirements from their previous peak period when labor was a
 

constraint. The result was to permit expansion of cultivated rice area
 

which, added to a switching from "broadcasting" to transplanting in the 

planting process, increased total labor demand despite the tractor mechani

zation. In addition the author estimated regressions of yield on an index 

of mechanization and concluded that mechanization raised yields per acre
 

(although these tests were undoubtedly biased due to the omission of
 

variables for fertilizer use and seed variety).
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Lawrence reached similar conclusions for irrigated areas in West Pak
istan. Based on the assumption that tractor mechan'zation permitted more
 
timely plowing and therefore increased double cropping as well as 
improved
 
yields, Lawrence calculated that tractors were socially profitable, al
though similar analysis revealed them to 
be socially unprofitable in East
 
Pakistan where there was a lower sensitivity of rice yield to planting time.
 

In contrast, other studies appearing at approximately the same time
 
roundly condemned farm mechanization policies. Kaneda disputed the notion
 
that mechanization raised yields per acre and attributed rapid mechanization
 
in Pakistan to overvalued exchange rates and tariff exemptions which,
 
together with high ,Oheat price supports, stimulated farm machinery imports.6 0
 

Bose and Clark rejecteod the "timing" argument 
on grounds that improved
 
implements could speed up 
bullock plowing 61 They maintained that thb case 
for tractors hinged on whether their opportunity cost exceeded that of the 
irrigated area which could be released from production of fodder for bullocks 
replaced by machines. Making such an evaluation, Bose and Clark concluded
 
that tractor mechanization was socially unprofitable 
 though privately
 
profitable (due primarily to high 
crop price supports).
 

Yudelman, Butler, 
 and Banerji concluded, from evidence on 
several
 
developing countries, that large-scale farm mechanization was often profit
able in private terms but unprofitable at social costs. 6 2 
 The authors
 
identified the "managerial and technical difficulty of employing a large
 
labor force" as 
one important factor stimulating mechanization on large
 
farms. Noting that 
a wide variety of evidence indicated that large-scale 

mechanization reduced demand for labor (ceteris paribus) by 16% to 27%,63 

the authors called for "pre-emptive" institutional change such as 
land
 
reform or formation of cooperatives 
to stave off the likely transition of
 
developing-country agriculture toward patterns of Western agriculture but
 
with a much larger proportion of rural households "disenfranchised." The
 
study did advocate "selective" mechanization, which the Authors believed
 
capable of increasing output without reducing labor-demand (for example,
 
through reducing seasonal labor shortages). Turning to case studies, the
 
authors identified Taiwan and Japan as instances of 
technique choice
 
appropriite to 
factor endowment, and cited Mexico as a case of inappropriate
 

mechanization in view of labor abundance.
 

More recent literature has produced certain recurrent 
themes:
 
(i) farm mechanization has been excessively stimulated by subsidized credit
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(often from international aid entities) and favorable access to foreign
 

exchange at overvalued exchange rates; (ii) there can be certain types of
 

machinery and certain production conditions for which mechanization is
 

appropriate; (iii) in practice radiral reductions of labor demand have
 

not been observed along with mechanization due to concomitant innovations
 

in varieties and chemical inputs; (iv) nevertheless, at the nost general
 

level farm mechanization tends to be socially unprofitable; (v) farm size
 

and institutional structure are crucial determinants of the course of
 

mechanization.
 

Concerning mechanization's influence on yields, I have estimated
 

regressions relating rice yields to tractor and fertilizer use for a
 

southern state in Brazil, and have found the net influence of tractor
 

mechanization on yields to be negligible.6 4 Gotsch has argued that there
 

probably are such yield effects due to the possibility of planting at the
 

optimal time with mechanization, but apparently he assigns little weight
 

to the effect since he explicitly omits it in subsequent empirical esti
65
 

mates of rates of return to mechanization. The same study by Gotsch
 

makes an overall assessment of mechanization for the case of Pakistan. He
 

notes that the divergent earlier conclusions of Bose and Clark on the one
 

hand and Lawrence on the other stemmed from their different assumptions
 

about yield and double-cropping effects of mechanization. Judging that
 

the availability of irrigation water in Pakistan is insufficient to permit
 

the radical increase in double cropping assumed by Lawrence, and noting
 

that price declines should be incorporated into such analysis presuming
 

output growth, Gotsch concludes that net social benefits are negative for
 

current patterns of farm mechanization in Pakistan (because irrigation is
 

inadequate to provide sufficient output gains on land liberated from fodder
 

production as bullock requirements decline).
 

Gotsch then presents results of linear programming exercises evaluating
 

the profitability of farm mechanization (with and without tubewells). He
 

differentiates between the "capitalist" and "landlord" cases, with the
 

latter including effects from the eviction of tenants as well as substitution
 

of mechanical for animal power. The results indicate high rates of return
 

for mechanization (especially when combined with the tubowell) at private
 

costs. Even after adjusting foreign exchange and interest rates to
 

"scarcity" costs, the author finds high rates of return to mechanization.
 

The "social" rate of return adjusting for opportunity cost of labor is not
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calculated, yet the author considers social return to be negative (based,
 
apparently, on 
the bullock fodder opportunity cost argument). Accoi:dingly,
 
he recommene, 
not only the termination of 
official subsidization of mechani
zation through 
low exchange rates, cheap credit, and artificially high crop
 
prices, but also imposition of taxes on tractors 
(although the author
 
admits 
limite] political feasibility of this measure).
 

As noted above, a recent study by Bartsch synthesizes data from several
 
Asian countries to identify the separate influences of mechanization (tech
nique) and varietal and chemical inputs (technology) on labor requirements.6
 

With traditional "technology," shifting from traditional to mechanized tech
niques reduces labor-demand per cropped area by 24% 
for Punjab wheat and by
 
50% for rice (India, transplant method). 
 With improved varieties and fer
tilizer, the corresponding labor reductions due 
to mechanization are 78%
 
and 59%. Once double cropping is accounted for, changes in labor require
ments per cultivated 
area are more ambiguous. Bartsch appears to attribute 
increased scope for double cropping to varietal changes (shorter growing
 
seasons) rather than mechanization, so that 
 one could argue tha negative
 
partial impact of mechanization is even 
 greater after considering double
 
cropping. What tends 
 to occur in prautice is the simultaneous shift toward
 
modern varietal and 
 fertilizer inputs, greater mechanization, and greater
 
double cropping. 
The study's summary evaluation of this joint movement is
 
that its effects on labor requirements per cultivated area are unclear (al
though the effect on 
labor per unit of output is clearly a reduction).
 

In a study of mechanization in the Philippines, Barker, Meyers,
 
Crisostomo, and Duff reach a similarly ambiguous conclusion. 68 
 They find
 
that government-stimulated mechanization in the 
rice sector has not resulted
 
in major labor displacement and that 
reduced labor requirements for land
 
preparation have been offset by increased labor requirements for weeding,
 
harvesting, and threshing. It appears that the latter increases are 
attributable to the 
concurrent introduction of high-yielding varieties,
 
however, suggesting that labor requirements would have risen in 
the absence
 
of mechanization. 
 The study contains a useful demonstration of the response
 
of mechanization to taccor prices, showing that 
the variations in mechanical
 
horsepower per agricultural workcr in Thailand, Taiwan, the Philippines,
 
and Japan are related to the ratio of the price of horsepower to farm wages. 
The authors also emphasize the institutional influences on mechanization:
 
they indicate that credit at 
favorable interest rates stimulated tractor
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imports during 1966 to 1969, while the floating of the exchange rate in 1970
 

discouraged them. The influence of fluctuating official policies was much
 

stronger than inherent technological characteristics in determining the
 

pace of mechanization, according to the authors. Despite the absence of
 

a clear trend in demand for labor per cultivated area, the study notes the
 

unfavorable long-run income distribution implications of the decline in
 

labor requirement per unit of output.
 

A study of farm mechanization in India and Sri Lanka by Raj is 
even
 

more cautious in its conclusion that available information on mechanization
 

is "not adequate to determine precisely how and to what extent it has been
 

responsible for suboptimal use of the available resources."
6 9  Raj points
 

out that tubewell "mechanization" almcst certainly increased employment. 

Even tractor mechanization may have done so in selected cases, as in cer

tain districts of Sri Lanka where tractors substitute for irrigation by
 

permitting the tillage of soil while it is dry and hard. In other cases,
 

according to Raj, there is strong evidence that large landowners mechanized
 

merely to reduce dependence on tenants or hired labor.
 

Raj presents interesting data showing the concentration of tractors
 

in the Indian states of Punjab and Uttar Pradesh, in contrast to the low
 

share of these two states in other types of machinery (diesel engines,
 

electric pumps). He suggests that advance tractor mechanization in the
 

Punjab is explained by the large size of farms characterizing the region.
 

This evidence lends support to his proposition that agrarian structure may be
 

more important than the underpricing of capital and foreign exchange in
 

leading to inappropriate mechanization.
 
70
 

farm mechanization in East Africa.

Clayton has examined the course of 


His study is particularly informative from the standpoint of illuminating
 

the partial influence of institutional bias toward equity versus inequity.
 

In co'trast to most Latin American aiu Asian countries, Kenya, Uganda,
 

and Tanzania appear to represent cases where government agencies have
 

biased their assistance toward the small farmers. Clayton reports that
 

the government of Uganda attempted to provide tractor hire services to
 

small farmers, but that the system required heavy subsidies and eventually
 

failed. In Kenya, private mechanization proceeded rapidly on the large
 

units replacing former European plantations, but subsidized government sales
 

of tractors to smallholders proved to be a failure (due to the farmers'
 

lack of experience with the equipment and its maintenance requirements,
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according to Clayton). Subsequently the Kenyan government instituted a
 
limited tractor hire service at 
commercial rates, which met with more
 
success. 
 In Tanzania, while mechanization has been profitable in 
the
 
plantation sector, various government attempts 
to supply tractor services
 
to 
the small-farm sector experienced poor results, and 
the five-year plan
 
beginning in 1969 specifically downgraded mechanization plans.
 

The repeating patterns of failure of government tractor schemes for
 
small farms in 
the face of strong private mechanization trends in the plan
tation sector in East Africa suggest that the pattern of large-farm mechani
zation in other areas 
is not attributable alone 
to institutional favoritism 
to the large-farm sector. The implication is that economic forces play a
 
crucial role 
 in large-farm mechanization. Specifically, the need to simplify
supervision of a large labor force and a higher relative price of labor to
capital (even in the absence of subsidized official credit) lead to mechani
zation on 
large farms, while a low effective price of family 
labor plus the
 
frictions involved in using aachinery commanding an area in excess of the
 
property unit (through hiring tractor 
services, cooperative ownership, and
 
so on) discourages machinery use 
 on smal] farms. If the shadow price of 
capital is high and that of labor low, then these structural forces point
to greater social efficiency of the small-farm sector and the existence of
 
socially inefficient technique choice on 
the large-farm sector even in 
the
 
absence of access to 
subsidized capital from the government.
 

Abercrombie has recently examined farm mechanization and employment
 
in Latin America. 
 Although mechanization has penetrated only large farms
 
in the region, it has been quite rapid (11% annual growth in the 1950s and
 
7% in 
 the 1960s) and has extended much further than in other developing

regions(reaching 
 by 1968 a regional average of 220 hectares of cultivated
 
land per tractor compared with 440 hectares in the Near East, 560 in Africa,
 
1,540 in the Far East, 40 in 
the United States, and 25 in Europe). Aber
crombie catalogues the government measures 
typically stimulating large-farm

mechanization in the region: 
 tariff and tax concessions for machinery,

cheap credit 
(often with negative real interest rates), 
overvalued exchange
 
rates, and minimum wage and social security costs which raise the relative
 
price of labor. Social unrest in the 
labor force has been an additional
 
impetus to mechanization.
 

Very rapid mechanization of sugar cane in Cuba constitutes one
 
phonomenon of particular interest in view of the interaction of institutions
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and technology. It would be highly interesting to analyze whether this
 

development represented socially ineffiti'mt use of capital-intensivL mean, 

due to ideological commitment to nechaaier state farming, an efficient 

strategy due to a truly increased oppnr)tr' 't cost of labor resulting from 

provision of productive employment alt~ro: ti'zs a technological necessit 

to overcome harvest bottlenecks, or sone other dominant influence. Another
 

specific feature of the region's mechanizition is its geographical concen

tration. The author reports that 70 percent of Brazil's tractors are in 

the state of Sao Paulo; 70 percent of Argentina's farm machinery is in the 

pampas; and that machinery has comparable geographical concentration in 

Mexico and Uruguay. The spatial concentration is similar to that in India's 

Punjab. It undoubtedly reflects physical phenomena (e.g., flat land suit

able for mechanization) as well as farm-size structure and the relative 

scarcity of labor. 

Abercrombie presents estimates of labor requirements per hectare with 

and without mechanization, on the basis of which he estimates that one 

tractor replaces from 4 workers in Chile to 7 in Guatemala; the author adds 

an approximate estimate of 2.5 million jobs as the magnitude of direct 

labor displacement throughout Latin America by the more than 500,000 tractors 

existing in the region. The indirect employment gains from industrial manu

facture of farm machinery are very limited, according to the author, although 

the indirect gains due to the incroeascd arej cuttivated may be as great as 
7 

the labor ,Jisuaceme:T effect. 2one-third of direct 

The study concludes with recommendations for "selective mechanization"
 

where required for output increases (e.g., mechanized soil preparation where
 

necessary to expand cultivated area, or mechanization to overcome seasonal
 

labor bottlenecks where multiple cropping is possible) but the exclusion
 

of mechanization which merely saves labor. The author notes that such
 

proposals have been elaborated within the Colombian Ministry of Agriculture
 

(which favored mechanization of soil preparatio~n and rice harvesting, the
 

latter to permit double cropping on irrigated areas, but opposed other
 

mechanization such as post-planting oparations and harvesting). He cites
 

government credit as the most powerful instrument for selective mechaniza

tion, while admitting the difficulty of limiting credit for mechanization
 

to specific operations (as opposed to crops or regions). As a minimum,
 

governments should remove the windfall gain to machinery purchasers due to
 

low interest rates in the face of inflation.
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Finally, it is useful to note the results of a simulation study by
Thirsk examining the effects of farm machinery subsidization in Colombia.73
The approach taken by Thirsk is completely different from that of the other
studies reported here. 
 The author does not examine the issue so 
central
to many of the other studies--whether machinery merely replaces labor or
instead makes possible increased output. 
 Rather, Tbirsk assumes mechanization essentially replaces labor, but he explores the various general equilibriui 
effects accompanying mechanization. 
According to 
the analysis, subsidized mechanization on large farms in Colombia 
(i) increased employment
on large farms (as they expanded ?utput); (Ji) decreased effective employment by an even greater amount in the small-farm sector (ii;
response to
the decreasing agricultural price resulting from increased output in the
large-farm sector); (iii) increased industrial employment per unit of output (as the industrial wage cost declined due to 
shifting terms of trade
against agriculture); (iv) increased employment and output to 
some extent
as extensively used cattle lands were converted to large-farm crop production; 
(v) in the aggregate, reduced economic growth below what could have
been achieved by allocating excessive capital 
to agriculture and thereby
taking it away from industry where its return was higher; and (vi) redistributed income away from labor and small farmers toward capital owners.
The analysis is particularly thorough, although specific results hinge on
a myriad of parameters (such as 
elasticities of substitution among factors
in supply and among products in demand), the empirical estimation of which
(on the basis of numerous other studies) can yield widely differing results.
Furthermore, a crucial thrust of the analysis concerns terms of trade
between agriculture and nonagriculture; yet it is not cleat 
that "optimal"
terms of trade and sectoral allocation would have obtained in the absence
of farm machinery subsidization, given the likely bias favoring industry

in other policies (e.g., 
tariff protection).
 

In summary, the studies surveyed here repeatedly emphasize the need
to 
remove artificial incentives to the replacement of labor by farm
machinery (cheap credit, tariff exemption, overvalued exchange rate);
they suggest that, other things being equal, a large-farm-size structure,
abetted by government institutions biased in favor of large farms, stimulates excessive mechanization; they admi't the existence of cases in
which mechanization increases output rather than merely replacing labor;

they indicate that while the partial influence of mechanization is
 

http:Colombia.73
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almost always to-Ii~piac labor, the joint effects of mechanization, new
 

varieties and fertilizer, and increased double 'ropping tend to leave
 

little net in*'rease or decrease in labor use (dlthough reducing it per
 

unit 	of c,,tput), and they point to policies of "selective" mechanization
 

although the operational characteristics of such policies remain vague.
 

G. 	 Channeled credit
 

,arm credit is a particularly important policy instrument in terms of
 

distributional impact. In the past it has usually benefitted the large

farm sector disproportionately (as in the pattern of subsidized credit for
 

mechanization discussed above). Howcer.er, it should be possible to employ
 

credit in an equity-oriented manner. Two principal modes for this objective
 

should be considered: (i) the supplying of credit speciffically to small
 

farms; and (ii) the linkage of credit access to number of workers employed.
 

At the outset, it should be noted that the viewpoint currently pre

dominant is that small-farm credit faces many difficulties. Practitioners
 

and academics participating in the Agency for International Development's
 

"Spring Review of Small Farmer Credit" drew a bleak picture of the instru

ment. They found the conditions for its successful application typically
 

absent; in particular, technology available was insufficiently attractive
 

to warrant borrowing (after considering risk), and market conditions were
 

frequently unfavorable (both regarding price and infra-structure). Where
 

credit inputs were justified by technological and market circumstances,
 

existing private facilities (including the traditional moneylender) were
 

usually adequate to supply the credit. Improved inputs requiring only
 

modest credit (especially seeds, but also fertilizer) could usually be
 

pur(!hased by relying on own savings or private financing (although capital
 

improvements requiring longer term repayment, such as tubewells, wele more
 

dependent on official credit). Experience in repayment was also found
 

discouraging, with an average default rate of 30% for small-farm credit.
 

The experts also agreed that many subsidized credit programs allegedly for
 

small farms benefitted larger owners due to the rural political structure,
 

and that well-intentioned interest ceilings were counterproductive in that
 

they dried up the flow of both credit to the smaller farmers and savings
 

from the small farmers to the credit institutions. Existing small-farmer
 

credit programs were considered to be generally lacking in design conscious
 

of these economic and social factors and to be characterized by other
 

http:Howcer.er
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incfficiencies such as insistence on unenforceable and economically ques
tionable prohibitions against use of credit for consumption.7 4
 

It is undoubtedly true that, as a subsequent A.I.D. policy circular
 
summarized, "Credit is no panacea for the problems of the small farmer."
 
Nevertheless, it would be unfortunate to dismiss farm credit as an instru
ment for improvement of rural equity. 
There exists difference of opinion
 
on whether technology justifying borrowing does exist (there are technology
 
optimists 
as well as pessimists) and on whether availability of official
 

creit does stimulate adoption.75
 

In practice it would seem likely both that 
technological and market
 
preconditions are met in a sufficienLly large number of areas and products
 
to justify at least existing levels of government inputs into credit pro
grams (although probably requiring reorganization of such programs) and
 
that governments will proceed to extend similar levels of credit in their
 
efforts to stimulate agriculture. The relevant question then becomes
 
whether advantage could not ue taken of such credit to spur improvement
 
in rural equity. This question is especially important where, as is
 
frequently the case, credit programs continue to be subsidized and carry
 
low or negative real interest rates, such that an income transfer from
 
taxpayers to credit recipients is taking place.
 

One important issue is whether restricted credit will be inefficient.
 
Since the small-farm sector has little land at 
its disposal, it might be
 
argued that credit focused on the sector will have much lower production
 
impact than that obtainable through an unrestricted flow to agriculture
 
at 
large. Evidence from production function esv lates in a prior study
 
by the author suggests that this fear is unfounded. 76 For Northeast Brazil
 
the study found that in five out of six product sectors the marginal prod
uct of "seeds, fertilizer, and insecticides" was higher on small farms
 
ban on large. 7 7 
 The small farms appear to compensate for their lack of
 

land by the heavy application of other factors, especially labor. 
 This
 
evidence indicates that the production impact of credit for intermediate
 
inputs is likely to be higher for small farms than for large, rather than
 

lower.
 

Thirsk has explored the question of productivity of small-farm credit
 
using production function estimates applied to data for approximately 3,000
 
farms in Colombia.7 8
 His results indicate that in the majority of sectors
 

http:Colombia.78
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examined the marginal product of intermediate inputs is higher on smaller
 

than on larger farms. Making the reasonable argument that credit facili

tates purchase of these inputs (buttressed by INCORA credit data for the
 

farm sample). Thirsk concludes that credit to small farmers for inter

mediate inputs can be an important instrument with favorable output and
 

equity consequences.
 

A second basis for investigating the question is examination of the 

resources at the command of the small-farm sector. Data from the 1970 

agricultural census indicate that in Northeast Brazil farms under 50 

hectares accounted for 80% of total labor, 50% of cropped area, a~iu 21% 

of cattle, despite possession of only 25% of total land area. These data 

strongly suggest that the sector of farms below 50 hectares produces as 

much as half or more of total out[,t, meaning that credit channeled to the 

sector would have a very substantial output base on which to work. Once 

again the implication is that policy makers need not fear loss of potential 

production impact in channeling credit to small farms rather than to large.
 

An alternative means of channeling credit for equity purposes would
 

be to limit credit availability to a fixed quantity per worker employed.
 

Since the small-farm sector is much more labor-intensive than the large

farm sector, this measure would indirectly focus credit on the small farms.
 

Moreover, it would guarantee that the credit going to large estates would
 

be associated with a large labor force rather than stimulating mechanization
 

for the replacement of labor. More fundamentally, in the developing-country
 

context labor is the factor with a social "shadow price" below its market
 

price. To the extent that farm credit is subsidized, linking credit to the
 

number of workers essentially transfers the subsidy price signal to the
 

labor factor, increasing the tendency to use labor-intensive methods (and
 

produce labor-intensive products) and increasing the overall efficiency
 

of agricultural production.
 

An alternative policy is to eliminate subsidization of official
 

credit, raising interest rates on loans and, in turn, interest rates paid
 

by institutions and the amount of rural savings mobilized (as emphasized
 

by Adams79 and others). Such reforms need not be inconsistent with the
 

continued provision of official credit for the stimulus of agriculture;
 

and, in the absence of land reform, channeling official credit to small
 

farms or linking its availability to employment should be a helpful
 

second-best strategy for improving rural equity.
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H. Other measures
 

Several other policy instruments are available for affecting the rural
 
income distribution. 
One instrument is agricultural price support.
 
Thirsk has analyzed the distributional impact of farm support prices in
 
Colombia. 80 Disaggregating producers and consumers of agricultural goods
 
by income class, and taking account of foreign exchange scarcity in assess
ing probable changes in 
food inputs, Thirsk examine3 tlie equity and
 
efficiency impact of changes in support prices. 
The study finds that
 
increasing support prices leads to 
more inequitable i.ncome distribution
 
and to a decline in social efficiency. Essentially, low-income consumers
 
must 
pay higher prices for foodstuffs, while high-!ncome food producers
 

benefit from increased farm income due to higher p:7ices.
 

While specific programs may be analyzed a3 in the study by Thirsk,
 
generalization about price support policy seems dangerous. 
One factor
 
which deserves new attention is the apparent increase in 
instability of
 
world grain markets in recent years, due iJn 
 part to the entry of socialist
 
countries in purchases at 
times of poor harvest. This development suggests
 
that price support schemes should have some additional "risk-minimization"
 
benefit attached to 
them when their costs and benefits are analyzed. More
over, variations in implementation can change distributional implications.
 
For example, if farm products receive price support for farmers while
 
being subsidized for consumers 
the distributional impact will be more
 
favorable 
than in porgrams not subsidizing consumption.
 

A more general aspect of agricultural pricing concerns the terms of
 
trade between agriculture and industry. 
Many authors have pointed out
 
that the typical pattern of import-substitution industrialization may
 
cause the income distribu:ion to deteriorate within the country at 
large
 
by depressing the 
terms of trade of agriculture (as industrial prices soar
 
behind tariff walls) and in view of the fact that the agricultural mean
 
income is below that in the rest of the economy. Even this general
 
characterization becomes less clearly valid once 
the battery of subsidies
 
to agriculture (especially subsidized credit) commonly encountered is
 
taken into account. (Pakistan is 
a case in point. Some authors have
 
emphasized the discrimination against agriculture inherent in its program
 
of industrialization; 
other authors primarily examining its agricultural
 
sector have criticized excessively high agricultural support prices.)
 

http:Colombia.80
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Other instruments include minimum-wage policy, rent and share-crop
 

control legislation, colonization, irrigation, farm extension, and rural
 

education. A recent study on colonization projects in Latin Ameri:a by
 

Nelson81 adds useful compilation of evidence supporting the view that this
 

painless alternative to land reform is, in most cases, very costly and
 

incapable of making a major impact in the absorption of rural labor in
 

8 2
the near term. Increasing minimum wages seems likely to encourage the
 

replacement of agricultural labor by machinery (and various econometric
 

estimates find high elasticities of substitution between the two for
 

agriculture); rent or sharecrop control seems likely to encourage owners
 

to dispel tenants and replace them with temporary hired labor having even
 

less security (a trend already in progress as a result of the Green Revolu

tion); but more reliable assessment of these policies as well as those of
 

irrigation, farm extension, and rural education require more detailed
 

analysis and more specific cases for evaluation than those at the author's
 

disposal.
 

I. Conclusion
 

Land redistribution is the most powerful instrument for equalizing
 

rural income distribution, and should permit output gains as well. Land
 

reforms which benefit only a minority of the rural population, however,
 

fail to exploit their full potential for improving equity (as may be the
 

case in the Chilean and Peruvian reforms) and, under certain conditions,
 

may even worsen thL position of the remaining landless labor force. To
 

increase the political feasibility of land reform, full compensation for
 

expropriated land deserves consideration as a policy strategy. Despite
 

full repayment for land, the increase in output following reform leaves
 

ample room for very significant income gains for beneficiaries. Their
 

gains will be still larger to the extent that the financial interest
 

rate at which they repay loans falls short of the capitalist discount
 

rate, since in this case their annual payments on land value will not
 

exhaust the pre-reform profits of landlords, leaving over a portion cf
 

pre-reform profit share in addition to labor share for beneficiaries'
 

net income. Experience in Peru, actual appropriations (but not application)
 

in Brazil, and reasonable macroeconomi& parameters suggest that land reform
 

with full compensation is financially feasible if implemented over time.
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In the absence of land reform, a second-best strategy is 
to channel
 
credit to small farms, or 
to link credit access to farm employment (thereby
 
subsidizing the use of labor where credit is 
on subsidized 
terms). Evidence
 
on marginal productivity of seeds, fertilizer, and insecticide inputs
 
suggests that credit to small farms would have at 
least as large a production
 
impact as that obtainable on large farms, and other data suggest the same
 
conclusion since they indicate the "small-farm sector" accounts for a sub
stantial production base despite its small share of land 
(due to its higher
 

share of labor).
 

The Green Revolution appears to have concentrated rural income, not
 
because of any scale requirements of 
the new technology but because of
 
inequality in the distribution of the 
new inputs involved. To the extent
 
that this inequality is associated with demand based 
on farmer decision
 
making (rather than supply factors associated with credit and other conditions
 
of access to inputs), the historical pattern of eventual adoption of technology
 
by small producers after initial adoption by larger ones 
suggests that the
 
concentration may be transitory. 
The policy implication is clearly that
 
the new varieties and complementary input packages should be disseminated
 
rapidly to smaller farms, rather than curtailed for fear of 
distributional
 
impact. 
 Most evidence indicates that the 
new varietal and fertilization
 
technology increases demand for labor per unit of area but reduces labor
 
requirements per unit of output. 
 As long as demand is elastic (as in the
 
replacement of food imports) the new technology should not worsen, and may
 
improve, the absolute position of labor (although reasonable parameters
 
suggest labor's share may decline). 
 Cases where demand is limited pose
 
more serious problems for labor-demand.
 

Farm mechanization has been exaggerated in many developing countries
 
due 
to distortions favoring premature use of machinery (subsidized credit,
 
access to 
foreign exchange at overvalued exchange rates, tariff exemption,
 
low cost 
finance from foreign aid agencies). Nevertheless, a blanket
 
proscription against further mechdnizal-ion is inappropriate since there
 
qppear to exist circumstances in wnich it increases output rather than merely
 
replacing labor--although the empirical analysis in support of this proscrip
tion remains at a disappointingly undeveloped state. 
As a minimum, policy
 
should be revised to 
remove artificial incentives favoring mechanization.
 

Land taxation is another policy instrument warranting consideration
 
by policy makers concerned about rural equity. 
 Past insensitivity of land
 
use 
to land tax stems primarily from the very low tax rates usually applied,
 



321
 

in conjunction with the initial underevaluation of land for tax purposes
 

and its rapid outdating in the presence of inflation. Especially in Latin
 

American conditions, higher land taxes should stimulate the utilization of
 

underused land on large estates. For this purpose, the variant of applying
 

income tax to "presumed income" which should be generated by available land
 

may be helpful.
 

Recent literature attempting to demonstrate the efficiency of share

cropping is unconvincing. For practical policy purposes, perhaps the major
 

difficulty with sharecropping is its impediment to the adoption of techno

logical packages requiring higher cost to obtain their much higher benefits.
 

Special attention to adjustment of cost and output share thus appears necessary
 

in credit programs in such circumstances.
 

Finally, the entire subject of policy instruments for rural equity will
 

require further examination considering the likely impact of higher petroleum
 

prices as well as changes in world grain markets. The fertilizer requirements
 

of high-yielding varieties throw them into jeopardy in view of the impact of
 

petroleum prices on those of fertilizer. Tractor methods would seem even less
 

efficient than before in view of higher fuel prices. The first consideration
 

raises the possibility that the income-equalizing adoption of new technology
 

by smaller farms may be delayed; the second constitutes an additional argu

ment for terminating subsidies to mechanization. Greater scarcity in world
 

grain markets may affect rural equity in opposing directions. By enhancing
 

demand, scarcity would stave off a decline in labor's share which might
 

arise from rising labor productivity (due to new technology) in tb.- face of
 

inelastic demand. At the same time, upward pressure in food prices can
 

hardly have favorable equity implications in macroeconomic terms. Moreover,
 

the "new scarcity" may seriously change the balance against those seeking
 

to weigh equity along with production in policy-making in favor of those
 

proclaiming output maximization alone as the policy objective.
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APPENDIX
 

A MODEL OF LAND REFORM WTTH FULL COMPENSATION TO OWNERS
 

The purpose of the following model is to examine the order of magnitude

of improvement in income of the rural workers to be expected from land
 
reform witn compensation to owners. 
 The principal policy question is
 
whether, in the attempt to 
facilitate reform by compensation, the poten
tial for increased income for tho rural poor would be sacrificed.
 

Consider an agricultural region dominated by large farms with
 
aggregate 
area "A." 
 There are N total workers in the region, of whom N
 
are permanent workers on 
these large farms, and N
the landless labor force plus the labor are other workers:
on very small farms (the aggre

gate area of which is assumed for convenience to be zero).
 
As discussed above, in Peru and Chile 
there has been a tendency to
 

distribute large farm area "A" to 
existing peranent labor N , thereby

making them a privileged rural labor class while perhaps reducing the
 
opportunities of the remaining workers N .
 It is assumed here that
 
land reform planners will avoid this mistaken or intended inequity, and
 
will distribute the 
area among the full rural labor force.
 

Consider a land redistribution into family farms, each family

having "F" workers. 
 There will then be "m" number of post-reform farms,
 

where
 

N +N
 

F F
 

The size of each reform parcel (average, with larger size for poorer soil
 
and smaller for better soil) will be:
 

(2) 
 a = A/m.
 

Suppose 
that prior to reform the relationship of land use to farm size
 
generated a characteristic declining relationship of output per farm
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area to total farm size,
 

= (3) 	 q h(x); h'(x)<O
 

Where: 	 q = output per hectare of total farm area,
 

x = total farm area (hectares), and
 

h = a function (e.g., q = e x-P).
 

Suppose that prior to reform there were n large farms, each of size s:
 

(4) 	 s = A/n.
 

Then pre-reform output for the region will have been:
 

= 
(5) 	 Q0 n s q(s).
 

If post-reform land use follows the patterns found on pre-reform modest

sized farms (but not on the smallest, since they will be expanded by reform
 

due to extra land availability), post-reform total output will be:
 

(6) 	 Q = m a q(a), 

since the number of farms times average size must equal the total regional
 

farm area,
 

(7) 	 n s = m a. 

Therefore the ratio of post-reform output to pre-reform output will
 

be determined solely by the per hectare (of farm area) production charac

teristic of pre-reform and post-reform average farm sizes,
 

(8) 	 Q * /Qo = m a g(a) = q(a)/q(s).
n s q(s)
 

This conclusion assumes that labor, capital, and intermediate inputs
 

will be sufficient to reproduce at the full regional level the production
 

features characterizing the reform-parcel-sized farms prior to reform.
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Note that in the convenient case of the form q(x)=e x
 -6, equation (8) becomes:
 
* 

=
(8a) Q /Qo (s/a)
 

For example, suppose 
 = .1. Then as 
farm size rises 10%, per hectare
 
(of total farm) output falls by 1%. 
 From (8a), a reform which reduced
 
average farm sizes to 1/100 the original level (e.g., distributing 2,000
hectare farms into 
20-hectare parcels) would raise output by approximately
 

"60% (that is, /-100- I = 1.59).
 
More generally, let the ratio of post-reform output to pre-reform
 

output be:
 

(9) 0 =Q /Qo 

Note that a prior study for the Brazilian case 83 indicates that 25%
 
increase in output might be a reasonable level to anticipate.
 

To examine the effect of reform on worker income, consider first
 
the pre-reform average worker income:
 

_ wN = w(l - u)N
(10) Yo = p NN 

where:
 

=
Yo average worker annual income,
 

w = wage (annual), and
 

u = 
unemployment rate among the non-permanent laborers.
 

After reform, groiss income per worker (not deducting for payments for land)
 
will be: 

=(11) Y*G Q*/N = -

The ratio of post-reform gross income per worker to pre-reform average
 
worker income will therefore be:
 

(12) y*G/YO N N
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If we denominate W0 as aggregate wage payments before reform and Ho
 

as aggregate profits before reform, and abstract from depreciation and
 

intermediate input costs (or, the equivalent, define Q and Q net of
 

them), then:
 

(13) Q =11 +W
 

and, from (12),
 

- en° + w]=e ) 

(14) y G 0YoW 
G o o 

0
 

where:
 

T=
0 

the original ratio of profits to wage bill.
 

Equation (14) tells the proportional rise in average worker income
 

resulting from a land reform with no land payment compensation. The rise
 

can be quite high with reasonable values. For example, if wage and profits
 

shares are equal prior to reform, To = 1; with 0 = 1.25 (as suggested

* _ 0 

above), y G/Yo = 2.5, and average labor income hence rises by 150% as the
 

result of reform, in the absence of land repayment. Note that the income
 

rise is greater proportionately for the former landless workers, and smaller
 
LL proportionately for the former permanent workers, since y0 <yo<w, where
 LL[1u
 

y is the original average wage for landless workers (equal to [1-u] w).

0
 Now consider the effect of payment for land by parcel recipients.
 

A crucial question is what value of land is attributed for compensation.
 

By capital theory, this value should be the present discounted value of
 

the future stream of expected profits, or:
 

(15) V = I /p, 

where:
 

V = aggregate land value, and
 

P = landowners' discount rate.
 

Let r be the financial interest rate which parcel recipients are charged
 

on the unpaid balance of their land purchases. Because of the standard
 

cleavage between capitalist rate of return and the rate of return paid
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on financial market instruments (due to the write-up to account for risk
 
in production investment, as well as to capital market imperfections),
 
P should be higher than r (for example, P will be 15% to 20% rate of
 
return on capital while r is only 6% or 8% interest on bonds and loans).84
 

Note that since a pure transfer from former to new owners is involved,
 
"r" need not equal the opportunity cost of capital for efficiency purposes.
 
More particularly, if the compensation is paid to 
owners in bonds bearing
 
real interest 
rate "r" typical in financial markets, there is no reason
 

to charge more 
than "r" to parcel recipients despite the fact that the
 
social opportunity cost of capital may exceed 
"r"--since what is involved
 
is a transfer rather than an 
acquisition of inctemental capital beyond
 

that originally held by the landlords.
 

Defining yNI as po',t-reform income per worker net of interest on the
 
land loan, we have in the first year when the full debt on purchased land
 
remains outstanding:
 

(16) YNI* = YG* -- N = 
rV YG* - Nrrlo
 

That is, total interest payments are rV; 
there are N workers, so per
 
worker interest payments are  - .
 Given (15), the equation yields the
 

final expression on the right. 
 But since
 

(17) If Q w Qo 
o _ o -y ° 
N N N N
 

we may write:
 

* * r [Q o] i) o N - YO 
(18) Y YG - P- N - O= ( )1 o o
 

so that
 

(19) YN*/Y o ( (T Y[o 0 (YY + -OP 0 °W = + 1) - r Y(o - I = + 1) - 0 

0 
+ 

P~No 00 
= (T 1) - L(Yo To(0 - Lo) + 0. 

http:loans).84
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The final form of eqiation (19) indicates the proportional rise of
 

average worker income net of interest payments. As the interest rate r
 

falls to zero, the rise approaches that of gross worker income; ao r
 

approaches the discount rate used in evaluating land value, the propor

tional rise in worker income falls by T . Thus, in the limiting case of
 o 

r = p, average worker income would rise by 50% rather than 150% in the
 

example above.
 

Note that worker income net of interest would rise over time as
 

outstanding land debt declines. Furthermore, net worker income would
 

rise as a result of any technical progress above pre-reform production
 

characteristics on family farms. Such technological change would have a
 

"leveraged" effect on net income: a given percentage rise in output
 

relative to inputs would allow a larger percentage increase in net income
 

(since net income is a residual between output value, land interest
 

payments, and intermediate costs).
 

Finally, it is important to consider the fact that net income includes
 

"forced saving" as the land loan is amortized. Thus, the income expressed
 

in equation (18) exceeds the net income available for consumption by the
 

amount of amortization paid during the year. That amortization constitutes
 

income because it represents accumulation of equity, but it is income
 

which must be saved.
 

If interest and amortization were phased in equal annual installments
 

over z years, as in a home mortgage with declining interest and rising
 

amortization components of a flat annual payment, then "liquid" net income
 

per worker would be:
 

(20) LIQ = Y- r,z 

where Cr,z is the ratio of the flat interest-cum-amortization payment to
 

the interest alone on full debt outstanding. (For example, with a 20-year
 

loan with 6% interest, the equal annual installment paid is 8.72% of
 

original principal or E6%' 20 years = 8.72%/6% = 1.45).
 

Following equation (19), the ratio of yLIQ to original worker average
 

income would then be:
 

/ = +(2) 
 =r(21) YLIQ Yo (T0)Me - r,z P) 0. 
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To assess the range of improvement in worker income under capitalistic

land reform, the above equations may be examitied 
under reasonable assump
tions of parameter values. 
 The results are shown in appendix table 1.
 
It is clear from the table that over the reasonable parameter ranges quite

substantial real income increments can be expected for workers even 
though

they must pay for the land. Even liquid income--excluding forced saving

through amortization of land debt--shows substantial increases in all cases.
 

Appendix Table 1.
 
Effects of "Capitalistic" Land Redistribution on Average Income of Workers
 

A E C D E F G H 
T 
 1.0 1.0 
 1.33 1.33 
 1.0 1.0 
 1.33 1.33
 

e 1.25 1.50 1.25 1.50 1.25 1.50 
 1.25 1.50
 

r .06 .06 .06 .06 .06 
 .06 .06 
 .06
 

P 
 .15 .15 
 .15 .15 
 .10 .10 
 .10 .10
 

Cr,z 1.45 1.45 1.45 
 1.45 1.45 
 1.45 1.45 
 1.45
 

Y*/ YO 2.5 3.0 2.91 3.50 2.5 
 3.0 2.91 3.5
 

Y*NI YO 2.1 2.6 2.38 2.96 1.9 2.4 2.11 2.7 

Y*LIQ YO 1.92 
 2.42 2.14 
 2.72 1.63 
 2.13 1.76 
 2.34
 

In short, compensation to landlords need not rob land reform of its

potential for improving income for rural workers and for equalizing the
 
rural income distribution, although this equalization will not be as
 
thorough as would occur in the absence of payment to landlords.
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CHAPTER IX
 

DESIGNING THE PUBLIC WORKS MODE OF ANTI-POVERTY POLICY
 

John P. Lewis
 

A. "Serious" rural public works efforts: the context
 

For poor countries the idea of undertaking additional labor-intensive
 

public construction activity, especially in the countryside, as a means both
 

of mitigating low-end poverty and unemployment and of adding to the stocks
 

of productive assets of communities certainly is not new. In the modern
 

literature on development it goes back at least to writings of Ragnar Nurkse
 

and Arthur Lewis in the early 1950s. Moreover, it is a shopworn idea: on
 

various occasions and in various modes during the past two decades many de

veloping country governments have experimented with the approach; and in
 

most cases the results have not appeared particularly successful.
 

Now in the middle 70s, therefore, when there is redoubled concern
 

about low-end poverty and underemployment in the poor countries, it is not
 

likely that expanded rural public works will be the first choice of many
 

governments as a pro-egalitarian policy instrument. The approach will be
 

viewed instead, as a fallback, second- or third-best choice for regimes
 

that, although anxious to increase the incomes and productivity of the
 

poorest employable segments of their populations, are blocked by political
 

or other obstacles from launching major land reforms and/or other direct
 

asset-redistributing attacks on poverty.
 

The present chapter does not quarrel with this comparative assessment.
 

Yet its gist is that a "serious" public works effort can have quite power

ful redistributive effects--mostly of the intended kind, although the ef

fort may also set certain countervailing forces in motion. Indeed, such a
 

public works push can, in principle, provide a serviceable vehicle for a
 

comprehensive program of rural reform. But such a strategy (which, it will
 

be suggested, almost no poor-country government yet has really tried) woald
 

not be an easy policy option by any means. Its implementation would re

quire adherence to some reasonably difficult economic criteria; it would
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pose tough resource requirements, especially in the availability of food;
 
it would be demanding administratively; and it would depend on a special
 
set of political conditions and commitments.
 

The unorthodox methodology of this chapter--it may appear to 
some
 
readers as 
little more than a cookbook manual for some hypothetical govern
ment 
that might "seriously" undertake the rural public works approach--is
 
deliberate. 
There is a reasonably acces3ible body of literature on the
 
public works experience of a number of developing countries in recent dec
ades and on 
the theory of efforts (at least in part distributionally moti
vated) to mobilize underemployed labor in the creation of productive as
sets. But, as I shall be suggesting when we get to the matter of scale
 
beJow, virtually all of these past experiments have been almost trivial
 
compared with the antipoverty needs of countries. 
 Second, the received
 
theory is mainly economic; it says 
too little about the often dominant
 
role of political and administrative factors. 
 Third, it will be argued be
low that a ',mber of the critical parameters, including the economic param
eters, detf 
 uning the scope and shape of the public works possibilities
 
in particular countries are especially difficult to establish by antecedent
 
statistical and other analyses--partly because of hard-to-repair data gal's
 
and partly because the parameters themselves seem to keep moving around.
 
Thus even for descriptive and di 
 .Ac purposes the best methodology is
 
policy experimentation--with careful provision that the behavioral data
 
which emerge as the .experiment proceeds are fed back into the evolving pol
icy design. Finally, in many countries antipoverty policy needs are per
ceived to be urgent in the near and medium term. 
Governments (or indige
nous 
interests anxious to move their governments in pro-egalitarian direc
tions) are impatient 
to get on with some consequential reforms, however
 
incomplete the social-science mapping of alternative policy courses may be.
 

Under these circumstances it seems 
that the best way to sort out both
 
what we may know about the approach and what needs to be determined is to
 
attempt to elaborate a policy design for a hypothetical country where major
 
resort to the public works approach might make sense. 
 Such an analysis
 
should have pertinence for LDC decision makers. 
 It may also be a useful
 
way to encourage students of development to focus on, as it were, the next
 
layer of issues in the public works field--particularly those involving (i)
 
the interpenetration of economic, political, and administrative variables
 
and (ii) the reconciliation of competing policy targets.
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The following simulation of a policy design is in two parts. First
 

it will be well to establish the kinds of country conditions--economic,
 

to
political, and otherwise--in short, the context, in which major resort 


the public works approach may be appealing. Then in the rest of the chap

ter, drawing on this set of context assumptions as well as on past public
 

works experience and relevant theory, a type of policy is suggested that
 

might be attempted under such circumstances. The "design" sketched is
 

not precise or inflexible. But it is sufficiently detailed in its treat

ment of content, criteria, and procedures to surface most of the salient
 

issues. Finally, implications for assistance agencies and other external
 

actors are examined briefly.
 

One last preliminary note: This chapter makes the same implicit as

the rest of the volume, namely, that analyses of distributionsumption as 


ally oriented policy instruments may in some measure be generally appli

cable to a variety of Third World countries. There is something to this in
 

the public works case. For example, the list of countries which already
 

have experimented fairly strenuously (albeit not massively) with special
 

public works programs includes some very large populous states (India,
 

Indonesia, Bangladesh, Pakistan) as well as some very small insular ones
 

Yet it would be wrong to exaggerate the
(Mauritius and Trinidad-Tobago). 


Since the
transferability of the kind of policy analysis that follows. 


variables that shape and constrain the public works option are so complex
 

and, in many respects, so country-specific, the best way to constfuct a co

herent policy model is to abstract it from a particular regional or country
 

In the present instance that context
context which the analyst knows well. 


is South Asian, especially Indian. My guess is that none of the principal
 

factors or relationships identified below is unique to South Asia and that,
 

the policy design are indeed transferable. But
therefore, many aspects of 


the reader should be warned that this is an hypothesis, not a finding--and
 

remember that the empirical grounding of the paper is mainly South Asian.
 

1. The context: economic circumstances
 

Countries for which public works may constitute an interesting vehicle
 

for major reform are poor, predominantly rural, have high ratios of popula

tion to arable land, and still have high population growth rates which
 

give them you.,g populations and high dependency ratios. Their rural labor
 

are growing faster than the combined labor-absorption capacities of
forces 
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a modernizing (even if efficiently labor-intensive) agricultural sector
 
and of the modernizing portions of the industrial, trade, and services
 
sectors. 
Moreover, the slackness of employment and earning opportunities
 
is concentrated in 
the lower reaches of a highly unequal structure of sta
tus, power, and assets as well as income, that is, 
in the smallest owner
cultivators, tenant farmers, and especially in the class of unskilled
 

landless laborers.
 

The bottom 30% 
to 50% of these rural populations usually are estimated
 
to be disadvantaged. 
Whether or not 
their marginal products are zero 
is a
 
red herring, but, beyond doubt, they 
are extremely low. 
In countries of
 
great overall poverty it is commonly judged that the only feasible way of
 
increasing the incomes of 
the rural lcw-end poor is 
to increase their out
put (i.e., pure income redistribution via taxes and transfers will not suf
fice). 
 But, as noted, opportunities 
for additional employment either in
 

agriculture or 
in industry are limited, especially in the near term.*
3
Hence the interest in supplemental, publicly organized, productive work
 

opportunities.
 

Governments drawn to 
a public works attack on 
rural poverty tend to
 
conclude that there 
are a large number of useful, cost-effective construc
tion jobs in which the rural poor could be employed. This, obviously,
 
must be a country-specific determination. 
 It depends, among other things,
 
on the overall development design; 
on the particular history of infra
structure development and maintenance; 
on 
the country's valuation of social
 
capital; 
on its planning, administrative, and technical capacity; 
and on
 
the on-going dynamics of other aspects of the development process, including

agricultural, industrial, and spatial-centering. 
Yet my own impression is
 
that there are few developing countries, even 
few local rural regions within
 
countries, that 
cannot identify a substantial array of labor-intensive
 
rural construction projects with high social returns. 
The opportunities
 
tend to be numerous 
(i) partly because of the 
fiscal and wage-.goods (es
pecially food) restraints 
that have affected budgetary allocations in the
 
past and (ii) partly because current agricultural and industrial expansion
 
keeps generating new construction needs.
 

The sustained character of the need 
for well-selected, planned and im
plemented public dorks means 
that it is not necessary to think of a labor
intensive public works program as 
a temporary palliative. 
 It can indeed be
 
a bridge 
to other longer-run (including market-adjustment) answers 
to the
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problem of rural low-end poverty. And in most countries such "bridging"
 

could be productively continued on a large scale for a very long time-

certainly for as long as present planners can sensibly plan.
 

Furthermore, the technology of public construction, particularly in
 

the countryside, can be quite plastic in its factor proportions. Much of
 

it can be highly labor-intensive (if the construction management is strong
 

and the engineering shrewd) without sacrificing much in construction costs
 

or in the effectiveness and durability of the asset produced. On this
 

point (hasty, make-work relief works aside) the record of comparative ex

perience is fairly clear. It is equally clear that the room for variation
 

in the mix of labor-capital inputs is wide and that, even in the poorest
 

countries, public administrators, interacting with local and foreign busi

ness suppliers, will tend to veer toward the capital-intensive end of that
 

range unless they are firmly guided by policies specifically favoring labor
4
 

intensity.
 

Whether and to -dhat extent the low-end, underemployed rural poor con

stitute an available labor force for additive public works activity has
 

been the subject of great and continuing academic debate. Plainly, in
 

most countries there are no armies of reserve labor standing at the ready,
 

expecially year-around. The slackness of employment is highly seasonal.
 

But plainly ,Iso in many rural places there is an available labor supply if
 

the work offers can be fitted to its seasonal shapc and other character

istics. The degree and character of labor-supply elasticity in particular
 

locations ii best revealed by the response to actual employment offers--a
 

response which (it is apparent from a variety of experience to date) is
 

apt to reflect the nature of the work provided, its location, its perceived
 

reliability over time, the wages paid, modes of organization, the health,
 

nutrition, inhibitions and taboos of potential recruits, and the feasibility
 

of intra-rural migration.
 

Often it has been assumed that the feasibility of expansion of rural
 

public works crucially depends upon the elasticity of the labor supply.
 

But as soon as income redistribution becomes a principal objective of the
 

program, there is an interesting sense in which the uncertainty about labor

supply elasticiLy takes on a fail-safe quality. For the more inelastic the
 

labor supply in fact proves to be (and therefore the more constricted the
 

program's direct generation of added low-end employment and income) the
 

more upward pressure additive employment programs place on farm wages,
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thereby (unless the effect is fully offset by a parallel tightening
 
of food demand relative to food supplies) squeezing the margins of farm
 
proprietors and distributing income more equally within the rural economy.
 

2. The context: perceived effects
 
In the 
case of countries that share the circumstances just outlined,
 

it does no great violence to reality (and it provides a useful framework
 
for our subsequent discussion) to impute to 
them a common categorization
 
of the effects or impacts that added labor-intensive public works can be
 

expected to have.
 
First, there are those effects that occur while the work is in prog

ress, before the assets being created or augmented become operative. These
 
impacts are, 
or 	can be, mainly redistributive:
 

(i) The works programs (if the construction technology is kept
 
labor-intensive) can generate additional employment and income for the
 
low-end poor.
 

(ii) Depending on the elasticity of the labor supply, programs
 
can bid up the general level of unskilled wages by adding to 
the demand
 

for rural labor.
 

(iii) The construction process 
can also have these collateral
 

effects:
 

@ 	a training funccion (public works projects often
 
provide farm workers with their first encounters
 
with the rhythms, patterns, and disciplines of
 
organized nonfarm employment);
 

• 	improved employment and productivity for the
 
educated unemployed (depending on how works
 
projects are managed and staffed); and
 

* 	changes in the structure of consumer goods

production which are induced by the changes that
 
the works programs effect in the structure of
 
incomes.
 

In the second place, public works programs have asset effects, which
 
are associated with the kinds of assets they build or renew and the manner
 
in 	which the latter are used. 
 Here, of course, the important impacts are
 
not all distributional, and the distributional outcomes 
(which will be noted
 
as we proceed) are a mixed bag which may tend to be perverse but may also
 
be susceptible to some pro-equity policy guidance:
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(i) If the works constructed are indeed productive, they will in
 

some measure increase future output. How much, and whether of private or
 

public goods and services, will depend on the composition of the program
 

and al ,, of course, on the effectiveness of the on-going activities in
 

which the assets are engaged.
 

(ii) The effects of the assets on future employment, including
 

work opportunities for the low-end poor, will vary with the assets. Irri

gation facilities, for example, while chiefly benefitting landed proprietors
 

may, by increasing multiple cropping, raise the demand for agricultural
 

labor.
 

(ifi) The income-distribution effects of the assets will depend
 

generally on the composition of the projects undertaken and upon who con

trols the facilities produced. Insofar as the incremental assets tend to
 

complement the unequally distributed array of private assets already exist

ing, longer-run inequality will tend to be aggravated. On the other hand,
 

particular types of new assets, for example, those facilitating the educa

tional and health uplift of the poor, can diminish inequalities.
 

3. The assumed scale of the effort--and of needed resources
 

I would exclude from those to which the chapter's simulated policy de

sign is hypothetically addressed all governments which are disposed merely
 

to dabble in rural public works. To date dabbling has been the norm. Of
 

the 14 most prominent country cases included in the study of the Harvard
 

group for the World Bank, only one is estimated to have claimed a higher
 

fraction of gross domestic product than 1%; five claimed less than 0.5%.
 

Of these countries, only one (Tunisia) generated more than 10 man-days of
 

employment in public works per member of the labor force. The marginal
 

contribution of most others was less than five man-days per member of the
 

labor force.5 And these are the major ventures. For the most part rural
 

public works initiatives, except for occasional spasms of hastily contrived
 

and quickly abandoned relief works in response to natural disasters, have
 

been exercises in the trivial: dollops of U.S. or FAO food aid to support
 

food-for-work schemes, narrowly circumscribed pilot projects, or "national"
 

programs so thinly sprinkled as to have no discernible impact on aggregate
 

events.
 

Such initiatives no doubt can continue without triggering many of the
 

political, financial, and management stresses examined below. But small
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efforts also will continue to accomplish little. 
 There are two reasons for
the present insistence on size of effort. 
 One, of course, is the size of
the need. 
The latter has not been adequately measured in any country; obviously it is not uniform across countries; 
it must be discovered experi
mentally. 
But to be responsive to the apparent need, serious experimenta
tion (not the launching level but the initial target toward which a program

builds technically and procedurally as quickly as 
it can) must be compara
tively bold. 
 In the second place, there is 
no way that the public works

approach can be sustained as a central plank of antipoverty reform unless

it commands the continuing attention and nervous 
energy of a government's

top leadership. 
 The program is unlikely to claim such attention if it does
not also levy a very substantial claim on the budget over which the leader
ship presides.
 

Fuzzy as 
they are, the foregoing judgments are inherently quantitative,

and the reader deserves some 
idea of what the writer has in mind. 
 Relying

on 
the kind of rough calculation sketched later in subsection B,l it is my
guess that additive public works efforts are unlikely either 
to represent

serious attacks on 
the low-end poverty need or 
to be locked into leader
ship's priority spectrum until they claim (or are rapidly approaching a

claim of) 1% to 2% of a jurisdiction's total output and income. 
This would
 mean, of course, a correspondingly higher fraction of the jurisdiction's

governmental budget, and a higher fraction still of developmental outlays.


Note, however, the word "jurisdiction." 
 It would be 
a great mistake
 
to think that the same intensity of public works activity must be spread

uniformly across whole national countrysides. 
 Regional concentrations of
effort within countries may be quite appropriate; indeed they may be neces
sary. 
 But whether the jurisdiction is national or subnational, it is 
assumed that "seriousness" will mean using some such fraction of gross juris
dictional product as 
that suggested.
 

Quite obviously, this scalar requirement confines resort to "the public
works approach" to governments able to muster the necessary resources, both

financial and real. 
As will be indicated in the resources 
portion of the
policy design, virtually every potentially interested government will con
clude that it 
must 
find some combination of financial offsets that will make
noninflationary room for the increased consumption by the employees of the

works program. 
The offsets can consist of increased taxes or of reduced
 
public expenditures in other areas; or of induced expansions in private
 



345
 

saving; or of increased imports financed by more foreign aid or other net
 

transiers from abroad, or by acceptable drawings on the government's for

eign exchange reserves, or by expaesions in the government's export earn

ings (e.g., from oil). But unless governments can accept higher rates of
 

internal inflation, adequate offsets of some of these kinds must be found,
 

and typically the finding will not be easy.
 

Of the needed real resources, the most important is food. Even if suf

ficient financial offsets are found to maintain overall fiscal balance as
 

a public works program expands its payrolls, the composition of aggregate
 

consumptiov will change, and for those wage goods for which the income elas

ticitr of demand is higher at the low end of the income spectrum, the factor
 

most likely to be a bottleneck is food. Food claims the biggest share of
 

incremental purchases by the poor because the substitution possibilities
 

are limited, because food scarcities are in some sense intrinsically (and,
 

therefore, politically) niore urgent, and because supplies of other low-end
 

consumer goods are likely--thanks to redundant capacities or to the sim

plicity of expanding capacity for many commodities in many countries--to
 

prove more quickly responsive than food to increased demand.
 

The converse propositions follow: Production breakthroughs in food

grains production, either underway or genuinely imminent, open up new op

portunities for more ambitiously scaled public works ventures. But unless
 

countries can get major increments of food aid or unless they are falling
 

heir to enough extra oil or other earnings to place large and reliable in

cremental claims on a tight international food market, they will need to
 

regard expanded public works and agricultural production as two symbioti

cally linked programs. The former, given good project choice and implemen

tation, can promote the latter. But the feasibility of works programs also
 

is critically dependent upon--and must be scaled to--food production. More

over, in agriculture itself any pro-egalitarian reforms that would have the
 

effect of dampening production (some may have a pro-production effect)
 

would blunt the possibilities for attacking rural inequalities via public
 

works expansion.
 

4. The political context
 

Of all those circumstances which qualify a government for serious pro

egalitarian resort to rural public works, the political conditions may be
 

the most severe. The approach will appeal only to a government with a
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special set of purposes and constraints. 
And it will work only for a gov
ernment which, despite the constraints, has sufficient strength and deter
mination to prevail in its purposes over entrenched resistances. It
"prevail" at 

must

least long enough to extract a substantial passage of short

term redistributive benefits as well as 
growth benefits from the program,

preferably long enough to engender and/or facilitate a basic transformation
 
in the countryside's political structure.
 

In many developing councries we can posit a government which sits atop
 
a quite highly structured, highly unequal system. 
The elites are self
interested and there is a rivalry among them for shares of income, assets,
 
and power. 
 They tend to be allergic to major structural changes and in
different and/or hostile to gains, especially gains of power and assets,
 
by the poorest and weakest classes. At the samne 
time, the elites have a
 
stake in the maintenance of order, including orderly rather than violent
 
processes of change. 
 And the rhetoric and norms of the systems 
are likely
 
to exalt the concept of popular democratic participation in government.
 
Moreover, the masses are not without latent power. 
 They have some class
 
structuring and subgroup organizations and loyalties- they have internal
 
and external communications networks and are beginning to acquire some of
 
the skills and machinery for power bargaining; and they have begun to listen
 
more and more to egalitarian rh-toric. 
At least among some of the sub
groups of the poor, patience is vearing thin; 
the inertia of the masses is
 
breaking down.
 

For its part, government looks like a creature of the elites, but this
 
may be deceptive. 
 Like most reform regimes historically, the government
 
may in some measure be a class renegade. "The" government, of course, is
 
not a monolith; but its topmost leadership plus enough senior political
 
colleagues and enough strategically placed career officials to make the
 
viewpoint influential may have a commitment to the interests of the poor-
for a mixture of reasons. 
 The latter may include (i) fear of upheaval if,

finally, something substantial is not done for the poor, (ii) a political
 
strategy wherein the leadership, in. riving with its competing elites, sets
 
out to build a constituency amoag the cointry's disadvantaged groups, and
 
even (iii) intrinsic compassion ior the poor. 
 Social scientists probably
 
dismiss the last 
too quickly; it may, in fact, have considerable force. In
 
any event our hypothetical government argues all of these reasons and more
 
in seeking to win support for its program among the more sophisticated
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and/or malleable elites in the parlimentary, journalistic, bureaucratic,
 

intellectual, and other sectors of the public-policy community.
 

Taking into account the resistance it anticipates to more radical re

form as well as its own sense of development priorities, the regime may opt
 

for a labor-intensive employment mode of antipoverty policy. The elites,
 

like others, are interested in additional productive assets. The political
 

calculus of the reformers is that the opposition of the elites to redistrib

utive ventures can be outweighed by their interest in the assets that a
 

public works program will produce. As economic developers, the reformers
 

count this a good social bargain. At any rate, since they share the elites'
 

preference for orderly processes of change (and, indeed, propose to trade
 

heavily on those preferences in promoting their egalitarian purposes), they
 

conclude this bargain is the best that can be had.
 

Now comes the rub: Such a government launching icto a major public
 

works program with serious pro-egalitarian purpose must recognize that much
 

of the life--at least the long early life--of the program will be in some
 

measure an adversary proceeding. It will be a contest between the political
 

leadership and the elites from which it itself has emerged. The elites,
 

especially in the countryside, will persistently try to subvert the egali

tarian biases in the program. These tendencies, as will be noted in the
 

section on policy design, are likely Lo be magnified to the extent that,
 

for resource-raising and/or other reasons, it is decided to decentralize
 

the program and delegate more discretion to local jurisdictions. But in any
 

event the government must be braced to do continuing battle to keep the pro

poor norms of the program high. It will have to strive diligently, not just
 

.o keep the operation tolerably honest and efficient but to keep access to
 

employment open to the poor; to keep project wage rates up to minimum stand

ards; to keep some pressure of demand on local labor markets; to keep the
 

unskilled labor content of projects high; and, as far as possible (I shall
 

conclude that the early chances on this score are not good), to encourage a
 

selection of projects that, like the implementation of projects, also has
 

some redistributive benefit.
 

There are those who, as soon as the underlying political tension in the
 

public works brand of major antipoverty policy is exposed in this fashion,
 

dismiss it as wishful thinking. It is too much, say they, to expect leader

ship based on elites to sustain as much class schizophrenia as the approach
 

requires. This objection seems to me to be historically naive. Time and
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again in many countries, including developing counties, when egalitarian
 
reforms have been effected within the frame of more-or-less elitist, more
or-less constitutional power structures, it has been at the instigation of
 
precisely such semi-declassed leaderships. 
To be effective in this regard
 
leaderships do not have to be absolutely consistent, unflagging, or 
uncom
promising in their egalitarianism. 
Nor are the elites either monolithic
 
or unrelieved in their opposition. 
 In many countries different elites-
e.g., particular parties 
or factions, the intelligentsia, the press, the
 
military--differ substantially in their degrees of identification with the
 
poor; and most elites, even in the traditional countryside, are honey
combed with individuals and subgroups with such identifications.
 

Further still, a leadership plotting a course of serious antipoverty
 
reform by the public works route may be able to reap long-term political

reward. 
 During the first chapters of the venture, as the regime clings to
 
is pro-poor (antipoverty) norms and thereby does indeed assist in bringing
 
employment and income benefits to the weakest rural classes, antipoverty
 
reform by the public works route should quickly win their gratitude. For
 
the time being, given the existing status structure, such gratitude will
 
not be very valuable political coin. But 
as the economic condition of the
 
rural poor improves, as 
they acquire a greater variety of nonagricultural
 
and nontraditional work experiences, as 
their own organizations strengthen,

and, in particular, as 
they see more clearly the value of exercising what
ever franchise they have in political, especially local political, delibera
tions, their political power will also build. 
 If the commitment of the
 
old elites to orderly process is strong enough, the traditional status
 
structure may be substantially transformed without much of 
an attempt on
 
the part of the elites, despite their objections, to resort to violent re
pression. 
The poor who win power from such a process are likely to emerge
 
with a considerable allegiance to 
the instigating reformers.
 

Nevertheless, such a political scenario will be available only to
 
leaderships with substantial stocks of egalitarian purpose, courage--and
 
political capital. At 
the same 
time, it would be foolish to exaggerate how
 
steadfast a regime must be before serious public works undertakings can be
 
worthwhile. Starting the course 
3trongly and staying it well but staying

it only for 
a while--long enough to produce some cost-effective assets and
 
meanwhile win substantial income and employment benefits for the rural poor,

but then succumbing to elitist resistance before the transformation of the
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traditional status structure is well advanced--should also be counted as
 

success, although of a more limited kind. Most social reform is in fact
 

episodic. Good ventures do some good but then generate backlashet, or sim

ply erode or get tired, and are superseded. There is no reason why the
 

public works approach should be different.
 

5. 	 The programmatic context: using localized public works as a
 
vehicle for comprehensive rural reform
 

Finally, as to the setting for which there will be an attempt, in the
 

balance of the chapter, to sketch the rudiments of a policy design, it will
 

be well to make quite explicit something that has been substantially indi

cated already. I am interpreting the "public works" mode of antipoverty
 

policy in a way, on the one hand, that is ambitiously comprehensive, on
 

the other, that deliberately slights certain organizational and locational
 

varieties of public works activities.
 

On the first count, "the public works approach" is being taken as short

hand for quite comprehensive rural reform efforts that, besides trying to
 

generate added low-end incomes and employment and create productive assets,
 

are concerned with the reinforcement of agricultural expansion, with the
 

political mobilization of the rural poor, with the rural economy's fiscal
 

and administrative decentralization, and with its pattern of settlements.
 

It does not strain customary usage to suppose that a "major" public works
 

effort would, in fact, embrace some such variety of dimensions. Indeed,
 

otherwise, the very semantics of "public works" as a programmatic concept
 

are anomalous, since our convention is almost always to denominate programs
 

in terms of their functions or outputs (e.g., health, education, defense,
 

public safety). And yet, like any construction (except, possibly, monuments)
 

public works are patently inputs. The linkage between public works and the
 

rest of the rural reform strategy to which they relate is budgetary; most
 

of the other facets require some kinds of physical public investments.
 

Thus it may not be bad shorthand to call the whole complex of such reforms
 

the "public works approach." By the same token, however, a serious public
 

works effort cannot, just because it generates supplemental employment and
 

income, be construed as peripheral to the rust of rural reform. More nearly
 

(although, as we shall see, the reconciliation of input-centered and output

centered activities poses organizational problems) public works become the
 

programmatic vehicle for the rest of the strategy.
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So much for the comprehensive aspect of the policy model that will
 
be sketched. The narrow aspect is that, since I am; as 
it were, interpret
ing "public works" as a code word for rural reform, attention will be con
fined to decentralized (i.e., comparatively localized rural varieties of
 
labor-intensive public construction. 
Much of the same argumentation, and
 
a quite similar policy design, could be applied to urban public works em
ploying unskilled urban labor. 
 Some of the same points could be made about
 
rural projects whose scope or radii are 
too great (major irrigation schemes,
 
inter-city roads, many more) 
to fit within particular local jurisdictions-
although here the organizational design probably would differ markedly from
 
the decentralized rural case. 
 Finally, one could consider an entirely dif
ferent mode--namely, the paramilitary or land-army model--for accomplishing
 
essentially the same, essentially local rural, projects that 
are so differ
ently modeled in the following pages 6
 

As will appear, however, the last of these neglected approaches would
 
sacrifice certain kinds of constructive leverage that locally organized
 
public works can bring to 
bear on rural reform. 
And the other two varieties
 
(although they may constitute important links and complements to decentral
ized rural works) fall outside of that context entirely. Thus in the in
terests of space the present discussion is confined to 
the decentralized
 

rural scene.
 

B. Issues of policy design
 

Assume that a developing country government judges that its 
own char
acter and its economic and political context are roughly of the types that
 
have been described; assume, further, that this government opts for a major
 
public-works-centered attack on rural poverty: 
What kind of program, with
 
what kinds of content, procedures, and organization, might it undertake?
 

It is well to remember that the logical methodology of such an effort
 
will be experimentation--indeed, since the poverty problems inviting attack
 
probably appear too urgent to wait for much further preliminary research or
 
small-unit pilot projects, it probably will be large-scale experimentation.
 
For a government that wants its new public works venture to escape the blight
 
of triviality, the proper course will be to build, as 
rapidly as orderly ex
pansicn allows, a program that addresses a substantial fraction of the sup
plemental. employment and antipoverty needs indicated by the initially avail
able data and estimates, however imperfect the latter--and whether the
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program's initial rural target jurisdiction(s) consist of the whole or only
 

of portions of the national countryside. But such boldness will need to be
 

matched by prudence--first, to see that, while pressing the limits of some
 

or all of the political, financial, food, and administrative constraints,
 

the initial scaling of the effort does not overstep them; second, to estab

lish and sustain an abundant feedback of information and analysis, and of
 

consequent program adjustment, as the experiment proceeds.
 

Although this is a high-risk methodology probably it is not inherently
 

foolhardy in the public works case; most of the processes that need evalua

tion have long enough gaits to allow the program to be "steered" consider

ably if the monitoring is ample and alert. Mureover, some of the more
 

likely miscalculations (for example, the offer of too much employment in
 

particular areas) would not be disastrous. It is apparent, however, that
 

such an approach will invite a special symbiosis between a country's public
 

decision making and its applied social science research (whether the latter
 

is conducted within the government itself or by quasi-governmental or non

goverrmental institutions). The two activities will proceed in parallel;
 

the first, at the beginning, will not wait on the second; but thereafter
 

further actions will become extraordinarily dependent on the cogency, rele

v-nce, and timeliness of the research. It will be important for government
 

to support (and use) an adequate research effort. Conversely, the applied
 

social scientists will need to keep their work priorities and rhythms and
 

their modes of analysis responsive to the needs of the policy adjustors.
 

Large-scale experimentation, moreover, is likely to remain the style
 

of the public works approach. In addition to being inadequately known at
 

the outset, many of the key parameters are apt to keep shifting. Thus a
 

public works reform program will need a persisting capacity to sense and
 

adjust to changes in the behavioral and institutional terrain--to changes,
 

for example, in the shape of labor supply, in the perceived stock of good
 

projects, in the educability of various elites to reform purposes, and in
 

the political responsiveness of the poor to economic uplift (these having
 

been already noted), as well as (yet to be noted) changes in the available
 

or trainable stocks of technical and administrative personnel, in the migra

tory propensities of labor within the rural sector, and in the feasibility
 

of altering the pattern of rural settlements.
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At the same time, this very plasticity that the program will need will
 
be risk prone. In discussing the political context in which a "serious"
 
public works program is likely to operate, I have emphasized that 
one must
 
expect persisting attempts to 
subvert the effort's redistributive pur
poses. For a reformist regime to hold to 
its pro-egalitarian course against
 
such cross winds will be all the more difficult if its program parameters
 
are subject to frequent change. 
 Thus the reformers will need a few stick
ing points. Along lines suggested below, they must figure out ways to keep
 

their flexibility appropriately selective.
 

1. Scaling the program
 

A national government embarking on a major attack on rural poverty by
 
reans of public works should take 
an initial, revisable view of what the
 
aggregate scope of such activity may be. 
 As just indicated, the actual
 
scaling and design of the effort should be the product of continuing ex
perimentation; and resource or 
other constraints may well prevent full
 
adoption, even as revisable targets, of whatever estimates of scope are
 
first made. Yet to give 
some order of magnitude to program planning, a
 
starting estimate of 
the aggregate requirement should be attempted.
 

Something as crude as the following might suffice: 
 Imagine a country
 
of 40 million people with a per capita GNP of $100 annually (GNP 
= $4 bil
lion). Suppose that the rural population is 80% of the total (32 million),
 
(i) that some percentage, say 40, have by some means been estimated to be
 
below "the poverty line" and/or to constitute the "target population"
 
(13 million) for rural antipoverty policy, (ii) 
and that, of these, some
 
percentage--again, for illustrative purposes, say 40
 --is estimated to be

long to 
the rural labor ferce (5 million).
 
With respect to these most disadvantaged rural workers, 
the formulators
 

of a starting estimate of 
the scope for additive rural employment would
 
judge roughly what fraction of the annual work time of such workers might
 
be available, on average, for extra work at 
something in the vicinity of
 
an unskilled worker's market wage. 
This guess would take account of what
ever evidence and impressions there were of the average slack in rural em
ployment and particularly of farm labor seasonality. 
 In some countries
 
the estimates might be guided by recent experience with similar programs
 
and/or by survey research findings concerning rural labor's work preferences.
 
Either kind of evidence could be untrustworthy. In particular it might not
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reflect the wage rates or the kinds, difficultiea, and locations of work,
 

or the expectations regarding work continuity that will charact-rize the
 

new program. Thus the matter of labor availability is, most especially,
 

one that would have to be tested out as the program proceeds. But our
 

crude estimators need a starting number, and let us say they put it at 30%.
 

They guess that in the low end of the rural labor force there is an annual
 

capacity for extra work (if the work is offered at the right times around
 

the calendar, in the right places and forms, and at the right wages) of
 

.3 x 5 million, or 1.5 million man-years.
 

The next step would be to decide what fraction of this scope for extra
 

work might reasonably be met by an expanded public works program. Quite
 

plainly, particularly at the outset, the whole of the need would not be
 

attacked by this means. Other efforts to raise low-end income and employ

ment would be underway simultaneously; they, together wi.th the works program
 

itself, might bring indirect improvemen's in the condition of the poor;
 

in particular, the managers of the program would want to watch the impact
 

on general (especially agricultural) unskilled wages in the countryside.
 

The financial and administrative constraints facing the managers w.uld
 

be such that, while shunning triviality, they would not want to overshoot
 

in the first round. My arbitrary judgment is that a works program that
 

began by targeting to fill one-fifth of the low-end poor's annual capacity
 

for extra work would be appropriately ambitious. In our example the volume
 

of added construction employment to be offered would reduce to 20% of 1.5
 

million or 300,000 man-years--this being spread, because of the fractional
 

yaars that most individuals would work, to a number of laborers several
 

times this figure.
 

To begin to gauge the financial feasi ility of such a program, the ini

tial estimators would next need to convert their employment projection into
 

a wage bill and, for that purpose, to estimate the average wage rate the
 

program would pay. Given our assumption at the start of annual per-capita
 

incomes of $100, if the labor-force participation rate for th_ whole econ

omy were the same as that estimated above for the rural poor 1-0%), the
 

average GNP per worker in the whole economy would be $250. Program wages
 

would have to be set with a good deal of care with respect to considerations
 

discussed below, which, in the actual case, our estimators could have in
 

mind with some precision even at the outset. But for our present illustra

tive purposes let us assume authorities decide to pay rural public works
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employees a daily rate equivalent to 40% of the economy's GNP per worker.
 
Thus the program would pay $100 per full work year, or 
(if ono assumes some
 
250 work days per year) a daily wage of about 40¢. This would mean a pro

gram wage bill of 
300,000 x $100 = $30 million.
 

Finally, there would be the question of what fraction of 
the total
 
outlays this unskilled labor bill would represent. As discussed below, one
 
would hope for a higher wage share than the following. But for purposes of
 
the illustration let us assume 50%. 
 This implies that the annual cost of
 
the program would be about $60 million, i.e., 1.5% of the GNP.
 

2. Financing and decentralization
 

It has already been suggested that in most developing countries, fund
ing a rural public works program on the scale just hypothesized--one t.lat,
 

if the new venture were nationwide, might equal 5% or more of all current
 
government outlays and perhaps better than 10% of current public develop
ment budgets--would not be easy. 
New windfall oil earnings have now put
 
the strategy within ready financial reach of a few countries. Moreover, in
 
a rational world a number of countries would get some or all of 
the needed
 
finance by reducing their defense budgets. 
Most, if they are serious about
 
the public works brand of antipoverty policy, will find 
some scope for mar
ginal reallocations away from other current-account government spending; 
or
 
they will effect some reallocations within the existing development budget;
 
or they will achieve some 
increased yield from the established public revenue
 

structure.
 

Yet I suspect that the following proposition based 
on South Asia applies
 
more widely: Governments are unlikely to 
be able to contrive adequate fi
nancing for an adequate rural antipoverty program without somehow engineering
 

the assembly of more 
(and in some measures "fresh") resources within the
 
countryside itself--especially from the 
more prosperous farmers in 
the upper
 

portions of the rural income distribution.
 

This circumstance tends 
to generate a financial case for politico
administrative decentralization. 
 The ability of many central governments to
 
impose greater direct taxes upon, or 
otherwise to assemble resources from,
 
the relatively affluent in the countryside is severely limited. 
 In some
 
cases (e.g., 
India) such taxes face formidable legal or constitutional ob
stacles. 
 The situation depends in part on traditions, on the administrative
 

structure, particularly that of revenue-gathering, on the feasibility of
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using central police and/or military power in support of that structure,
 

and on whether there is a history of subjecting farmers to centrally im

posed and collected taxes-in-kind. But where there are important barriers
 

to expanded rural taxation by the central government, major public works
 

funding probably will require the passing of greater financial responsibil

ity to lower jurisdictions--in a federal system from central to state, and,
 

in any event (especially within large intermediate jurisdictions like the
 

typical Indian states) to local government units and agencies. Further,
 

in most countries it is unlikely that smaller jurisdictions can ba burdened
 

with more responsibility for raising revenues without simultaneout'y being
 

given a greater share in the decision of what is to be done with public rev

enues. Further still., if local resource raising is to be adequately stimu

lated from above, it is likely that some part )f the continuing distribu

tions of central resources to local jurisdictiolc will. have to be condi

tioned on the vigor and quality of local financial performance. The central
 

government will adopt the principle of local self-help and resort exten

sively to a matching grant format.
 

The case for decentralizing the governance of expanded rural public
 

works activity is not just financial. Particularly in large countries, de

centralization may be administratively necessary: Public construction in

volves a great deal of detailed, area-specific priject choice, design, and
 

implementation that deal in part with inherently localized subject flatter.
 

Attempts to manage such activity closely from a central government head

quarters may hopelessly congest the decision process. '.1oreover, in a number
 

of countries presently the problem of "activating the locals," of engaging
 

local energies, initiatives, and leaders, especially in collective efforts,
 

probably is the most evident rural development need. If labor-intensive
 

public works programs are to provide much of the budgetary and decision ma

trix for rural reform, they will tend to a'ouse local initiatives only if
 

they are substantially subject to local direction.
 

Different countries moving in this diizction will adopt different pat

terns for internalizing and broadening participation in decision making at
 

local levels. Some will rely heavily on the promotion of more or less
 

classic, representative, local self-governments which afford broad adult
 

a locally
franchise, practice majority rule, and to which all residents of 


bounded territory are subject and in some sense belong. Others may depend
 

more on part' or milltary or paramilitary cadres, or on such functional
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organizations as c2ooperatives, workers' unions, local development corpora
tions, rural banks, and public enterprises for energizing local efforts.

But in most large countries there 
are indeed incentives to decentralize
 
and disperse authority; 
to 
organize and finance construction projects that
generate definable private benefits 
(e.g., minor irrigation works) in ways
that are self-liquidating; 
and to make projects which are collectively bene
ficial and whose benefits are largely local heavily dependent on 
local tax
ation or other local 
resource raising.
 

Decentralization 
poses some problems. 
 Especially in minds conditioned
 
to 
the themes of central development planning, it raises questions of co
herence and social efficiency. 
How can one be sure 
that local decision
 
makers will pick the right projects, bring to bear sufficient technical
 
expertise, execute the projects in an effective, reasonably honest manner,

and achieve a systemwide pattern of construction that is internally con: 
ist
ent 
and serves national goals? 
 Later subsections of the chapter address
 
these questions. 
 They are, I think, answerable.
 

But there 
are some probable distributional consequences of decentralization that 
are more troublesome. 
 For one thing, greater decentralization
 
can be expected to aggravate interspatial inequities--between different
 
rural jurisdictions in the same country. 
 More emphasis on 
local self-help,

since some localities will help themselves more than others, can scarcely

do otherwise; and greater use of matching grants for resource transfers 
to
 
local jurisdictions will only accentuate such inter-area disparities.
 

It is easy to exaggerate this drawback oi 
rural decentralization.
 
Geographic disparities are not 
false issues; 
but in national policies their
bark often is worse 
than their bite. 
 They provoke spirited complaints from
 
representatives of poorer and more backward areas--and significant interarea (rich-to-poor) transfers within most national systems. 
 Yet the toler
ance 
for such areal disparities typically is quite high when there is 
a
general sense within the 
 system that the different degrees of progress be
tween subjurisdictions partly reflect different intensities of local effort,

and when the national government preserves fairly ready opportunity for mi
gration between rural 
areas. Indeed, it is likely that in many larger

countries, the only way that reform led 
by rural works will have much chance

of being undertaken on a "serious" scale will be if those provinces, districts, and other localities which are disposed toward serious self-help are
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allowed to run ahead of their neighbors--for one thing, thereby, creating
 

stimulating examples for laggard jurisdictions.
 

It is much less easy for an equity-bent analyst to take lightly the
 

other kind of disparity that decentralization of works programs is likely
 

to aggravate, namely, that between classes within the same rural areas.
 

Section A already has identified the elitist resistance that a na. Lonal
 

pro-egalitarian public works program is likely to arouse. 
In general
 

it is reasonable to guess that these will be worse the more the design
 

and management of the proglam lie with lower jurisdictions. Or, more
 

exactly, such will be the probability in the early phases of a public works
 

push. The inequalities and subjugations from which egalitarian reform
 

seeks to rescue the poor all are second nature to most traditional rural
 

societies. 
 In general it is the rural elites operating in their traditional
 

village context who are the least disturbed about, have the fewest self

doubts about, their maintenance and reinforcement of the traditional
 

inequalities.
 

The foregoing, obviously, is not an ironclad generalization; as one
 

gains some familarity with a national countryside one encounters many re

freshing exceptions in which particular members or small groups of the
 

privileged classe s are not only reasonably generous in the discharge of
 

their traditional obligations to their infariors (presumably there always
 

has been a fair incidence of such behavior) but are busily trying to re

structure institutions, relations, and rights in behalf of their poor neigh

bors. Moreover, to point to the decentralization versus equity paradox is
 

not to suggest that concern for the latter should foreclose the former.
 

Not only, as just suggested, may decentralization be a necessary means for
 

generating the resource and growth dividends that serious egalitarian re

form requires, but by lowering the level of important decisions to local
 

jurisdictions it may (as the balance of 
this section will suggest) bring
 

them more within reach of potentially effective political participation
 

by the poor.
 

Yet if we are talking about the first phases of a major antipoverty
 

public works effort, there seems little doubt that, on average, choice of
 

a comparatively decentralized mode of implementation is likely to aggravate
 

the resistances to the redistributive purposes of the programs. Thus this
 

issue becomes a theme of the three following subsections, the first dealing
 

with the choice of public works projects, the second with their
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implementation, and the third with the kind of collateral tactics with
 
which a national regime choosing a public works approach may try to re
inforce its pro-egalitarian purposes.
 

3. Project choice
 

For countries adopting a decentralized pattern of rural development
 
policy in general and of public works activity in particular, it will be
 
important to get subjects assigned to the right levels in the jurisdic.
 
tional hierarchy. Under a decentralized regime the "right" level typically
 
will be the lowest at which projects or activities do not generate major
 
externalities, either positive or negative, that spill over outside the
 
jurisdiction. 
 Under this guideline, it will be appropriate for a number
 
of economic activities, e.g., most electrical power generation and net
working, to remain subject to direct national management. It will not be
 
feasible to push responsibility for a number of other activities, e.g.,
 
inter-city roads and major irrigation projects, below the level of pro
vincial, inter-provincial, or other large intermediate jurisdictions.
 
Among more local levels, it will be important not to accord to a very small
 
jurisdiction the yes-or-no decision over whether an integral part of an
 
important larger system, say a medium-sized irrigation scheme that would
 
run through the locality, will be implemented. And where an activity with
 
wider than local benefits is to be taken up in a local area--say soil con
servation in a particular watershed for the benefit of people and produc
tion downstream--the locals should be provided with net compensation as
 
well as guidance from outside.
 

In the second place, it will be important for national regimes promot
ing decentralized patterns of management of works programs to do all they
 
can to see that minimal supplies of technical expertise are available to lo
cal decision makers. Governments typically will wish to adopt some combina
tion of measures for promoting the local accessibility of needed skills--for
 
example, carefully designed and conducted training programs; better linkages
 
between the local authorities and whatcver research and educational institu
tions the area contains; 
schemes arranging for the redeployment of educated
 
unemployed from urban areas; national service or 
other arrangements for as
signing university students for periods of rural work; and arrangements for
 
facilitating access by local authorities 
to consulting services (private
 
and/or public) elsewhere in the country. 
Moreover, government agencies and/
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or research justification at higher levels should be engaged in studying what
 

are the simplest, most feasible forms of local data gathering that can serve
 

the needs of local public works and other governmental operations--and then
 

in designing, testing, and propagating related local information systems.
 

One preoccupation of this aspect of decentralization strategy should
 

be progressively to saturate the local decision-making scene, both official
 

and "pluralistic," with the habits and basic tools of project-evaluation
 

and cost-effectiveness thinking. Here as in other aspects of the expertise
 

problem, how2ver, wise decentralizing governments will maintain an insist

ent emphasis on simplification, spreading the least complicated versions
 

of techniques that will roughly serve the local purpose.
 

Given such a habitat for local decision, there will (except for the
 

anti-egalitarian bias to which we shall return in a moment) be little risk
 

in giving local authorities substantial discretion in their choice among
 

public works projects of types that have been properly assigned to the local
 

level, i.e., that do not, in fact, have substantial externalities outside
 

the local jurisdiction. A great many possible construction projects that
 

would serve general agricultural, educational, industrial, commercial, and
 

government needs will meet this standard. In these cases: (i) there is
 

no particular reason to think local decision makers will view the appr nri

ate priorities differently from the national decision makers--especially
 

where, under a decentralized financing regime, the locals are being re

quired to invest sizable amounts of their own locally raised resources; and
 

(ii), where local and national perceptions of priorities do diverge, there
 

is no reason to think (again, the equity issue aside) anything but the con

ceits of national planners will suffer if precedence is given to the local
 

choices.
 

In terms of the quality of substantive project choice, therefore, na

tional designers of expanded rural public works programs can in most re

spects safely accept the financial, administrative, and development-dynamics
 

case for greater decentralization. They will wish to take a more systematic
 

view of the needs for decentralized planning (discussed more explicitly
 

below). They will be properly concerned to promote acceptable probity in
 

a decentralized operation. (Actually it can be argued that the fewer the
 

hierarchical clearances upward a decision requires, the fewer are the oppor

tunities for corruption. Beyond this, probity can be served by the require

ment of maximum openness in all local budgetary and other transactions.
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And beyond this it would be appropriate for national authorities to hold
 
the local authorities and other quasi-official. local institutions subject
 
to rigorous financial auditing and to harsh discipline for malfeasance.)
 
j)reover, if a central regime is serious about decentralization it will
 
presumably hold its subjurisdictions strictly accountable to certain pro
cedural norms. 
 They would indeed be expected to generate specified levels
 
of local revenues to 
trigger the center's matching grants. 
 In view of the
 
resources constraints, they would be required to show that projects gener
ating private benefits are being rendered self-supporting out of charges

placed on the beneficiaries. And probably they would be asked in some way
 
to demonstrate that they were availing themselves of the technical and
 
planning services that the central authorities have helped put at their
 
disposal.
 

But, in principle, a regime can look with favor on the need to decen
tralize its public works strategy--excej 
 t for the critically important pro
pensity of local elites to subvert the egalitarian purposes of the program.
 
With regard to 
the latter problem, the national authorities can in the
 
first place use such suasion as 
they have together with some'matching
grant leverage to influence local authorities to choose projects whose
 
completed, follow-on benefits will be skewed toward the weak and disadvan
taged groups. 
 Even at the outset of an expanded works effort, when local
 
decision making can be expected to be dominated by elites, the central
 
government may be able to elicit from the local authorities a mix of proj
ects with more favorable (less unfavorable) redistributive asset effects
 
than would "naturally" emerge. 
 It may encourage the construction of facil
ities for "human investment" (via training, and so on) in the low-end poor,

especially landless laborers being assisted in transferring out of agricul
ture to 
the faster-growing nonagricultural local activities that successful
 
farming will help generate. 
 Similarly, the central authorities may argue

in behalf of minor irrigation works that will lead to multiple cropping and
 
therefore to increased agricultural employment.
 

Most particularly, perhaps, the national government may encourage lo
calities to adopt low-cost housing schemes in which members of depressed
 
and landless classes, granted homestead plots, are employed in building

their own and/or each other's houses, for which the owners are given insti
tutional loans on 
(centrally subsidized) favorable terms. 
 (This alternative
 
of building houses for the low-end poor within their self-support
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capabilities, insofar as it can be sold politically at the local level,
 

deserves special if brief emphasis in the present context. Although it is
 

not usually thought of as "public works," such low-income housing can
 

have the same employment and income effects as more conventional public
 

works; it can, by raising the productivity of the poor, have some positive
 

aftereffect on productive capacity; its distributive aftereffects are by
 

definition tilted positively; and it may importantly assist the local
 

political and social transfcrmation--by reducing the dependence of the
 

landless on the landed even for their living spaces, by entailing the forma

tion of poor people's housing cooperatives or other class-specific o'ganiza

tions, and by building a kind of geographic, albeit ghetto, solidarity
 

among the members of particular disadvantaged groups.)
 

Yet even with the best efforts of the foregoing kind, the equity-bent
 

but decentralization-committed designers of a national public works policy
 

must face the probability that, as to project choice, theirs will prove to
 

be a second-best strategy initially. In its asset effects, the composite
 

of the projects chosen probably will tend at the outset to reflect the
 

elitist biases of local decision making. To this realization the policy
 

designers can make two further kinds of responses.
 

4. Project implementation
 

In the first place, the central government can, by the norms it im

poses, make the execution of works projects as positively redistributive
 

as pos.ible. Here the policy designers probably will.not be pushing
 

against the grain of local elite preferences as much as will be the case
 

in the selection of projects. If the dominant local interests are getting
 

the types of assets they want, they are apt to be comparatively amenable
 

to national ground rules concerning the implementation of labor-intensive
 

works. Moreover, except in periods of drought or other general deprivation,
 

the better-off rural classes will not be much disposed to compete with the
 

poor for the kinds of work the public works projects offer. They will find
 

such work too hard or distasteful for the wages paid; fr many its opportun

ity costs will be too high.
 

Nevertheless, there will be some tendency to subvert project execution
 

in elitist directions also, and therefore the central government will need
 

to lay down and enforce some explicit poor-favoring norms. One of these
 

will concern the minimum fraction of project budgets that, if public works
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projects are to claim central matching grants, must be allocated to un
skilled wages. 
 This should be one of the sticking points; it is a re
quirement about which, despite the need for genera] flexibility in the
 
program, national governments will do well to be comparatively inflexible.
 
After considering, for their particular economies, the range of construction
 
technologies available and the array of project types that local authorities
 
are 
inclined to take up, the central government will need to specify basic
 
labor-content norms, either for all categories of projects collectively,
 
or with some 
(but not much) variance among categories. Few if any of these
 
basic norms should accept labor shares of less than 50%; 
some may stipulate
 

higher fractions.
 

Requests for relief from these minimum-content standards are sure to
 
be forthcoming. Local authorities may argue, for example, that even though
 
a project's direct wages bill would fall short of the general minimum norm,
 
the project should be accepted for support because it would make extensive
 
use of a material with high unskilled labor content. 
 The central authori
ties should be slow to 
grant such concessions. 
They should demand convinc
ing proof not only that the material in question has high labor content
 
b'..L 
 that the work force producing it contains a high proportion of low-end
 

poor.
 

A second principal poor-protecting norm would concern project wage
 
rates. 
 These should be related to market wages for unskilled labor in
 
the local areas and, therefore, should be allowed to vary among areas.
 
But the national authorities should retain (again, via matching-grant
 
leverage) comparatively detailed control 
over wage rates. On the one hand,
 
to reinforce the income benefits to the poor, the national government will
 
neeo to resist the tendency of local leaders to push down wages and get
 
their incremental assets on 
the cheap. Much public construction work is
 
heavi.er and harder than most farm work; it may therefore require its par
ticipants to eat more; 
it is likely to involve more local travel; and
 
higher wages for public works will exert more redistributive pressure on
 
unskilled wage levels in the generaJ 
rural labor market. All of these
 
factors will argue for Flacing 
a high, if anything, above-market, floor
 
under project wages. 
 On the other hand, the central authorities may need
 
to guard against the inclination of some local bodies to pay wages so high
 
that the projects begin to attract offers of employment from others than
 

the low-end poor.
 

http:heavi.er


363
 

Some governments will find it desirable to protect the interests of
 

the poor in the implementation of the works program with a third norm--one
 

that prohibits or regulates the participation of labor contractors. In
 

some countries conventions concerning the scope of local government func

tions may be such that these contractors are regarded as indispensible in

termediaries for recruiting and managing workers. Where contractors are
 

used, however, invariably they tend to skim project labor budgets. If pos

sible, therefore, local bodies should do their own hiring and bossing of
 

project labor; or they should encourage the formation of labor cooperatives
 

as alternatives to the contractor system; or, if they retain contractors,
 

they should limit and police the fees the contractors are allowed to
 

charge.
 

Norms of the three kinds just indicated--regarding minimum labor con

tent, wage rates, and labor contracting--should sufficiently fortify the
 

income and employment benefits that the rural poor can gain from a locally
 

managed public works program. One can imagine three other dimensions in
 

which the labor transactions of projects might be regulated, but in each
 

case the intervention would strike me as probably unnecessary, and there

fore as undesirable.
 

First, there could be an effort to establish explicit poverty or dis

advantaged-group qualifications for eligibility for project employment;
 

but if the wage rates were appropriately chosen these would be largely
 

redundant.
 

Second, the central authorities might be disposed to stipulate some

thing about the seasonal pattern of the work that the public works proj

ects could generate. But the local bodies know best the seasonality of
 

labor availability in their own areas. There is no clear conflict between
 

the interests of the local elites and the local poor on the timing of addi

tive work offers. It is to the advantage of both to have such work concen

trated in off-seasons. If the work overlaps periods of peak farm employ

ment, it will, on the one hand, tend to push up peak farm wages; but, on
 

the other hand, it will hasten the kind of mechanization of harvesting,
 

threshing, and planting that tends to lop off the same peaks. All the same,
 

if the necessary construction period of a works project cannot be fitted
 

within the slack season, or if the local decision makers are simply too
 

eager for the completed asset to accept the slack-season rhythm, there is
 

no real reason they should be prevented from scheduling it as they wish-
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and coping with the consequences, including higher costs and/or the at
traction of in-migrant workers.
 

The third redundant norm would concern this last matter, that of labor
 
migration. 
At first it might be thought that locally generated employment

should be reserved for the low-end poor of the home area. 
Indeed, I would
 
say that if there is sufficient local underemployment, or enough emerging
 
political pressure from the local poor, or a sufficient sense of local soli
darity on the part of local leaders so that jurisdictions choose to stipu
late such hiring preferences, the national regime probably should go along
 
with the practice. 
 But certainly it should not be encouraged. The poor

who migrate in, prepared to work on 
the terms offered, will, from the
 
national viewpoint, be just as disadvantaged and just as deserving of extra
 
income and employment as 
the poor already there. In fact, they may be a
 
little more disadvantaged and deserving, on average, since they will have
 
accepted the transfer costs of migration. 
Moreover, some inter-area mobil
ity within the countryside will be necessary to match differential labor
 
supplies with different local organizational and financial capacities for
 
generating additive work. 
At the same time, it probably is unnecessary
 
for the central authorities to counter-stipulate against residence qualifi
cations; in 
areas of greater program vitality, where, relative to local
 
labor availabilities, there is an excess of public works jobs, the interest
 
in getting priority projects completed is likely to erode local chauvinism
 
rather quickly. 
At least in terms of initial policy design, the migration
 
question seems to be one that requires neither pro nor con intervention
 

from above.
 
Effective project implementation, of course, will not be just a matter
 

of maximizing the antipoverty benefits generated in the course of project
 
construction. 
 It also requires that projects be well managed and indeed
 
succeed, more or less in accordance with local expectations, in creating--on
 
schedule--the assets in which the localities and central government will
 
have jointly invested. 
But I will leave this subsection focused on the
 
equity dimension of the problem, reserving the management points for a
 
separate review of the administrative requirements of the public works ap
proach later in the chapter.
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5. Pro-egalitarian reinforcements
 

Along with trying to extract maximum benefit for the poor from the
 

project construction phase, the second response that pro-egalitarian policy
 

designers can make to a decentralized public works program's susceptibility
 

to anti--egalitarian project choices is to adopt a specific collateral stra

tegy for strengthening the rural poor politically.
 

In general the economic strengthening provided by public works employ

ment and upward pressure on farm wages will tend to build latent political
 

muscle. But more specifically, the rcgime can undertake to offer the poor
 

more supply options and to weaken their dependency mechanisms. As noted
 

already, it can provide them with homestead sites and assist their attain

ment of nondependent housing. It can weaken one of the most powerful de

pendency mechanisms of traditional societies, namely, traditional money lend

ing, by assisting the introduction of accessible institutional lenders into
 

the countryside. It can make more difficult the traditional capture and
 

reservation by the elites of modern credit, input-supplying, and trading
 

institutions by encouraging the entry of a variety of such (at least, partly
 

competitive) institutions. It can attempt to make educational and training
 

programs more serviceable and useful to the poor. It can ensure running
 

room for voluntary service agt,.ics which undertake to act as surrogates
 

for the poor. In a variety of ways, it can encourage and assist the forma

tion of segregated, autonomous politico-economic organizations of the poor
 

--farm workers' unions, small producers' (e.g., milk) cooperatives, low

caste housing societies, associations of tribal voters and the like.
 

By all of these means a declassed central leadership can help to arm
 

the rural poor of a nonrevolutionary society for the largely nonviolent
 

class conflict they must wage to achieve effective participation in the
 

local polity. In the last analysis, the leadership must rely on the dis

advantaged groups to win their own political spurs. In a system of univer

sal franchise the poor will have the right to vote--which typically they
 

exercise little or at the behest of their local patrons. In other genuinely
 

participatory modes of governance they have the equivalent. The theory of
 

decentralized reform is th.'t as the decision-making stakes are raised at
 

the local level, the value of votes will rise, and the poor will have
 

greater incentive to organize Themselves to use their franchise in a more
 

self-interested manner--for example, to bargain, in later rounds of choices
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of local public vorks projects, for assortments of projects with a more
 

egalitarian mix of aftereffects.
 

6. The spatial dimension
 

Governments choosing expanded rural public works as a principal instru
ment of rural antipoverty policy are apt to have an increasingly explicit
 
spatial (or centering or settlements) strategy as one of the components of
 
the transformation they are trying to promote. 
Almost the world over tra
ditional rural societies are village centered; rural populations have lived
 
in a very large number of very small settlements which in turn are served
 
by a comparatively small number of smaller and regional towns intermediate
 
between the villages and the few large cities of the country. During the
 
past decade in many countries there has been not only growing 
awareness
 
of the changes in settlements patterns that tend 
to accompany development
 
but growing interest in the possibilities of subjecting these changes to
 

policy guidance.
 

Most earlier industrializing economies have been rapidly transformed
 
into metropolitan-centered systems. 
A number of developing countries,
 
particularly in Latin America and Africa, have begun to follow the same
 
path; village leavers no longer employed in agriculture tend to filter
 
quickly through the country's thin intermediate "central places" structure
 
and gather in large metropolitan pools. Increasingly governments are
 
questioning both the desirability and inevitability of such radical popula
tion redeployments. Politically they deplore the "dual society" tendencies
 
that the pattern aggravates. They suspect that the centripetal market and
 
services pulls that draw enterprises and populations to metropolitan loca
tions are not so much irresistible as they are (lacking counter policy) un
contested; they suspect that it may not be 
so difficult to generate compet
ing positive externalities in a larger array of s.qaller centers--especially
 

for the more labor-intensive industries that the factor endowments of poor
 
countries should be causing them to emphasize. Many governments are per
suaded that many of the negative externalities that metropolitan agglom
erates impose (mostly on public and consumer, not on enterprise and budgets)
 
are larger per capita in very large centers than in small centers. Almost
 
all regimes that in recent years have experienced a resurgent interest in
 
promoting agricultural expansion also are persuaded of the importance that
 
"rur.1 growth centers"--settlements larger than the village but close to the
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village--can play as engines of agricultural modernization, providing
 

credit, marketing, training, inputs-supplying, and processing services.
 

Finally, in terms of the preoccupation of the present study, many govErn

ments probably share the sense--admittedly more impressionistic than ocu

mented--that over the long pull a system of dispersed centers is likelier
 

than one of concentrated centers to be conducive to equitable income
 

distribution.
 

For a variety of reasons, therefore, many governments are committed
 

in principle, in their planning documents and otherwise, to a policy of
 

small-centers building. Fewer of them are yet doing much about it, and in
 

part this is because many of the thingc that a government actively engaged
 

in building rural growth cent-rs must promote--roads, streets, public
 

buildings, market yards--cost money. Implementation of the policy, in
 

short, requires a local pu'lic construction budget.
 

It would be the height of folly for a regime committed on the one hand
 

to a strategy of rural growth centering, un the other, to a policy of rural
 

public works expansion, not to marry the two. Effecting this marriage will,
 

I should think, require only one major amendment to the policy design al

ready skerched. In most respects growth center building will be more
 

consistent than not with the pattern of decentralized project choice and
 

implementation already discussed. The local authorities certainly will
 

Nor is there reason
favor the development of more robust local centers. 


to think that, in their allocation of locally raised and of nationally
 

supplied resources, their allotments of priorities either between "center

building" and other, say irrigation, projects, or between different types
 

of center-building infra-structure, will need to be second-guessed. Plainly,
 

higher jurisdictions will need to be concerned to see that roads and other
 

networks running out of the local jurisdictions hook up with outside rpn

ters, but this is only common sense.
 

There is one count, however, on which political and administrative de

centralization of a public works program, if unchecked, could initially
 

frustrate sensible, discriminatory center building in most rural country

sides. In many countries th2 present deficits of effectively equipped and
 

Far more rural cenoperating small supra-village centers are very large. 


ters are needed than, given the resource constraints, can be built quickly.
 

Consequently, if all of the villages of a region that eventually should
 

graduate into being "growth centers" move in parallel, none will advance
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very fast, none will begin soon to develop much in the way of positive,

self-reinforcing externalitites, and none in fact will serve as a growth
 
center in an active, generative wA'.
 

The only answer is deliberztely to discriminate--for some time to concentrate most of an 
area's new locations of institutions and facilities

with multi-village clienteles in only a few of the potential growth cen
ters. Economically, this is the natural thing to do; left to 
their own

devices, newly entering enterprises 
'ill begin to cluster. But politically

and administratively such clustering is unnatural, for politico-administra
tive decision makers can maximize their patronage by sprinkling !heir distribution of new public-facility locations over as wide a number of aspiring
 
villages as possible.
 

This tendency toward back-scratching scattering tends to be strongest

in the local political context. 
 The local elites can appreciate the advan
tages of discriminatory, concentrated center building in the abstract.
 
But they are not likely to be able to agree on which of their own particu
lar villages should go first. 
 On this point, therefore, they need (and

also are rather likely to accept) direction from above. 
 If a national or
provincial government wants its rural works program to have a byproduct of

dynamic growth centers, it probably must be prepared 
to designate which few
places in local jurisdiction are, for the time being, to be the preferred

growth points. The higher government would stipulate to the local author
ities, as well as 
to 
the branches of the national and provincial govern
ments 
themselves, that for a period of time all new disretionary locations
of public facilities serving all or 
much of the area are 
to be in one of

these places. (Ordinarily, to 
an objective observer moderately familiar
 
with the area, there will be no great mystery about which these places

should be. 
 In any event, the choices, once made, will tend 
to be self
confirming as 
the favored centers begin to generate positive externalities.)
 

7. Decentralized planning
 
We have focused on the antipoverty aspects of the public works ap

proach. 
This was not so much the case in the very last subsection, where
rural centering enters, not mainly because it has direct and reliable pro
egalitarian implications but because it inescapably intersects any public

works strategy, and because growth center building can have important

arousal effects--under conditions in many countries where rural arousal
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is a necessary precondition for any very consequential advance on the
 

equity front. But otherwise this "policy design" discussion has concen

trated on distributive aspects and therefore has not emphasized themes
 

that any balanced exposition of a viable public works strategy must
 

include.
 

Oue of these other themes, namely, that the assets created by public
 

works must indeed be productive and satisfying--particularly. under decen

tralized circumstances, if the program is to continue to command local fi

nancing and support--has in fact laced the previous discussion. It was
 

present especially ii,the subsection on project choice, which talked about
 

the importance both of getting subjects assigned to the right levels in
 

the politico--administrative hierarchy and of improving the access of local
 

decision makers to some technical expertise. However, we must give more
 

attention to management issues--to the questions of how locally managed
 

projects are to be executed efficiently; of what kind of national admini

strative machinery can best serve a boldly expanded but decentralized pro

gram; of how the assets that the program constructs will be operated,
 

maintained, and otherwise knit into on-going activities in a way that keeps
 

them productive. And, before that--here, in this subsection--I want to ex

tend the earlier comments that bear on the planning implications of the de

centralized rural public works approach.
 

If "planning" means not simply the thinking ahead that all of us, in

cluding the smallest governmental units, in some measure have to do all the
 

Lime, but a special staff function manued by personnel specialized and
 

trained to the task, then in most developing countries the scope for lodging
 

specialized planning expertise in a large number of little jurisdictions
 

will be small for a long time to come. Fortunately, however, the needed
 

scope of such decentralized planning is also smaller than many development
 

analysts, conditioned by the pervasive role that national planning is ex

pected to play in most national development strategies, are wont to assume.
 

In particular there is little place for or point in "mini-macro" planning,
 

i.e., for attempts to provide local authorities with comprehensive, exhaus

tive, integrated models of the local economic system that are analogous to
 

those typically atters5;ed at the national level.
 

Local plannin- can be far more partial and, in an important sense, less
 

analytic. The local system is, typically, far more open than the national
 

system; its internal input-output linkages are less complete; and unexpected
 



370
 

changes in the local system's balance of payments with the economy around
 
it 
are much less interesting and significant than are changes in the na
tion's balance of payments with the world economy around it. 
 Local author
ities may wish to take account 
of but they cannot authoritatively plan most
 
of the activities of most of the economic actors in their own jurisdic
tions--neither those of whatever arms and enterprises of the national and
 
provincial governments happen to be located in 
the area, nor those of the
 
quasi-official and nonofficial institutions present, nor 
those of the
 

area's own farm and other private enterprises. 
Nor, in most countries,
would there be anything to be gained from such, as it 
were, comprehensive
 
cross-sectional planning. 
 It might well only impede developmeat.
 

The official planning needed locally will consist mainly of two parts,

first, spatial (i.e., 
town and country) planning, and second, local govern
ment budgeting that summarizes the jurisdiction's allocative choices, both
 
current and capital, among types of public-.xpenditure and establishes the
 
financial plan for funding them. 
 The budgeting need pass only two 
internal
consistency tests: 
 first, that outgo not exceed 
income, and second, that
 
project choices conform to 
some 
rough ranking of their perceived social net
 
returns. Local budgeting need not 
treat inter-relations and feedbacks
 
among expenditure sectors in the explicit, systematic way that is appropri
ate in national development planning.
 

So construed, local planning's personnel requirements are not trivial,
 
but they also are not overwhelming. 
Planning expertise is an important
 
part of the technical competence that higher governments, by training pro
grams and other means, should seek to 
impart to a decentralized system.

But it would be my own prejudice 
that in most countries the training of lo
cal planners should not be allowed 
to delay decentralization. 
Much of the
 
needed planning competence will have to 
be developed on the ground in any
 
event. 
 In the public works field as in others a decentralized arousal 
stra
tegy will get 
on with the downward delegation--and then help as much as pos
sible to 
make local planning expertise grow in response to the demands
 

placed upon it.
 

8. Administrative framing
 

The decentralized scenario for rural public works expansion advanced
 
in this chapter poses a number of managerial problems with which adopters
 
of the scenario would have to grapple. 
For governments which can 
count on
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expandable food supplies, which are limited in the kinds of redistributive
 

measures they can feasibly pursue, which nevertheless have strong commit

ments to strengthening the poor as well as to rural arousal, and which know
 

that what they are getting into will not be easy politically, the general
 

theory of the strategy should have considerable appeal. But the theory
 

will be useless unless programs launched can in fact be well done.
 

A common theme of much developing country experience with additive,
 

labor-intensive public works to date has been one cf disappointed expecta

tions. Too often public works experiments have not lived up to their ad

vance billing. This propensity to disappoint would be particularly devas

tating in a decentralized program dependent for its year-to-year support
 

and survival on predominant local satisfaction with the progress and re

sults of the program. Plainly, if more reliance is to be placed on reform
 

through the mode of the public works, the typical gap between expectations
 

and performance must be narrowed.
 

Much of this narrowing can follow from aspects of the policy design
 

already discussed--from a procedural regime that assures a fairly solid
 

set of project choices; that lodges cells of technical competence at local
 

decision making and implementation levels; in particular, from one that,
 

rather than cramming benefits down the throats of local areas, uses self

help criteria to determine that participating areas are not only interested
 

but prepared to invest in the benefits; and that, therefore, accepts dif

ferential degrees and differential patterns of local involvement.
 

Keeping performance better aligned with expectations will also in part
 

be a matter of not letting early expectations get too high. Ideally an
 

adopting government should make a bold commitment to an antipoverty public
 

works experiment--with comparatively muted fanfare, letting support for the
 

program build more on its accraing results than on its preliminary adver

tising. Admittedly, for many countries, this is not wholly realistic po

litical counsel. Yet, as discussed in Section A, the approach is likely
 

to be a politically uphill one anyway, with only delayed payoffs for the
 

initiating leadership. A leadership prepared to make this basic political
 

investment may also find it feasible for a time to let the effort remain
 

a big program with a small voice. If so the life expectancy of the ven

ture is likely to increase.
 

In good part, however, the quality of the program's performance will
 

depend on three administrative issues: the manner in which the central
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government manages the program from above, the quality of performance of
 
local governments in their project management and funding responsibilities,
 
and the effectiveness with which projects, once their construction is 
com
plete, are incorporated into operating activities.
 

Governments will differ greatly in their answers to the first of these
 
issues. 
 Nevertheless, where a program is genuinely decentralized, i.e.,
 
where local authorities are left free or with broad discretion to choose
 
their own substantive projects, there will be 
an overwhelming case against
 
fragmenting the national management of the program among various substan
tive ministries such as agriculture, irrigation, education, and health.
 
Likewise, unless one can posit a total transformation of the bureaucratic
 
style and operating norms of most existing, traditional public works de
partments at th. national level, there will be a resounding case in most
 
countries against lodging the guidance of the program there. 
Whether it
 
is housed in the shell of an established department, is created as an oper
ating appendage to some such central staff agency as 
the national planning
 
commission, or 
is set up as a new special-purpose agency, therefore, the
 
managing unit for a new major venture into labor-intensive public works
 
will need 
to be consolidated. 
It should have oversight of the whole of
 
the new program. 
While imbued with coiLcern for the effectiveness and 
tech
nical validity of the projects promoted, its unifying themes will be public
 
works 
as such, their labor-intensity, their redistributive benefits, and
 
their efficient administration by decentralized means.
 

Wherever the agency lies on the organization chart, it will need in
 
fact to be influentially positioned, with ready access to and support from
 
the government's topmost leaders and with the power to command the priority
 
attention of other functional ministries and departments.
 

The agency will need a substantially different operating style than
 
is common to central-government units dealing with lesser jurisdictions:
 
it will have to cast itself 
less as a commander of performance, more 
as
 
a promoter, educator, and facilitator. 
 It will, to be sure, need to be
 
exacting in its enformcement of the limited set of operational norms
 
that it helps establish for local authorities--especially those protect
ing the income and employment benefits that the low-end poor derive
 
from project implementation. But otherwise much of the agency's concern
 
will be to serve the needs of local operations--for example, to organize
 
and promote needed training, to facilitate the placement of educated
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unemployed as local technical staff, to encourage the ministry of education
 

to i,:ilitate useful part-time participation by students, and to mobilize
 

as neccessary the energies of the whole government to break whatever
 

materials-supply, transport, and :ther bottlenecks threaten to impede the
 

program. In view of the highly seasonal character of much of the local
 

work to be done, the central agency will need to have a particularly keen
 

sense of timing, doing all it can to make sure that particular inputs of
 

materials and expertise get to where they are needed when they are needed.
 

The agency itself should be run by alert, resourceful, innovative man

agers. They should be stubbornly dedicated to the interests of the rural
 

poor. At the same time, they must be partisans of local self-reliance.
 

When the occasion requires, they must be tough enforcers of their pro-poor
 

norms; yet they should be managers who achieve their greatest satisfaction
 

in accomplishing goals by processes of indirection. Most of all they will
 

need sophisticated and robust political skills.
 

The second and in a wa the most pivotal of the administrative issues
 

namely, the quality of project management by local authorities--is not
 

one, I think, to which there are any trick answers. The issue is the whole
 

texture of local public administration. Governments embarking on a decen

tralized reform strategy will be well advised to give more attention to
 

this area than is the present habit in most developing countries. There
 

is much scope for increasing the access of local authorities (part-time
 

and full-time, political and nonpolitical) to information, applied research,
 

training, and advisory services on such matters as local government organi

zation, work scheduling, the supervision of construction labor, the selec

tion, training, and management of foremen, and local public accountability
 

and information mechanisms. Mst particuilarly, perhaps, there is scope for
 

much more research into the problems and possibilities of local public
 

finance. (This last could illuminate a whole side of the bresent scenario,
 

namely, local resource raising--the bases, incidence, and progressivity of
 

alternative local taxes, the place of users charges, the role of savings
 

and financial institutions--on which this paper is largely silent.)
 

However, with respect to local management expertise, it probably is
 

reasonable to take the same agnostically optimistic position I have on local
 

planning: typically it will be a mistake to delay decentralization until
 

local managerial capacities are somehow first trained up. There is a good
 

deal of native managerial talent in any local rural population, and there
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also is plenty of local capacity to perceive the difference between good
 
and bad management. As operations proceed, many managers will learn with
 
practice; others will be replaced. 
If local regimes value and inves in
 
the products of the public works program of which they are given charge,
 
they will tend 
to set and demand reasonable standards of implementation.
 

The third administrative issue is critical but 4Lso straightforward.
 
Completed public works, as we have said, are almost never more than inputs.
 
There must be producing organizations that take responsibility for the
 
completed assets, 
use them, and maintain them. 
 In the case of facilities,
 
such as minor irrigation works, publicly produced for private benefit,
 
where, under a sensible policy, the costs are recovered from the private
 
beneficiaries, the transition from the construction phase to the operation
 
and maintenance phase presents no particular problems. 
 It will be to the
 
self-interest of the beneficiaries to exploit and preserve the value of the
 
facilities. 
But where the assets are public goods the transition requires
 

specific provision.
 

In the latter case there are 
two organizational possibilities: one,
 
that the using activities are 
to be those of the local jurisdiction itself,
 
the other that, although they are conducted in the local jurisdiction, the
 
activities are ones (e.g., education, health, family planning, industrial
 
skills training) in large measure directed by the various departments of
 
higher governments. With respect to 
the second of these categories, it
 
will behoove thc central public works agency to 
require that local author
ities, in order to 
insure successful transition from construction to oper
ations, clear their project designs prior to construction with the depart
ments which are to operate the assets and then, upon completion of construc
tion, formally hand over the facilities to particular departments. (At the
 
same time, the central agency will have to 
use some of its tactical energies
 
to 
assure that this requirement for departmental clearance does not become
 
a backdoor means of recentralizing the process of project choice.) 
 In the
 
case of projects destined for operation by the local jurisdiction, the
 
central agency may wish to stipulate that the local authorities accompany
 
their applications for suppoit of new projects with evidence about their
 
uses of existing facilities and, in particular, with indications of the budg
etary allocations they are making for the maintenance of those facilities.
 

In this field, however, the central agency's principal role will be
 
educative. Local authorities clearly have no systematic interest in letting
 



375
 

their real assets waste for lack of use or upkeep. The depressing record
 

of deterioration and bad maintenance that so many past rural public works
 

programs have accumulated is not because of any deep perversity in public
 

authorities. It is because of failures to insure that particular operat

ing authorities accept responsibility and accountability for newly pro

duced assets, and it is these failures that a new program must avoid.
 

C. The role of external agencies and transfers
 

Continuing transnational discussion of an antipoverty policy based on
 

public w., es is likely and is useful. Some centers of development studies
 

in the rich countries as well as various multilateral and bilateral assist

ance agencies, may contribute significantly to the further dialogue. Yet
 

the next phase of public works experimentation, especially if it proceeds
 

somewhat along the lines suggested here, would be ill-suited to the process
 

of traditional, didactic, rich-to-poor technical assistance.
 

The advanced economies have little expertise to provide on this sub

ject that is relevant, is easily transferable, and grows out of their own
 

experience. If the experiments are as large and decentralized as here sug

gested, it would be nearly impossible for any small cadre of expatriate
 

technicians or advisers to relate to the program's operating level effec

tively. The program would be peculiarly enmeshed in indigenous institu

tional complexities, which are hard for expatriates to comprehend and upon
 

which they intrude with little grace. Most especially is this true of the
 

conflicted domestic politics which, if the present analysis is correct, will
 

lie at the core of most redistributive public works strategies.
 

Hence poor countries adopting the approach are going to have to figure
 

out their own answers to the quesriuns that have been raised in these pages.
 

And the most productive transnational dialogue on the subject will be within
 

the Third World itself--among governments and institutions of countries that
 

opt for serious experimentation. The main contributions that external
 

actors can make to the effort will be the form of concessional transfers
 

either of finance or of food.
 

There is little of a distinguishing character to be said on the finan

cial assistance side. "Good" aid for public works programs would be much
 

like that which recipients would like to get for other purposes. It should
 

be additive, unless the donor wishes simply to support a recipient's deci

sion to reallocate resources to the works program from other partially
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aid-financed activity. 
It should be as concessional, have as high a grant

component, as possible. 
 Ideally it would be untied as 
to country of origin.

And almost necessarily (since the public works projects to be assisted
 
would be labor-intensive and have limited direct import content) the recip
ient of foreign exchange transfers would need to be able to 
use them for
 
some spectrum of imports, via the formula either of a "program" or non
project loan 
or of "local cost financing."
 

In the near and medium term most poor countries may find it nearly

impossible, for an additive labor-intensive investment program, to obtain
 
extra external finance with the benign characteristics just recited. 
 Thus
 
(harking back to the emphasis earlier ir.the chapter on 
the dependency of
 
the public works strategy on adequate food supplies) the most salient
 
external contribution to major public works experimentation in the years

next ahead could be that of expanded, redeployed, and regularized food aid.
 

Food aid is 
one form of commodity-tied and country-oi-origin-tied
 
assistance that a national public works program can use with considerable
 
efficiency. If it is available to match some or all of the added food de
mand generated by public works expansion, food aid can tame what otherwise
 
can be, by all odds, the most dangerous and disruptive inflationary ef
fects of such a program. 
By the same token, if added conccssional food
 
imports are indeed coupled with an enlargement of employment and investment
 
that would be dangerously inflationary in their absence, there need be no
 
fear about the food aid's dampening internal agricultural incentives--if,
 
at the same 
time, the indigenous government's agricultural production pri
orities are high and are being effectively implemented.
 

It is not only its usefulness, of course, but its potential availabil
ity that makes food aid such an 
interesting possible input to a rural de
velopment strategy centered on public works. 
 The adequacy of world food
 
supplies, to be sure, has become a matter of great concern. 
Yet, at least
 
for the -medium term, the largest but also the worst-lagging O.E.C.D.
 
foreign-aid donor has the same relation to exportable food surpluses as
 
the OPEC countries have to foreign-exchange reserves. 
 The United States is
 
extraordinarily liquid in ford. 
 Moreover, even though food aid costs 
the
 
American government hard budgetary dollars (and no longer can be counted
 
the accidental byproduct of a domestic price-support effort), there is no
 
question that food aid in the United States still is politically a cheaper

form of foreign assistance than any other. 
Thus if American governmental
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leaders--a president or a set of congressional leaders or the two together
 

--became seized in the next few years with genuine determination to change
 

the trend of American inputs to overseas development, probably the easiest
 

bold venture they could contrive would be a major restructuring and expan

sion of food aid. Moreover, if there were serious purpose to make the re

liable provision of 10 to 15 million tons of concessional American food

grains to developmental uses abroad a priority rather than residual claim

ant on the annual U.S. food budget, there is little reason to think this
 

could not be phased into the food economy over the space of a very few
 

years. It probably, for example, would induce some relative price adjust

ments that in turn would entail putting moderately less feedgrains finish
 

on some American, Soviet, and other livestock. But a modestly augmented,
 

stable provision of food aid (with a more developmental, less political,
 

allocation among recipient countries) would not need to cause any continu

ing disturbance of either domestic prices or commercial exports.
 

The foregoing is a summary treatment of a reasonably complex subject.
 

But it is enough to identify what is probably the most feasible way that
 

Americans, via their government, could contribute importantly and soon to
 

the kind of rucal redistributive reform we have been examining.
 

D. Conclusion
 

There are no easy routes to uplifing the poor in a poor country--none
 

even that is conceptually easy in a nonrevolutionary context where a middle

class leadership, blocked from pursuing more radical or surgical redistri

bution and structural-transformation measures, nevertheless is determined
 

to maneuver the system into an improved allocation of benefits to the poor.
 

Clean, reliable redistributive reform is rven harder when the pre

eminent problem of a developing economy, especially a developing country

side, is its lingering stagnation and inertia. Here the dominant need, even
 

more than for equity, is to arouse greater local participation in the devel

opment process. The decentralization of decision and fiscal responsibility
 

for which this almost inescapably argues, at least in larger countries,
 

lodges greater -scretion with the most localized, 12ast reformed elites.
 

Major, expanded, labor-intensive public works programs are no simple
 

or tidy answer for governments which find themselves in this mixture of
 

circumstances. But such programs can provide a kind of programmatic arena
 

in which a determined arousal-cum-equity effort can be pursued. They can
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serve this purpose for a long time. 
 To do so the programs need to be taken
 
up boldly and, 
in terms of policy attention, centrally, but also experi
mentally and, 
for the most part, flexibly.
 

Without country-by-country experimentation (especially without more
 
serious attempts to le'er local fiscal self-help than virtually any devel
oping country has yet tried), one cannot say what the scale of such pro
grams, and therefore, of their direct and indirect income and employment

benefits to the poor, could be. 
 But almost surely the scale could be large.

The more interesting question is which initiating regimes would have the
 
perseverance and cunning to make of the public works program a central
 
stratagem, augmented by other tactics, for permanently improving the poli
tical condition of the poor.
 

As for this last, there is 
no denying that the public works approach

is something of a long shot. 
 But for governments facing the hypothesized

problems it 
is hard to think of more promising alternatives. Sensibly de
signed, the approach can yield 
a much needed array of producive assets.
 
It can provide income and employment benefits. 
It can convert desired spa
tial strategies from theory to practice. 
 It should in most countries be
 
administrable. 
 It can provide the agenda that activates local self
government. Particularly if 
it does not oversell the approach early on,
 
a determined regime may in fact be able to make public works an 
enduring
 
instrument of reform.
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Department of Agricultural Economics, Cornell University (April 1973).
 



CHAPTER X
 

EQUITY AND INCOME EFFECTS OF NUTRITION AND HEALTH CARE
 

Olav T. Oftedal and F. James Levinson
 

When the whole property of this universe has been inherited by
 
all creatures, how can there be any justification for the sys
tem in which somLone gets a flow of huge excess, while others
 
die for a handful of grains? S. P. R. Sarkar I
 

Unfortunately, the tragedy of the poor may be used to justify
 
programs which at best provide them small palliatives and at
 
worst allocate their benefits to the more well-to-do persons 2
 
who control the economic and political sysLem. John Mellor
 

A. Introduction
 

Among the strong arguments for redistribution of wealth and income is
 

the prevalence of malnutrition and ill health among the poor in low-income
 

countries. Without question, much of the burden and suffering imposed by
 

disease, hunger, and malnutrition in these countries could be reduced
 

through the more equitable distribution of resources and services coupled
 

with a reasonable rate of economic growth. Although the dramatic demon

strations of this proposition have occurred in socialist countries, most
 

notably Cuba and China, there is no indication that it is inherently lim

ited to these countries. The significant decline in infant mortality in
 

New York City in the first three decades of this century has been attrib

uted to socio-economic improvement of the poor and developments in the field
 
3
 

of public health, rather than to advances in medical science.


When the process of economic growth bypasses the lowest income groups,
 

particularly in rural areas, it is not surprising that little improvement
 

in health and nutrition occuirs. The Pan American Health Organization
 

found that in Argentina, Bolivia, and El Salvador death rates of children
 

under five years of age in rural areas were nearly twice those of metro
4 

politan areas. Moreover, they note that the rural areas studied are close
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to medical centers and 
thus mortality in the remote rural populations is
 
probably even higher. 5 
 Yet in these same countries--indeed in almost all
 
lcw-income countries--one finds a highly skewed distribution of health
 
services, with doctors, nurses, hospitals, and so on, concentrated in urban
 

areas.
 

This chapter attempts to evaluate the income and equity effects of
 
nutrition and health programs in low-income countries. Unfortunately there
 
is a glaring lack of data upon which to base conclusions. This lack of
 
empiricism on effectiveness, costs, and coverage has made it difficult to
 
consider health and nutrition within the broader economic context. 
Yet
 
such information is essential if efficient allocation of 
resources is to
 
occur, and if 
the growth-promoting and redistributional effects of health
 
and nutrition programs are 
to be recognized and utilized.
 

1. Appeal of nutrition and health policies
 

In an effort to improve equity, at least in 
the sense of increasing
 
the income and welfare of the lowest income groups, health and nutrition
 
programs are attractive in principle. Certainly the poor would benefit
 
from more food (especially nutritious food), 
from improved medical care,
 
and from public health measures. Given estimaces that a majority of the
 
rural populace in some areas has 
a diet inadequate in calories, that nearly
 
half of unmet needs for physician services is due 
to inaccessibility of
 
treatment places or 
lack of adequate finances, and that malnutrition and
 
diarrheal disease--interacting manifestations of poverty--are the major
 
underlying causes of death in children under five, this argument takes on
 
particular importance.
 

To the extent 
that nutritional supplementation and medical care repre
sent goods and services that otherwise would have to be purchased, they
 
constitute increments in real income. 
An argument is frequently made that
 
providing food, rather than income, to 
the poor insures that this increment
 
is appropriately used, the assumption being that food is a more important
 
addition to welfare than, say, a shirt. 
 The fact that the lowest income
 
groups spend 60 
to 80 percent of their incomes on food, and that the first
 
income increments usually result in a still higher percentage spent on
 
food, suggests that providing food rather than income is unnecessary. With
 
regard to the poor, income redistribution and nutrition objectives are
 

probably parallel.
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From another point of view, health and nutrition policies may be more
 

atiractive than other p'licy instruments, given their humanitarian appeal.
 

Opposition from upper income and politically powerful groups may be less
 

vigorous than in the cases of welfare assistance or a negative income tax.
 

In addition, where the benefits of health and nutrition programs are read

ily apparent to the recipients, they may be important means of obtaining
 

political support, be it in a democratic country such as India, which pro

posed an unprecedented eightfold increase in its nutrition budget in the
 

1974-79 Five Year Plan, or in a socialist country such as China whose rural
 

health system is probably more extensive and more effective than that of
 
6
 

any other low-income country.
 

Conceptually, health and nutrition emerge as likely candidates in the
 

selection of policies aimed at the poor. Indeed, they seem inherently
 

biased toward low-income strata whose needs are greater and who will bene

fit more from a given nutrition or health increment than those economically
 

better off. Health and nutrition programs may even represent a means of
 

distributing real income in favor of the poor without depending on the re

distribution of money income. While attractive in principle, however, it
 

is unclear that they actually do favor the poor, given the nature, loca

tion, and magnitude of existing programs in most countries.
 

2. Income redistribution and the target groups
 

Nutrition and health policies can only raise the income and welfare
 

levels of the lowest income groups if, in fact, the benefits extend to them.
 

Yet the poor are by no means a homogeneous group and, being widely dis

persed, they often prove difficult to reach.
 

An expenditure rationale which orients itself to improving the nutri

t!onal and/or hiealth well-being of the poor mus' use some definition of
 

poverty. Poverty can be measured by both relative standards, such that
 

economic inequality is emphasized, or by absolute standards which emphasize
 

economic insufficiency. Despite the implications of a relative approach
 

inherent in the notions of income distribution and equity, it is, from the
 

nutrition/health perspective, the absolute poverty--the economic insuffi-


One would hope to identify some inciency--which is of primary concern. 


come level below which malnutrition and illness are especially prevalent
 

as a consequence of insufficient purchasing capacity and substandard en-


This level would vary from location to location
vironmental conditions. 
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and would not necessarily be equivalent to 
the lowest two deciles or the
 
lowest four deciles of the income distribution. 
Nor would it need conform
 
to some arbitrarily selected poverty standard. 
 As the British poverty re
searcher Peter Townsend has noted, "To establish a minimum income standard
 
is meaningless unless we also show that there are some families with that
 
income who do in fact 
secure a defined level of nutrition. 
This fundamen
tal criticism could be made of nearly all studies of poverty."7
 

Given the diversity of the lowest income groups in terms of geograph
ical locatiofi, environmental context, and ethnic and cultural background,

it is operationally valuable if not essential to determine which subgroup

within an income stratum will derive benefits from a given program. 
The
 
urban poor and the rural poor, for example, represent quite different tar
get groups. 
A health program aimed at urban slum dwellers will face very

different logistical constraints than one directed at scattered peasant

communities in 
a mountainous area. 
 Whereas the former may be successful in
 
reaching the low-income groups, the latter may not.
 

Even if the lowest income groups are not 
the only beneficiaries of the

progiams inplemented, an equity or distributive function may be served if,

relative to alternative policy measures, health and nutrition programs are
 
more successful in reaching the poor. 
 Spillover to middle-income groups
 
may, in fact, streugthen the viability of programs by contributing to their
 
political acceptability. 
Of course, if this spillover is excessive (as it
 
sometimes is) the distributive function is aborted.
 

Where government policies do effectively improve the health and nutri
tional status of the poor, a series of multiplier or indirect benefits can

be postulated. 
The benefit most often associated with such improvement is
 
an increase in the productive capacity of low-income workers. 
 This in turn
 
may lead to higher productivity per se 
and hence increased incomes where
 
worker productivity is a limiting factor in the production process. Whether
 
this represents a net developmental asset, of course, will depend on the
 
effect of such increased productivity on 
total employment. Should produc
tivity and income of the poor increase without exacerbating unemployment

problems, purchasing power would increase, and assuming adequate supply,
 
nutrition and health status would be further boosted.
 

The possible external econ)mies produced by higher returns to education
 
and family planning provide an additional area for speculation. Improved

nutrition of the very young child not only will prevent neurological
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damage to the developing brain but is likely to increase the child's access
 

to social and emoti.onal stimulation with consequent effects on learning.
 

Similarly the attentiveness, motivation, and attendance rate of school
 

children may be improved by better nutrition and health. Family planning
 

efforts are likely to be more successful where infant and child mortality
 

is reduced and parents feel less need to overcompensate for expected child
 

losses. In both cases, family income might be increased in the long run
 

by higher earnings of educated cffspring and the reduced expenses of fewer
 

children.
 

B. 	 A theoretical framework for policy anc_ rogram determination
 

Health systems in most low-incore countries follow a pattern having
 

their origins in Europe and North America. The system revolves around the
 

physician who in turn has been trained in a perspective inherited from the
 

West: that of viewing ill-health as the outcome of specific diseases
 

of a biologic origin. Medical programs, accordingly, place emphasis on
 

treatment of the biological disorder. Malnutrition is considered a spe

cific disease state resulting from dietary deficiencies; treatment consists
 

of the provision of essential nutrients combined with appropriate medical
 

care.
 

As valid as this biomedical, bionatritional approach may be in the
 

care of disease, it is unsuited to health and nutrition planning, and to
 

the formulation of policy. From a broader perspective, ill-health and
 

malnutrition are the outcome of a multitude of environmental, socio-economic,
 

cultural, religious, agricultural, demographic, and psychological variables.
 

Providing potable water supply in combination with improved personal hy

giene, increasing or reorienting agricultural production, or raising in

comes may be more effective means of combatting ill-health and malnutrition
 

than a traditional health center program or a school-based feeding program.
 

Thus in formulating policy, a socio-medical, socio-nutritional approach
 

is required. An attempt must be made to identify the determinants of the
 

problem, or stated differently, the constraints that inhibit improvements
 

in health and nutrition. Once these constraints are identified, the rela

tive costs and effectiveness of alternative policies and programs designed
 

to alleviate them can be examined.
 



--

386
 

1. The constraints model
 

Detailing the many variables that contribute to malnutrition and ill
health can as easily lead to 
confusion and controversy as to concerted
 
policy. In the nutrition field, for example, some argue in favor of 
feeding
 
piograms, while others advocate nutrition education or maternal-child
 
health centers. 
There has been a tendency for agricultural experts to pro
mote increasing agricultural yields, for clinical nutritionists to promote
 
rehabilitation centers, for marketing and business professionals to promote
 
commercially produced nutritious foods--all in response to the same problem:
 
malnutrition of the population, or, more specifically, of the vulnerable
 
groups. 
 Yet there have been few systematic studies of the relative impor
tance of the various determinants of malnutrition in specific locales, and
 
even fewer evaluating the effectiveness of nutritica programs in affecting
 

these determinants.
 

The debates of "education versus income," of "medical care versus
 
feeding programs," and of "health centers versus 
sanitation" might be better
 
dealt with if a conceptual model of the limitations or constraints inhibit
ing the improvement of health and nutrition were devised. 
 While the number
 
of variables thaL collectively comprise the 
"ecology" of malnutrition and
 
ill-health are numerous, it is possible, for policy purposes at least, to
 
condense these into four primary categories of constraints:
 

(i) Local availability of essential inputs,
 

(ii) Adequacy of family income,
 

(iii) Socio-cultural factors, and
 

(iv) Nutrition-infection interactions.
 

This constraints model 
suggests that the pattern and priority of constraints
 
and hence of appropriate policy instruments--may differ from country to
 

country, from community to community, and from one socio-economic group 
to
 
another. 
 Yet in analyzing health and nutri'.ion in low-income countries,
 
certain overall patterns emerge. 
 These are best presented by applying the
 
model to malnutrition and health separately, although, of course, the fourth
 
constraint level emphasizes the synergistic interaction between the two.
 
Health policies which do not 
take into account nutritional deficiencies will
 
not be wholly effective, and vice versa.
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2. The model applied to nutrition
 

The model seeks to identify constraints in the flow of food (calories
 

and nutrients) which result in inadequate consumption, especially by the
 

"vulnerable" groups whose calorie/nutrient requirements may be proportion

ately elevated. In particular the young child and the pregnant and lac

tating mother are considered nutritionally at risk.
 

a) Local availability of essential inputs
 

Either the quantity or the quality (in terms of vitamins, minerals,
 

or protein) of food available may be insufficient at the community level.
 

While the aggregate food supply is influenced by import and export poli

cies, as well as agricultural policies, this constraint may also be attrib

utable to underdeveloped marketing, transport, and distribution systems.
 

At the community level in particular, seasonal variations in supply may
 

correlate with nutritional deficiencies. Where seasonal shortages develop,
 

prices increase--a trend which may be accentuated by adverse climatic
 

The extreme case, of course, is famine. Rural populations
conditions. 


being especially dependent on local production are highly vulnerable to
 

seasonal variations in availability.
 

b) Adequacy ot family income
 

In an urban monetized community family food consumption may be limited
 

by purchasing capacity, which in turn is a function of income, food com

modity prices, and the cost of alternative budgetary demands. In a tradi

tional rural environment, family food supplies will include self-grown
 

crops and foods obtained by barter or purchase. The encroachment of "mod

ernity" is essentially the encroachment of an exchange economy, which is
 

highly monetized, on a traditional economy, which is not. In response to
 

needs for cash, the farming population may (i) offer self-grown foods for
 

sale at the marketplace, (ii) shift to cash crops for sale, (iii) seek rural
 

wage employment, or (iv) migrate to urban areas, perhaps on a seasonal
 

basis, to obtain employment. Thus family income will be a function of such
 

factors as landownership, tenancy arrangements, employment opportunities,
 

wage rates, and credit availability. Where this constraint is limiting,
 

family food supplies will be inadequate, regardless of local food
 

availability.
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c) Socio-cultural factors
 
Not only are family food purchases in a large degree influenced by


cultural preferences, beliefs, and taboos, but intra-family food distribu
tion may be markedly affected. In some societies, emphasis may be placed
 
on the adult male as household head, to the neglect of pregnant and lactat
ing women and young children. Even where overall family food access is
 
sufficiently high (due to local availability and adequate income), malnu
trition problems often remain, particularly among the vulnertble groups

which usually are the focal point of food taboos and nutrition-related
 
belief patterns. Migration to urban areas and exposure to mass media need
 
net lead to nutritionally improved patterns: 
witness the marked decrease
 
in breast feeding in urban areas, with the attendant increase in gastro
intestinal disease and malnutrition among infants and children.
 

d) Nutrition-infection interactions
 
The interrelations of disease and malnutrition have been well docu

mented. 
 On the one hand, malnutrition increases susceptibility to dis
ease, aid on trie other, disease--particularly diarrheal disease and intes
tiaal parasites--leads to increased nutrient loss and greater nutrient
 
requirements. 
 Thus even where adequate food is available one may not be
 
able to iutilize it sufficiently due 
to disease. Moreover, many cultural
 
dictates (constraint iii) specify that foods be withheld during certain
 
diseases, thereby aggravating the nutritional difficulty.
 

It should be evident from this model that any policy directed at an
 
inappropriate constraint will be of little benefit. 
 If local availability
 
is not an important constraint, improved local yields in an agricultural
 
community may not have any nutritional impact unless there are simulta
neous increases in the resources of the poor or reduction in food prices.

Similarly improved income will not benefit socio-culturally constrained
 
families, nor will nutrition education assist those who are too poor to be
 
able to afford food in sufficient quantity or quality. 
Levinson's study
 
on the determinants of malnutrition in the rural Punjab (India) found that
 
while lower-caste landless families were primarily constrained by inadequate

income, the upper-caste, landowning fmilies suffered more from socio-cul
ttral constraints (especially nutritionally inappropriate belief patterns).

"Most interventions which did not in some way augment real income would
 
have a far greater positive effect on the Jat (upper-caste) child than on
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the Ramdasia (lower-caste) and have the ultimate effect of-widening exist

ing differentials." 9 With respect to Northeast Tanzania, on the other
 

hand, Kraut has concluded that differences in nutrition could not be at

tributed to income or social standing, and that "the supposition that an
 

increase in income automatically brings about an improvement in nutrition
 
10 
is inadequate." With increasing opportunity to initiate and evaluate
 

nutrition intervention, it should be possible to test these conclusions
 

(obtained from cross-section analysis) with longitudinal observation.
 

3. The model applied to health
 

As in the case with nutrition, four levels of constraints can be spe

cified as limiting improvements to health. To be inclusive, one should
 

look at all essential inputs that contribute to health: uncontaminated
 

water, sanitary housing and adequate shelter from the elements, hygienic
 

food, and so on. Although each of these might be analyzed according to
 

local availability, family income, socio-cultural factors, and nutrition

infection interactions, which would permit a broad-based approach to ra

:ional health-related resource allocation, the discussion in this chapter
 

is 1imited to the provision of health services per se.
 

a) Local availabi±ity of essential inputs
 

The extremely skewed distribution of trained health personnel and
 

health facilities is perhaps the most easily generalized characteristic of
 

health systems in almost all low-income countries. These health systems
 

are usually hospital-based and urban-oriented, place major emphasis on ti.e
 

training of physicians, despite the higher relative cost, and give rela

tively little attention to auxiliary and preprofessional health personnel.
 

The distribution of physicians between capital cities and the rest of the
 

country, indicated in table 1, well reflects the disparities inherent in
 

such systems. Similar disparities can be observed in hospital bed/popula

tion ratios. The problem of access in rural areas is exacerbated by poorly
 

developed transportation systems. It was found in Turkey, for example,
 

that the combined effect of slower rate of travel and increased distance
 

resulted in the majority (52%) of rural dwellers taking more than three
 

hours to reach health facilities, while only 10% of urban dwellers took so
 
11
 

long. This study covered only those persons who actually had access to
 

health facilities; it can be argued that most of the rural poor do not.
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Table 1. Physician Distribution Relative to Population,
 

Selected Areas, 1964
 

% of doc

Capital City 

tors % of population 

Rest of Country 

% of doctors % of population 

Jamaica 

Guatemala 

Senegal 

70 

82 

63 

26 

15 

15 

30 

18 

37 

74 

85 

85 

Thailand 

Kenya 

60 

54 

8 

5 

40 

46 

92 

95 

SOURCE: 	 N. R. E. Fendall, "Medical Care in the Developing Nations," ed.,
 
John Fry and W. A. J. Farndale, International Medical Care
 
(Wallingford, Pa.: Washington Square East, 1972), table 7.3,
 
p. 208.
 

Oscar Gish has calculnted that over 40% of the rural population in many of
 

the districts in Tanzania live farther than 10 kilometers from any health
 

facility. "It is important to note that 10 kilometers represent, in prac

tical terms, the catchment area of a dispensary or rural health center, as
 

well as a substantial part of hospitals."1 2  He concludes that receipt of
 

health care depends on proximity to a health facility, and that the rural
 

population which has no such access may not receive health care at all.
 

This, of course, does not take into account the treatment (effective or
 

otherwise) provided by indigenous health practitioners. In rural Bangla

desh, homeopaths, hakims, faith healers and other such personnel were found
 

to outnumber doctors, nurses, and trained auxiliaries by about 7.5 to 1.13
 

Similar patterns emerge elsewhere, suggesting that it is "modern" medical
 

care which is unavailable, rather than any treatment at all.
 

b) Adequacy of family income
 

The cost of medical services--particularly of private practitioners-

places an inevitable burden on family income. The burden weighs most on
 

the poor for whom it represents a larger proportion of total income. In
 

Chile, for example, the unmet need for physician treatment, as assessed in
 

a large-scale nationwide survey, was found to be inversely related to in
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come, even after correction for urban-rural differentials attributable to
 14
 

accessiblity of services. Moreover, in looking at total cases of unmet
 

need, lack of adequate finances was the reason most frequently given for
 15
 

not obtaining treatment. For the very poor, even the seemingly innocuous
 

fees levied at nonprofit clinics and hospital outpatient services may be
 

significant. In querying mothers in two Tanzanian villages on why more
 

women did not attend an Under Five Clinic, Bornstein and Kreysler discovered
 

a suggestive pqttern: in the village where more men had work in a nearby
 

(20 cents)
tea estate, thereby earning a cash income, the cost of the clinic 


was not viewed as an important factor, while in the other villages where
 

this income avenue was not readily available, cost was considered the most
 

inhibiting factor. 
16
 

c) Socio-cultural factors
 

The continued use bf indi6 enous practitioners and the reluctance to
 

accept modern medical care have been subjects of much interest in anthropo

is a mistake to
logical and sociological circles. As mentioned above, it 


inter:-ret data on the rural scarcity of health facilities and personnel
 

as indicacive of an absence of any treatment. Trained health workers in
 

low-income countries are "not filling a vacuum but rather are offering al

ternatives and supplements to long-established institutionalized and at
 

least partially efficacious ways of maintaining health and coping with
 

illness." 17 According to one hypothesis, use of modern medical facilities
 

is a measure of relative acculturation. It seems relatively clear that
 

such factors as religious adherence, ethnic origin, familial stability and
 

organization, exposure to formal education, and spatial mobility may con

tribute to or detract from motivation to use modern health facilities and
 

personnel. Furthermore, "social distance" may exist between medical per

sonnel and patients, given differing educational levels, socio-economic
 

backgrounds, and cultural inclinations. This distance is most pronounced
 

in the case of the lowest income groups. While these class barriers may
 

be most evident in tradition-bound rural areas, they also persist in urban
 

areas as observed by Teller in Honduras.
18 Patterns of "dual use" of
 

medical and traditional "healer" facilities often emerge in cities, particu
19
larly among lower so.'j-economic groups.
 

http:Honduras.18
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d) Nutrition-infection interactions
 

The synergistic interaction of nutrition and infection has been noted.
 
The policy implication is that where malnutrition and poor sanitation pre
vail, curative medical care may have relatively little community impact.
 
The work of Scrimshaw, Gordon and others in Guatemala is particularly in
structive. 
 A program of relatively expensive preventive medicine and
 
medical care in one 
village had no effect on 
the frequency of illness among
 
children (though there were 
fewer deaths), while less expensive supplemental
 
feeding of the preschool population in a second village, without any other
 
intervention, gave an appreciable but limited improvement in disease inci

dence. 20 Since malnutrition is most prevalent among the poor, medical
 
treatment may be less capable of restoring normal health to low-income
 
children. Moreover even if 
the lowest socio-economic groups should receive
 
health care equivalent to 
that of higher income levels, this may be insuf
ficient, given their greater needs. 
 Such a situation was indicated in the
 
health utilization survey in Chile: 
 "Apparently tbe more affluent found it
 
possible to satisfy a relatively larger portion of their limited felt need
 
for care, so 
that their utilization rates were 
remarkably similar to 
those
 
of other income groups who needed more health care but 
frequently failed
 

21
 
to satisfy such need."
 

In conclusion it is 
apparent that government policies which seek to
 
promote more equitable health care will be effective only to the extent
 
that the appropriate constraints are addressed. 
The health care plight
 
of the lowest income groups, especially in rural areas, is not due solely
 
to availability, or 
to family income, or to socio-cultural constraints,
 
but rather to a particular mix that will vary from country to country, and
 
from locale to locale. In atteidpting to determine whether health policies
 
effectively allocate "health benefits" to the lowest income groups we are
 
faced with a complex and heterogeneous situation. 
 Nonetheless, if health
 
services 
are not locally available, other constraints remain irrelevant.
 
A first step, then, must involve the provision of services. Yet care must
 
be taken not to exacerbate the family income constraint in the process by
 
excessive fees. An alternative policy measure, probably more relevant in
 
urban areas of countries with reasonably well-developed administrative
 
structures, may be the provision of health insurance, particularly to low
income groups and the unemployed.
 

http:dence.20
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C. Trends in nutrition policy and programs: an evaluation
 

Interest in nutrition at the governmental level initially took the
 

form of institutional child-feeding programs. Indeed such programs con

tinue to command upward of 95% of all budgets directed to child nutrition
 

in low-income countries. 2 2 Largely a response to offers of food aid from
 

industrialized countries and multilateral agencies, these programs are at

tractive for a number of reasons. Primarily they had--and have--political
 

appeal, being direct, highly visible, and generally less sensitive than
 

other forms of foreign aid. Berg estimates that they reach about 125 mil
23
 

lion children in about 100 countries.


Additional governmental nutrition efforts include food fortification,
 

the encouragement of processed nutritious foods, nutrition education, and
 

support for research efforts on the genetic improvement of the nutritional
 

value of staple food grains. These and other nutrition-related programs
 

are considered in this section as alternative policy instruments of broader
 

policies designed to improve incomes and welfare of the lowest socio-economic
 

strata; yet ironically, although nutrition programs often have been justi

fied as assistance to the poor, only scattered attempts have been made to
 

ascertain their effectiveness in reaching the lowest income groups in a
 

meaningful way.
 

Ideally, one would hope in evaluation of the equity and income effects
 

of nutrition programs and policies to look in depth into a variety of con

siderations, most importantly, (i) the extent of coverage of low-income
 

strata, (ii) types of goods and services transferred to the recipients,
 

(iii) evidence that the constraints addressed are appropriate, (iv) proba

ble nutritional and nutrition-related benefits, and (v) projected long-term
 

effects on incomes and equity. In the absence of much quantitative re

search or systematic evaluation of any of these, it is not possible to spe

cify income and equity implications with any precision. Nonetheless, quali

tative trends and hypotheses do emerge fro-m experience to date and are dis

cussed below.
 

Before analyzing particular programs and policies, a point of clarifi

cation is in order, given the focus of the income redistribution project.
 

Nutrition and income redistribution objectives are not always equivalent,
 

although usually interrelated. It is conceivable that certain nutrition
 

programs which do in fact supplement incomes of the poor may have little
 

http:countries.22
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impact on nutritional status per se. 
 (An example might be investment in
 
labor-intensive fruit and vegetable cultivation.) 
 In such cases, it might
 
be appropriate to conceptualize these as important redistributive tools and
 
only secondarily as nutrition programs. 
There also are examples of the
 
reverse situation in which effective nutrition programs (some nutrition
 
education activities come to mind) have minimal direct income effects. 
 By
 
emphasizing the broader concept of equity in this chapter an endeavor is
 
made to encompass both possibilities, arguing that either increased incomes
 
or nutritional benefits improve the lot of the poor. 
An ideal strategy, of
 
course, would integrate both objectives and hence encourage reciprocal ex
change whereby increased incomes improve nutrition, and improved nutrition
 
increases income (via greater productivity or reduced population demand for
 

scarce resources).
 

1. Specific feeding programs
 

Programs with child feeding as 
the primary objective include (i) school
 
feeding programs, (ii) preschool feeding programs, and (iii) take-home feed
ing programs. Those integrated programs which utilize feeding but have ad
ditional or alternative objectives such as nutrition or health education
 
are discussed in the section to follow. 
Adult-feeding programs, while
 
adopted by certain industries, have not received large governmental sup
port, except in famine situations.
 

Of all these programs school feeding is by far the most prevalent and
 
well established. 
 At least two factors account for this emphasis: (i) when
 
feeding programs were initially developed, particularly in the early post-

World War II years, it was not realized that malnutrition exerts its great
est damage on preschool-age children, especially in the range of 6 to 24
 
months, and on 
the unborn child of the last trimester of pregnancy; and (ii)
 
that the school system is perhaps the most-widespread institutional vehicle
 
through which feedii.g programs for children can be channeled. The fact
 
that school attendance and performance may be positively affected offers
 
additional appeal. The development of school feeding in the United States
 
and Europe made this the natural route to go when surplus commodities be
came available for overseas programs.
 

Of low-income countries, the most extensive feeding programs are to
 
be found in India, where, prior to the Indian economic crisis of the early
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and mid-1970s, and cutback of U.S. PL 480 food provision, roughly 17 mil

lion people were fed daily.24 Mid-day meal programs for school children,
 

which alone covered 12 million children daily, were largely supplied by
 

PL 480 (Title II) food donations through CARE and other voluntary agencies.
 

Administratively these programs are operated by state education departments;
 

another Special Nutrition Programme which aims at mothers and preschool
 

children in urban slums and tribal areas, and now covers roughly 3 million
 

children daily, is operated by the central government Department of Social
 

Welfare. Clearly the budgetary expenditures are sizable. The Fifth Five
 

Year Plan calls for a nutrition allocation of slightly over 4 billion ru

pees ($440 million) of which 3.5 billion is earmarked for feeding pro25
 

take into account an estimated 2 billion rupees
grams. And this does not 


worth of foreign food contributions which are anticipated.
 

Thus child-feeding programs might represent a significant income trans

fer--if the lowest income groups are reached. Davidson Gwatkin, in a report
 

to the Ford Foundation, makes a "guesstimate" that in India 10% to 12% of
 
2 6
 

the target recipients are served by the 
various programs put together.


Yet there is little information on the socio-economic groups actl, Lly bene

fiting, or of their urban-rural distribution. Alan Berg observ-!s that
 

"schools in poor, remote villages are the least likely to have feeding
 

programs; and for that matter, the poorest communities--and states and na

27 

tions--are the least likely to have programs. Moreover, "in most coun

tries the size and locption of the programs are planned not only on the
 

basis of need but also on the availability of administrative skills and
 ,,28
 
There are excepother :esources necessary to carry out the program. 


the school lunch program in
tions of course which prove the rule, such as 


the Indian state of Orissa which apparently serves about 70% of schools in
 

to 30% of schools in nonpredominantly tribal districts, compared with 25% 

2 9
 

tribal districts.
 

As important as the location of school feeding programs is the pattern
 

of school attendance. If children from low-income families do not attend,
 

perhaps because they cannot afford school fees, or because they are needed
 

at home, they will not be reached by the feeding programs. In effect, the
 

less-poor and middle-income groups are likely to be the recipients of the
 

income transfers--not the lowest income-and remote rural groups.
 

A similar situation was found in preschool programs in the Indian
 

state of Tamil Nadu, where coverage of the target preschool population by
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all maternal-child feeding centers 
(including day care centers) operated
 
or supported by the state.government was about 12% in 1972. 
 A detailed
 
study of the balwady (day care) programs revealed that almost all of the
 
enrolled children lived within a radius of one-quarter to three-eighths of
 
a mile from the center. "This becomes a critical factor in terms of the
 
(Government of Tamil Nadu's) stated intention of operating balwadies for
 
the benefit of the disadvantaged groups. 
 As long as the physical location
 
(of the) balwady is...dependent on 
local voluntary effort, the government
 
(has) no assurance that in fact the 
(program) is capable of enrolling those
 

3 1
children who are most in need of the services.", In fact, 
centers were
 
almost invariably in the main village, while the lowest socio-economic
 
groups (the scheduled castes) often lived in colonies physically separate
 
from the village proper. Given the predominant influence of the upper and
 
landed castes in village decision maKing, it is not surprising that these
 
day care programs, with their attendant feeding activities, were located to
 
the advantage of the more well-to-do.
 

Take-home feeding represents another distribution design geared to
 
reach the preschool child: 
 free food is made available at a collection site
 
on a periodic basis to be "taken home" for child feeding. 
 In many cases the
 
food is sold in the market or diverted to other members of the family rather
 
than being consumed by the target group. 
 Although in either case the im
mediate nutrition objective is thwarted, the food still represents an in
come 
transfer to the recipient family. 
 Yet, again, the lowest income fami
lies are often the most difficult to reach. 
 At a CARE-sponsored take-home
 
program in tribal areas of Madhya Pradesh (India) those families who were
 
"good collectors" (collected food at 
75% 
or more of the total number of
 
distributions) were compared with "poor collEctors" (15% 
to 20% or less):
 
a significantly greater proportion of poor collectors was 
found among fami
lies of the landless labor group, and among families with mothers who worked
 
full time. 
 "Time is precious and is of overriding importance with that in
come segment which needs to be reached more than any other."'3 2 
 In this
 
context it is worth noting that to-and-fro walking time to the distribution
 
point was estimated at more than two hours for 60% of the participating
 
families. 
 The Tamil Nadu research showed that while only 8% of households
 
in the study area had monthly incomes of less than 150 rupees ($19), 
68%
 
of the target children who did not participate were from households in this
 
income range. 33
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Overall then, child-feeding programs to date probably have not been
 

highly successful in effectively reaching the lowest income groups. In

teresting and dramatic exceptions were the milk distribution programs un

der Frei and Allende regimes in Chile. 34 Originating as far back as the
 

1920s, the milk program saw major expansion in 1959, more than quadrupling
 

in size from the mid-50s, and reaching 20% to 25% of potential benefi

ciaries (infants, preschool children, and pregnant women). Associated with
 

the system of National Health Care, this distribution probably did reach
 

the urban poor but excluded most of the rural populace. The massive in

crease of the milk program in the late 1960s and particularly in the early
 

1970s allowed the inclusion of the rural sector and undoubtedly provided
 

significant additional nutritional and real income benefits to low-income
 

urban groups. By 1967, an estimated 180 million liters of milk were dis

tributed, and coverage of the 0-2-year age group had increased to 70% to
 

80%; under the Popular Unity government of Allende, children up to the age
 

of 15 were brought under the program, a total of some 420 million liters
 

of milk were distributed, and 60% to 65% of all eligible persons were cov

ered. The milk program was viewed explicitly by the government as an in

strument of income redistribution according to Dr. Giorgio Solimano, who
 

headed the country's nutrition program. At the same time, the foreign
 

exchange costs for the program were considerable. Chilean milk imports
 

increased from 6 million kilograms in 1970 to 54 million kilograms in
 

1971, of which some 25 million kilograms were distributed through the Na

tional Health Service. With the military takeover in September 1973, the
 

milk program has been cut by about 40% with elmination of distribution to
 

children over 6 years of age. It continues to be Chile's major nutritional
 

effort and is still a major effort by international standards.
 

In terms of the constraints model, feeding programs can be viewed as
 

addressing the availability and/or family income constraints: on the one
 

hand pfeviously unavailable food (&.g., milk in sufficient quantity) may
 

be supplied, and on the other the food is a supplement to family resources.
 

In some instances children may be induced to eat what their parents would
 

not otherwise be willing to feed them, thereby addressing a socio-cultural
 

constraint (discussed in more detail in the next section). From a nutri

tional perspective, the income increment represented by food will be valu

able only if the food received by the child supplements, rather than sup

plants, his normal diet at home. Supplementation is most likely to be the
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case where parents are unable, due to 
the income constraint, to feed their
 
child as they wish, while substitution is likely where the parents do not
 
realize that inadequate diet is interfering with the child's health and
 
development. 
Feeding programs, therefore, will be most effective where
 
malnutrition is primarily a function of poverty. 
Yet, as shown, due to
 
limitations in the methods of distribution, the poor are the least likely
 
to be reached--except in situations like Cuba and, previously, Chile, where
 
the government has a strong political commitment to assure its success.
 

In the absence of such a major political commitment (which probably
 
must be part of a broader development program with a high premium on
 
equity), feeding programs 
can be expected to redistribute income primarily
 
to the middle-income and less-poor groups. 
 The magnitude of the redistri
bution may not be as great as enrollment figures and budgets suggest, how
ever, due to inefficiencies, wastage, and misrepresentation. In Tamil Nadu,
 
attendance at balwadies was 
found to
35 be, on average, about 75% of enrollment
 

figures. 
 Moreover, food loss resulting from inadequate packaging, infestation, rancidity and blackmarketing can be considerable. 
 For the recir
ient family, the income supplement anc the nutritional benefits will be di
minished by irregularities in feeding aod irregularities in attendance.
 

Clearly the priority need in child feeding, aside from the prerequisite
 
need to make it domestically self-sufficient, is a reorientation both toward
 
children who are younger (including their mothers during pregnancy) and
 
those who are economically disadvantaged. Unless those children in greatest
 
need are reached, the program may simply create the 
erroneous impression
 
that the problem is being addressed. 
 This, in turn, might have the unfortu
nate effect of diverting attention among political elites and international
 
agencies from basic equity considerations. 
 John Mellor has stated this view
 

succinctly:
 

While 30 percent of the population in a low-income country may need
 
major nutritional assistance, a nutrition program is likely to reach
 
only a small proportioo of them. 
 It may make the rich feel good
 
that they are doing something for the poor, when what is really
 
needed is for the rich to go along with the kinds of development
 
programs that will expand employment, incomes and consumption of the
 
lower income classes. However, the laLter course very often in
volves much more substantial social, political, and economic change
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than the rich are willing to tolerate and certainly much more than
 
36
 

is involved in most of the nutritional programs put 
forward.


In the event of famine, of course, Vifferent considerations come into
 

play; mass feeding efforts are perhaps the sole means of addressing the
 

problem of local unavailability of food.
 

2. Nutrition education and integrated programs
 

Nutrition education programs address socic-cultural constraints; thc
 

basic assumption is that necessaril resources are available and that family
 

income is adequate but that these resources are not properly utilized, or
 

not properly allocated within the family. Typically these programs en

courage the use of high-protein foods or foods of high vitamin or mineral
 

content, endeavor to eduoat, mothers in nutrfti.cnal]y sound child-feeding 

and child-care pran.rices, and teach hygiene, T' he extent that the last 

of these instruction is successful, the fourth constraint level (nutri

tion-infection interaction) may also be affected. In some programs the 

education is combined with feeding, health care, or both. Hence the refer

ence to integrated programs. 

The various programs include: (i) "Applied Nutrition Programs,"
 

(ii) nutrition rehabilitation centers, (iii) programs based in maternal

child health (MCH) centers, and (iv) under-five clinics. Of these, the
 

Applied Nutrition Programs (ANPs) are the most widespread and the most
 

numerous, being for the most part the product of concerted United Nations
 

efforts (FAO, WHO, and UNICEF). By 1967 it was reported that ANPs had
 
37
 

been initiated in 57 countries, and in the period 1967-70 further pro

grams were formed in 20 countries.38 In India alone the ANP has been im

plemented in 833 blocks (1971), with greatest assistance coming from UNICEF
 

(7.24 million dollars in the form of supplies, equipment, and other assist

ance by December 1969).39 Nutrition rehabilitation centers (sometimes
 

called mothercraft centers although to some there is a conceptual differ

ence), have been set up in at least a dozen countries, mostly in Latin
 

America: in Colombia, Guatemala, and Haiti they constitute large-scale
 

efforts.40 Under-five clinics are found in a number of African countries.
 

The incorporation of nutrition education into MCH centers varies consider

ably, and usually represents good intent rather than established norm.
 

http:efforts.40
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While each of these programs attempts to incorporate nutrition educa
tion objectives, the particular approach varies, not only between the types
 
of program but also within programs themselves. ANPs involve education
 
through demonstration projects, including cooking, gardens, 
irh ponds,
 
and poultry production, and may include feeding programs; they often are
 
school-based. 
 Nutrition rehabilitation centers provide day care 
(and in
 
a few cases overnight) facilities for children diagnosed as 
malnourished;
 
while the health and growth of the children are being restored through
 
feeding and necessary health care, the mothers undergo training in nutrition
 
education. 
MCH centers actempt to provide nutrition education in addition
 
to regular health treatment. 
Under-five clinics are child-care centers
 
(sometimes mobile) that provide medical services, nutrition education,
 

and free food.
 

As an instrument of income redistribution, nutrition education pro
grams cannot be highly significant. Most basically, the programs do not
 
directly address the income constraint which one would expect to be oper
ative among the poor. 
Moreover, the institutional base of many such pro
grams fails to reach low-income groups. 
 The fact that these programs have
 
not been highly successful in altering community dietary patterns is per
haps indicative. In India, an 
evaluation of the ANP found no significant
 
difference between villages in which there were ANPs and control villages
 
with respect to 
consumption of the nutritionally desirable commodities
 
promoted by the program. 
Nor was any special consideration in ANP vil
lages given to the dietary needs of the vulnerable groups. In part,
 
this was due to limited community impact: 
 "Seventy percent of households
 
in the 30 (studied) ANP villages had neither heard of ANP nor 
did they
 
know anything about its aims and objectives. Not even one percent knew
 
that it 
was a coordinted programme of nutrition education, production,
 
and consumption. 
 Instead most of them referred to ANP either in terms of
 

'4 2
a feeding or health programme."
 This latter observation in itself may
 
be revealing--almost certainly it is the physical real income transfer
 
(of food or medical care) which is valued most by participants. 
At an
 
under-five clinic in Tanzania it 
was found that free distribution of medi
cines and food were the most appreciated activities. 
 "It is noteworthy
 
that 
no mother mentioned health education among the most highly appreciated
 

clinic activities." 43 
 While it would be unfair to accept such valuation
 
as an adequate criterion for the assessment of health education, it is
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likely that, as in agricultural extension, such perception correlates
 

rather well with actual benefits.
 

In that nutrition rehabilitation centers feed and offer medical care
 

selectively to the severely malnourished, they do have redistributive po

tential. Yet in the observations of Warren Berggren, who was instrumental
 

in establishing the program in Haiti, poor families are reluctant to bring
 

their children to the centers, being apparently embarrassed to publicly

44
 

display their impoverished, poorly clothed condition. This difficulty
 

was overcome by active recruiting of the malnourished and by provision of
 

clothing to the children. Once enrolled, the low-income children had good
 

attendance records, however.
 

Even so, it is not clear that the nutrition education components will
 

bring about long-term benefits: in an evaluation of nutrition rehabilita

tion centers in Haiti and Guatemala little improvement was found in the
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growth of treated children one year after discharge. "Perhaps NRCs
 

should concentrate their educational efforts on families where children
 

have malnutrition because of ignorance of the mother rather than because
 

of the very low economic status of the family.
 

At least in terms of distributional considerations, it seems relatively
 

clear that programs with nutrition educational objectives should be
 

combined with efforts to address the family income constraint. Thus a
 

recent report to the Indonesian Government emphasized that such programs
 

should be located in areas where employment- and income-generating proj
46
 

ects are underway. In and of itself, however, nutrition education can

not be viewed as a means to redistribute income to the poor.
 

Mention also should be made of the use of mass media for nutrition
 

education, although few if any nationwide efforts have been launched.
 

While the cost per contact made may be significantly reduced by this means,
 

it probably is not an effective way of reaching the poor in those rural
 

areas where literacy is low and radio ownership confined to the more well

to-do. In addition, culturally and linguistically diverse rural popula

tions will be difficult to reach, as the same message may not be appropri

ate for all; hence, in Zambia a recent mass media effort was concentrated
 

in the urban and more densely populated areas. The potential effectile

ness of mass media in reaching those in need almost certainly lies in the
 

development of media which require neither literacy nor the purchase of
 

receivers and which are logistically capable of reaching the rural poor
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(mobile movie vans are sometimes attempted). In aidition, their effective
ness appears to depend on complementary efforts to disseminate the same
 
messages in person.
 

Perhaps the most promising integrated programs are those in which
 
primary decision making resides in the community. The potential for ef
fective decentralized decision making which can positively affect the poor,
 
rather than simply reinforcing the power of local ruling elites, surely
 
varies considerably among low-income countries and relates not only to the
 
political orientation of the government but also 
to the prevailing social
 
dynamics and community cohesiveness. Nonetheless in several socialist
 
countries, and on a more limited scale in Colombia, Central America, Indo
nesia, and Pakistan, there have been examples of community-managed nutri
tion and health programs usually with some referral relationship to the
 
hierarchical government health system. 
 In the case of nutrition, communi
ties themselves select local personnel who, after a very brief training
 
period, assume responsibility for home visiting and a monthly or biweekly
 
weight surveillance program for identification of young children at risk.
 
For the child who deviates from the growth curve, the worker may provide
 
information or weaning food, 
or where complications arise may refer the
 
family to the appropriate government health service.
 

3. Commercial nutritious foods
 
Since the formation of the Protein Advisory Group at the United Na

tions in 1955, considerable attention and effort has been directed toward
 
alleviating the "protein gap." 
 Some of this attention has taken the form
 
of efforts to develop and commercialize low-cost "protein-rich foods,"
 
usually through the private sector. In a comprehensive analysis of these
 
efforts, Elizabeth Orr describes 69 schemes in 36 countries, a number of
 

which have been discontinued. 4 7 Aside from 15 schemes in which the respon
sible enterprise was owned in whole or in part by the government, govern
ment aid has, in general, been restricted to purchase of product (often
 
for use in feeding programs) and to assistance with promotion. 
The larg
est volume of production has been achieved by Bal Ahar (26,500 tons 
in
 
1969), a product of the government-owned Food Corporation of India.
 

These foods have been distributed both through institutional feeding
 
programs and through the commercial market. 
 Given the costs associated
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with milling, processing, packaging, transportation, and advertising, the
 

comercially marketed high-protein foods have been more expensive than lo

cally produced traditional foods. They are usually beyond the purchasing
 

capacity of low-income groups but may, if purchased by the poor, displace
 

other food purchases. This need not be nutritionally beneficial. Popkin
 

and Latham have illustrated how "by buying a package of commercial food
 

the poor may pervert in the process their overall food budget. The replace

ment will all too often result in the availability of less protein, fewer
 

calories, and less other essential nutrients in their overall food bud
,48
 

get.4 This replacement phenomenon will be especially prevalent among
 

the urban poor exposed to the powerful influence of advertising; the
 

rural populace, less in touch with the market mechanism, will be less
 

affected.
 

Processed nutritious foods cannot be considered equity-promoting un

less prices are reduced through government-provided consumption subsidies.
 

At significantly lower prices, these foods may come within the purchasing
 

capacity of the poor; the replacement effect may be transformed to the ex

tent that the overall impact is positive (more nutrients per unit expense
 

than in the traditional diet). Although unlikely to be useful in rural
 

areas, such programs may benefit the urban poor, particularly where the
 

subsidized foods are distributed through existing rationing systems, as is
 

presently being considered in Pakistan.
 

Unless accompanied by such consumption subsidies, the benefits of
 

commercial protein food distribution will accrue to middle- and upper

income groups. Hence governmental assistance would in effect heighten
 

relative disparities between the poor and the more well-to-do as far as
 

nutritional well-being is concerned. Institutional distribution may in
 

some instances benefit the lowest income groups, though within the limita

tions discussed with regard to feeding programs.
 

The fortification concept poses an additional problem in reaching the
 

49  
low-income groups. Fortification is logistically possible only where
 

the vehicle is centrally processed; when cereals are milled in a multi

tude of village grinding units or when foods consumed are home grown, the
 

fortification approach cannot be used. Yet, certain vehicles such as salt,
 

sugar, and tea, consumed by the population as a whole, may be highly ef

fective carriers where these are centrally processed. Even the rural poor,
 

who are difficult to reach by market distribution, usually consume these
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items regularly and hence would benefit directly from their fortification.
 
The results can be dramatic. In the goiter belt of northern India, a pro
gram of salt iodization reduced the prevalence of goiter among those
 
reached from 38% 
to 3% in ten years. The Governments of India and Indonesia
 
are considering the fortification of salt with iron, a measure of 
enormous
 
public health potential. 
 In Costa Rica and Guatemala the governments re
cently passed legislation requiring the fortification of all sugar with
 
vitamin A, and in Pakistan, the government is considering nationwide forti
fication of tea with vitamin A.
 

For rather minimal cost, the magnitude of benefits may be substantial.
 
Reduction in the incidence of blindness due to vitamin A deficiency, in
creased physical cnpacity (and possibly productivity) with a reduction of
 
iron deficiency anemia, and prevention of goiter (and in extreme cases,
 
deaf-mutism and cretinism) by overcoming iodine deficiency, are cases in
 
point. Unfortunately, the fortification of unconventional carriers (sugar,
 
salt, and tea) is still very much the exception rather than the rule.
 
There also has been some 
reluctance by governments to subsidize the cost of
 
the fortification, although the expense involved ust 
 ly is not high rela
tive to other health-related expenditures. 
 If the lowest income groups are
 
to benefit, such additional costs will have to be assumed by the government
 

or, in some cases, absurbed by the processor. These subsidies can be
 
considered redistributive measures, in that they overcome price
 
disincentives for the poor to purchase fortified foods. 
 In some cases it
 
is possible to go even further, in a distributional sense, by fortifying
 
only items or grades of commodities consumed by the poor. 
 The fortifica
tion of "flour mill atta," a low-grade form of wheat shunned by middle
and upper-income groups in South Asian cities (actually much of this wheat
 
is imported from the United States), is such an example.
 

Another potentially attractive instrument is the genetic manipulation
 
of the nutritional content of cereal strains. 
As in the case of fortifica
tion programs, the constraints themselves are minimally addressed (unless
 
one argues that nutrient availability is increased). 
 Yet unlike fortifi
cation, the effort and expense is not recurring once an improved strain
 
has been successfully introduced. 
Most of the work to date has concentra
ted on corn (Opaque 2), 
sorghum, and wheat, and has attempted to increase
 
their protein content or 
improve their amino acid profiles (i.e., improve
 
protein quality). Where protein deficiencies exist independent of caloric
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needs (a question of raging international controversy among nutritional
 

scientists, but surely one with no universal answer), and where these sta

ples are consumed by the poor and the vulnerable groups, the plant breeding
 

approach should be pursued.
 

While conceptually attractive in benefiting the rural poor who are
 

difficult to reach through most commercially distributed fortified fo.ds,
 

large-scale utilization of cereal strains with nigh nutritive value is
 

still many years off. Important problems of yield reduction, disease sus

ceptibility, and consumer acceptability still have to be overcome. If they
 

can be, they offer major promise for nutritional improvement, and a means of
 

addressing at least part of the malnutrition problem of the poor.
 

4. Nutrition-related policy areas
 

That family income is a limiting constraint to improvements in nutri

tion for the poorest groups in many if not all low-income countries has
 

been observed repeatedly in this presentation. Obviously, then, any gov

ernment policy which increases the incomes or wealth of the poor may be
 

nutritionally beneficial; conversely, policies which undermine their eco

nomic base may be nutritionally detrimental. Such measures as employment
 

generation, wage increases, improved tenancy relations, redistribution of
 

land, increases in small-farm yields, extension ot credit to smaller farm

ers--in fact all policies and programs that redistribute income in favor of
 

the poor, as discussed in other presentations at the Research Program in
 

Economic Development Conference at Princeton, may lead to improvements in
 

nutrition and thereby well-being.
 

Government price policies are of particular nutritional significance.
 

Many l~ss developed countries have used positive price policies as an in

centive to producers: higher food prices serve to redistribute income from
 

the nonagricLitural to the agricultural sector. Yet the greatest increases
 

in income will be to those who sell more of their produce; the rural sub

sistence farmers who sell little will not benefit equally from such a nrice
 

policy. At the same time, low-income food purchasers--i.e., the cash

dependent rural poor, the urban poor and, to the extent that they purchase
 

from the market, landless farm laborers--will have to pay higher prices and
 

hence may have to decrease their food congumption. "A rise in agricultural
 

prices redistributes income away from low-income urban consumers and towards
 
5 0
 

high-income agricultural producers."
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In the case 
of cash crops, the effect is different. Price increases
 

lead to higher incomes for-the small cash-crop farmers, while the urban
 

poor and rural poor are not hurt since these goods usually are beyond
 

their purchasing capacity. This is 
true also of high priced food commodi

ties produced by farmers for sale. At 
the same time, excessive zeal for
 

higher production of such crops has had the effect, in an increasing number
 

of countries, of luring land away from the production of domestically con
sumed staples, thus decreasing their availability and increasing their price
 

to the low-income consumer (who also benefits least, if at 
all, from the
 

benefits of any foreign exchange earniugs from the cash crops).
 

Negative price policies which artifically depress prices favor con
sumers. 
 But unless small farmers are able to increase ouput enough to
 

compensate for the lower price, they lose income. 
 Urban and rural cash

dependent poor would benefit, unless scarcity conditions arise (due to unmet
 
demand): "What is produced would probably end up in the hands of the well

to-do, who are usually 
better able to procure scarce commodities, unless a
 

rigid program of distribution to low income groups were implemented." 51
 

A final consideration must be given to relative yields and prices.
 

One detrimental impact of the Green Revolution may have been a decrease in
 

pulse production as farmers turn to more profitable cereal strains. 
 Again
 
the losers are the poor whose income elasticity of demand for pulses con
siderably exceeds that of the wealthier groups. 
 Today with higher pulse
 

prices (up 40% in two years in Pakistan) and less fertilizer on which the
 

new cereal strains are dependent, this imbalance may be redressed. The
 

development of higher yielding strains of pulses, however, would help con

siderably in this regard with benefits skewed to the poor.
 

Call and Levinson suggest that discriminatory prices, by which the
 
consumption of low-income groups would be subsidized by the government,
 

5 2 
could improve the nutrition of the poor.
 In spite of high costs (the
 

Government of Pakistan spent $1.00 million on 
a two-tier consumer pricing
 

policy for wheat in 1973) and major administrative expense and commitment,
 

such policies, which assure adequate amounts of essential commodities at
 

subsidized prices, may represent the only effective means of translating
 

production increases into improved consumption for the poor. In Pakistan,
 

this subsidized consumption system has increased the 
real income of the
 

lowest income group by roughly 10 percent and the caloric intake of this
 

group by between 9 and 14 percent. 
Without the subsidy their nutritional
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needs, only a small portion of which constitute effective demand and hence
 

are taken into account in agricultural supply projecLions, will continue
 

to be largely neglected.
 

Trade policies can have a significant effect on nutrition, particu

larly where a large portion of food needs are imported, or where land use
 

is oriented around export crops. Cash crops may be encouraged for export,
 

to the detriment (or benefit) of nutritional considerations. Food imports
 

influence domestic food prices and thereby consumption. Conversely, nutri

tion programs can influence trade: witness the milk powder imports re

quired for government distribution programs in Chile.
 

It goes without saying that education can influence the social and
 

cultural factors which in turn influence food habits and child-feeding
 

practices. It also, at least conceptua-ly, can affect productivity and
 

future earnings, thereby addressing the family income constraint in the
 

future.
 

The development of transportation networks--roads, railroads, or water
 

transport--may also have significant impact on nutrition, not only by al

lowing greater access to markets (both for sale and purchase) but by ena

bling food to be transported into areas of scarcity. As Alan Berg notes,
 

"the major contribution to the solution of regional famines in India ap

pears to have been construction of the railroads." 5 3 Likewise, improved
 

food storage can help balance out the seasonal fluctuations in supply.
 

Disaster relief measures themselves may bring not only short run re

lief but long-term nutrition policy gains. Thus the Bihar famine of 1967
 

and the emergency relief program dramatized to the Indian Government the
 

importance of nutrition: "Tne famine led to interest and in some cases
 

emotional commitment, which in turn led to a variety of programs, a nutri

tion policy, and a chapter on nutrition for the first time in the Five Year
 

Plan.,54
 

The importance of public health efforts--improved water supply, sani

tation, waste removal, infectious disease control, anti-parasite programs
 

--to name but a few, all impinge upon the nutrition-infection constraint
 

and may bring marked improvement in the nutritional well-being of the
 

malnourished.
 

Lastly, family planning efforts are interrelated with nutritional
 

considerations. To the extent that family size is reduced, the availability
 

per person within the family may be increaqed. It is also possible that
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the success of family planning may depend on improved nutrition--as long
 
as 
infant and child mortality rates are high, a result of the interaction
 
of malnutrition and disease, there may be little motivation for low-income
 

parents 
to limit family size, given that children, especially sons, are
 
important investments as future income earners. In fact parents often over
compensate for expected mortality to 
assure the desired number of sons.
 
Needless to say, 
Lhu initial impact of improved nutrition may be an increase
 
in family size (due to increased survivorship), but this, it is assumed,
 
would merely represent a transitional phenomenon. Operationally there is
 
increasing evidence of the value of integrating family planning and nutri
tion efforts, where both are 
being delivered through coimunicy-based centers
55 
or extension agents. 
 Where health and nutrition services are also pro
vided, there usually is greater receptivity to the family planning message.
 

From this brief summary of related policy fields it is evident that
 
nutrition planning must be an integral part of overall development planning.
 

Indeed, the fact that the lowest deciles in 
the income distribution are often
 
bypassed by the development process could argue in favor of nutrition con
siderations that could inject a greater concern for the poor. 
 Evidence from
 
areas which have witnessed rapid growth 
rates suggests that socio-economic
 

growth without explicit attention to the malnutrition problems of the poor
 
and the vulnevrable population groups may well leave these groups marginally
 
affected. 
At the same time, it is unlikely that nutrition policies alone
 

provide viable long-term benefits to the lowest income groups in the ab
sence of related socio-economic improvements. 
 The two are complementary
 

and must be addressed in tandem if desirable results are 
to be achieved.
 

D. The distributive impact of health programs
 

The skewed distribution of health care services can be viewed along
 
at 
least two component axes: the urban-rural dimension, and the income
 

dimension. Both the urban poor and the rural peasant tend to 
be by

passed by health delivery systems in iow-income countries. Yet in terms
 
of numbers of persons affected, there can be little doubt that physical
 

inaccessibility of modern medical services is 
the first limiting factor.
 
In Ghana, for example, "health facilities are so distributed that they
 

cannot offer any kind of service to more than, at most, 20% of 
the popu

lation."5 6 
 The rural health center system in Thailand reaches at most 6%
 
of the rural population, although an additional 15% 
to 20% are able to use
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district hospital services. Even where more effective rural health pro

grams have been launched, as in Iran, only half the rural population may

58
 

gain acctss to outpatient care.
 

The emphasis of this section, accordingly, will be on the extent to
 

which government health policies overcome urban-rural inequities. This is
 

probably ; more pressing concern and certainly a more decipherable situa

tion than that of differential use of health services by income groups.
 

Virtually the only studies of differential use by socio-economic levels
 
59 60
 

are a few utilization surveys (e.g., Chile, Colombia, and scattered
 

pieces of sociological research; as a whole the medical profession has
 

been remarkably unconcerned with the need to collect information on the
 

nature of its coverage. While Charles Teller may be accurate in his doubt
 

that "a more equitable geographic distribution of health personnel and re

sources (alone) would be sufficient to make a noticeable improvement in
 

the medical care of the lower classes in most Latin American 
countries,"
 

given powerful social class barriers, equitable distribution is almost
 

certainly a necessary, even if not a sufficient, condition for health im

provement of the poor.
 

In the following pages, then, the problem of health facilities and per

sonnel distribution, i.e., the "local availability" constraint, will be
 

addressed primarily.
 

1. Organization of the health sector
 

Patterns of health care delivery have varied widely from one low

income country to another as a result of differing historical--and particu

larly colonial--experiences. While health care in some countries is orga

nized and coordinated at the nationai level under an encompassing national
 

health service, there is, in other countries, fragmentation and duplication
 

of delivery systems, such that effective governmental control is minimal.
 

Thus the mere observation that health resources are highly concentrated
 

in urban areas does not, in itself, indicate whether this is due to gov

ernmental policies, or to a lack thereof. It is therefore useful to look
 

at the organization of the !,ealth sector in discussing the distributive
 

impact of governmental health policies.
 

The degree to which a government is able to direct the allocation of
 

health resources is dependent on the extent of governmental coordination
 

1 
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of health-related delivery systems, and on the relative strength of the
 

public versus the private health services. Experience has shown that the
 

private sector usually represents particular interests rather than the
 

needs of society as a whole. 
When the private services are particularly
 

dominant in a country, they often dominate the public services, rather
 

than vice versa.
 

The public and private sectors can be further broken down into various
 

types of services, according to 
the pattern of ownership and the particular
 

recipients serviced. While the organization of services in no two coun

tries is likely to be the same, the 
following broad categories can be
 

defined: 
 ministry of health services, special government services, social
 

insurance schemes, mission and charity services, industrial and agricul

tural enterprise services, private practitioners, and indigenous health
 

practitioners. Each category will be discussed briefly, with special
 

reference to the population group being served.
 

a) Ministry of health services
 

Although some countries, such as Cuba, have developed strong central

ized national health services, ministries of health often have relatively
 

little control over the delivery and distribution of services: "Although
 

responsible for health planning, ministries of health in Latin America
,62
 
have had very little authority over medical care." This may be due to
 

the development of other governmental services, such as social insurance
 

schemes in Latin America, or due to the predominance of mission and charity
 

institutions (especially in Africa), 
or due to the strength of the private
 

sector (as in Pakistan). Even more decisive, the ministry of health may
 

suffer from severe budgetary constraints. Yet for redistributional pur
poses, ministry of health services generally need both expansion and re

orientation, even if the ultimat- goal may be community-based, decentral

ized control and decision making. 
 Instead, all too often, resources are
 

channeled into politically attractive (and also expensive) urban hospitals
 

and clinics.
 

b) Special government services
 

In low-income countries, these usually include special services for
 

the military and the civil service. 
 In Latin America, for example, the
 

military, and subsequently the police forces, regarded as important for
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the maintenance of political and social stability, have enjoyed preferen

the present.

to health services from early colonial times to 
tial access 


Thus in Peru the armed forces and police own and operate 7 hospitals,
 

thereby utilizing about 7% of the nation's hospital bedF, 10% of the medi

cal personnel, and 17% of the professional nursing personnel--although the
 

64 

number served is less than 3% of the population. The extent of coverage
 

by such systems usually is limited, and biased away from the lowest income
 

groups who are less likely to be employed in these services.
 

c) Social insurance schemes
 

A variety of social insurance schemes have been established, differing
 

in extent of coverage and provision of services. Given the overall short

age of health resources, these schemes often own and operate their own
 

facilities with their own personnel. In addition to direct patterns of
 

health care provision, some schemes may also allow the purchase of services
 

from the private sector. Social insurance schemes, however, usually are
 

limited to wage earners and salaried employees, and sometimes to the self

employed in urban areas. The programs for white-collar salaried employees
 

may be distinct from those established for wage earners, as is the case
 

Social insurance schemes are most prevalent in Latin America,66

in Peru.

65 


but are relatively rate in Africa--over 30 of the independent countries of
 

Africa are without them. 67 The few that exist in Asia usually are confined
 

to the industrial and commercial sectors, and sometimes to only part of
 

these. Thus the Employees' State Insurance Corporation in India is limited
 

to employees in nonseasonal establishments of 20 or more persons in which
 
68
 

a manufacturing process is under power. In no case is the rural agri

cultural population significantly covered: "In many cases the law ex

cludes the farming population; in others the coverage provided is restric

ted to wage earners; in others again the protection provided for by law
 

remains a dead letter because the necessary administrative services are
 

69

lacking. 


d) Mission and charity services
 

Religious and humanitarian organizations have contributed significantly
 

to the development of medical care in many low-income countries. The
 

Catholic Church, for example, assumed responsibility for the sick among
 

the poor in many Latin American countries, and a system of charity hospi
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tals was established. 
By 1961, charity hospitals accounted for 40% of
 
hospital beds in Peru and provided the only readily accessible facilities
 
for many communities. 70 Of prime importance, the religious hospitals often
 
were constructed in rural 
areas, where the need was greatest; as they are
 
unable to be fully self-supporting, these rural hospitals are 
depe' .nt
 
ov 
government grants and foreign support for their continuance In Africa,
 
where overall health services are generally less developed, the mission
 
hospitals are particularly significant: 
 in Malawi they provide 2,027
 
hospital beds out of 
a total of 8,074; in Kenya, 2,207 
out of 10,368; and
 

in Ghana, 1,622 out of 7,037.71
 

e) Industrial and agricultural enterprise services
 
In many countries the largest employers have established some medical
 

facilities for the care of 
their workers. 
 The Ivory Coast, for example,
 
7equires an employer with more 
than 20 employees to make a nurse perma
nently available, and an employer with more than 100, 
to provide a first
aid post and a dispensary. 
 In Tanzania, enterprises employing more than
 
100 workers must provide regular medical care, and in Cameroon any planta
tion having more than 1,000 workers must appoint a full-time doctor. 
 "In
 
practice, however, although the situation may be satisfactory in the larger
 
undertakings, it is very difficult to 
ensure 
that the small and medium
sized plantations comply with these standards." 73
 Nonetheless a substan
tial portion of privately owned hospitals may belong to 
industrial and
 
agricultural enterprises: 
 in Peru 42% of private-sector hospital beds
 
are in this category.74 
 Their coverage is limited, of course, to em
ployees, and eligibility is retained only as long 
as they continue to
 

work.
 

f) Private practitioners
 

Private practitioners usually engage in a fee-for-service practice
 
and hence cater to the upper-income groups, although some doctors also
 
offer limited services to poor patients without charge. 
 In general, the
 
forces of effective demand--coupled, of course, with prestige and other
 
benefits--attract 
the private practitioner to the larger cities: 
 in Tur
key over two-thirds of full-time private physicians are locatcd in Istanbul
 

75 
and eight other large cities. The rural 
areas are generally avoided.
 
The proportion of physicians in private practice varies widely from country
 

http:category.74
http:7,037.71
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to country; moreover physicians in public service often augment their in

comes through private practice. Oscar Gish ha emphasized the importance
 

of the private medical sector in determining utilization of public
 

facilities:
 

Where the private sector is dominant,...the public s,ctor
 

becomes more an instrument of private medicine than anything
 

eise. The misdirection of public sector hospital beds,
 

services and drugs toward private [,atients is a commmonplace
 

in all the countries of the lcdian sub-continent. However,
 

it is where the private sectcr is most dominant that these
 

phenomena are most common; it is not unusual in such countries
 

for the resources of publicly owned hospitals to be very
 

substantially at the disposal of the senior hospital doctors'
 
7
 

private patients.
 

g) Indigenous health practitioners
 

In most rural areas, indigenous health practitioners outnumber modern
 

health personnel to a considerable extent and are the primary source of
 

health care. While the quality of these practitioners undoubtedly varies
 

considerably, not all are ineffective. Thus in China and India, there are
 

"many traditional doctors who practice an empirical medicinc and who are
 

certainly not sorcerers or magicians; the Ayurvedic and Chinese arts of
 

:.ealing, for example, are effective against man," symptoms and the drugs
 

are very cheap."
177 

In addition to traditional doctors, there are tradi

tional specialists such as midwives, wound dressers, and bone-setters, as
 

well as supernatural healers. While at the present virtually all such per

sonnel (except in China) are outside of organized health delivery systems,
 

there is increased interest in the question of using them to reach rural
 

communities with more effective health care. The former Director of Medi

cal Services of Ghana has observed that "tbs resource, which has yet to
 

be tapped, is likely (when properly harn.essed) to help bring more of health
 

as we understand it to the people of Ghana than can any orthodox medical
 

practitioners."
 

From thib overview it should be apparent that a diversity of health
 

care services exists in low-income countries. It also is evident that the
 

health care offered by government services, by social insurance schemes,
 



414
 

by industrial and agricuitural enterprise services, and by private prac
titioners ore largely biased toward the urban-dwelling, employed, and the
 
more well-to-do.
 

n that these systems concentrate services in urban areas and gener
ally bypass th. 
2owest income groups, they actually augment income dis
parities between the participants and nonparticipants. With regard to
 
social insurance schemes, Robert Savy observes:
 

It is even more obvious (in Africa) than in Latin America
 
that the benefit of social security is enjoyed by the
 
privileged few. 
A minority of workers, in industry and
 
occasionally in agriculture, are lucky enough to receive
 
a regular income far higher than that of the African
 
peasant, and social security has assumed responsibility
 
for guaranteeing this income against the ordinary contin
gencies of life, thereby emphasizing, rather than reduc
ing, the disparizies between the two groups. 
 It is only
 
now that we are beginning to realize that, paradoxically,
 
progress in the social security field may be an obstacle
 
to the achievement of greater social justice in the devel
oping countries, and the implications will have to be
 
clearly understood before adequate policies to eliminate
 
the danger can be framed.78
 

2. Patterns of health facility development
 
Inasmuch as 
health priorities in low-income countries have been pat

terned after those in industrialized countries, it is no surprise chat
 
much emphasis and expenditure has gone into the construction and operation
 
of hospitals in preference to health centers, whether in the private or
 
public sector. In evaluating this trend, a few salient points are worth
 
considering:
 

(i),Hospitalsarebestsuited to high population densities. 
In
 
the rapidly expanding capital cities, there may be advantages in concen
trating and centralizing limited resources 
in one or a few multistoried
 
buildings. 
Yet in rural areas where the population is widely dispersed
 
and transportation facilities poor, the net effect of concentrating re
sources 
is to isolate them, making health care unavailable to the majority.
 

http:framed.78
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(ii)The catchment area of any health facility is limited. In
 

rural areas, distance from a health facility is a major determinant of
 

utilization. In Kenya it was found that 75% of admissions79to hospitals
 

and 95% of outpatients come from within a 25-mile tadius. Two surveys
 

in Tanzania revealed that about half of rural health center outpatients
 

came from within 7 or 8 kilometers and a full 80% from within 15 kilometers.
 

Moreover, when hospitals or health centers are located in cities or towns,
 

a very large proportion of admissions and outpatients will come from that
 

city or town.
 

(iii) The cost of hospital construction and operation is very high,
 

relative to utilization. Oscar Gish estimates that for the same volume of
 

expenditure that is required to build and equip a modest 200-bed regional
 

hospital in Tanzania, it would be possible to build 15 fully equipped
 

rural health centers, including staff housing:
 

With 15 such centers it would be possible to meet most of
 

the curative health care needs of approximately 300,000 to
 

0.5 million people, and to launch a wide variety of pre

ventive health care activities. In Tanzania today at 15 such
 

centers there are close to 15,000 admissioned and 1 million
 

outpatient visits per annum. At the regional hospital, by
 

contrast, it would be possible to admit about 9,000 in

patients, a great majority of whom--at least potentially-

could be treated as well at a health center (15 centers
 

would contain more beds than a regional hospital), and a
 

tota1 of close to 400,000 outpatients, virtu.iuly all of
 

whom could be provided for as well at a health center.
 

The running costs for 15 RHCs in Tanzania are virtually
 

the same as for one 200-bed regional hospital.
 

A consultant hospital, furthermore, might cost twice as much per hospi

tal bed as a regional hospital. It is not unusual for the capital expendi

tures on a large capital city teaching hospital in Africa to be greater
 

than the entire annual health budget of the country.80 In Senegal 40% of
 

the annual health budget is allocated to the large teaching hospital in
 

Dakar, while in Guatemala 73% of hospital expenditures are devoted to
 

http:country.80
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hospitals in the capital city which represents only 15% of the national
 

population.
 

(iv) Large city hospitals are more prevalent than smaller rural
 
hospitals. Table 2 indicates that the number of general hospital beds
 
may be as much as 
ten times the number of rural or local hospital beds,
 
especially in Latin American countries, which have relatively more total
 
hospital facilities than most African or Asian countries. 
 The figures for
 
total beds are somewhat deceptive when compared with government-adminis
tered beds, however. 
 Thus in Peru, although 87% of all hospital beds are
 
in the public sector, only 35% 
are under the Ministry of Health;61 in
 
Ghana, 23% of all hospital beds are in mission hospitals8 2 and another
 

83
fraction is in hospitals operated by various industrial concerns.
 
(v) Large hospitals a,. 
 more suited to the requirements of medi

cal specialists. 
 The larger hospitals are apt to be better equipped, more
 
specialized (either as 
a whole or 
in terms of internal divisions), and
 
more teaching/research-oriented. 
With the growing numbers of highly
 
trained medical specialists, the pressure for costly facilities increases.
 
F. T. Sai, the former Director of Medical Services in Ghana, notes that in
 
his country, doctors as 
a group "have actively misinformed the political
 
leadership on 
the importance of hospital specialists and hospital equip
ment in relation to 
the total health needs of the people. This kind of
 
misinformation, added to 
the politician's 
own desire to be identified
 
overtly in the short 
term with visible results, has impeded reorientation
 

84
 
of the health system.
 

(vi) Health facility priorities are essentiallypolitical deci
sions. 
 "The major influence on health-service policy in Ghana, up till
 
now, has been political. 
 This is true of all developing countries, and
 
will probably remain true for the next ten or twenty years.
1185
 Hospitals
 
are highly visible and likely to attract the backing of urban and govern
mental elites. 
 A rural health center, on 
the other hand, is less visible
 
and less politically attractive, although much more in accord with the
 
needs of the majority of the population. In low-income countries experi
encing socialist transformations, however, the emphasis on 
rural areas is
 
part of the political platform--be it in China, Cuba, or Tanzania. 
In
 
Chile, emphasis shifted toward health centers with the election of Salva
dor Allende's Popular Unidad government but, apparently, reverted to hos
pital-orientation following the change of government. 86
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Table 2. Number of Hospital Beds in Medical Establishments
 

(per 10,000 total population)
 

Local or Medical and
 
General Rural Maternity
 

All Types Hospitals Hospitals Centers
 

2 .2a .3a
 1 2 .1a 4 .1a 	 2
Chad 


9 .5a 3 .9a 0.8a 4.5a
 Dahomey 


1 7 .6a 8 .3a 2 .5a 0.1a
 Egypt 

5.8 0.3a
 10.4 3 .0a
Ghana 


Nigeria 5.2 3.7 	 0 .1 a 0.5
 

2.0a .1a
 
1 3 .5a 7 .4a 	 4
Senegal 


a
 
24 7a 

a 4.3a 0.2
15.0
Tunisia 


Uganda 18.6 11.7 b 5.8
 

Argentina 55.8 38.3 b 2.2
 

Cuba 50.0a 19 .2a 1 .2a 7.8a
 

1.0 .8a
21.0 11.9 	 1
El Salvador 


Mexico (1966) 19.5 15.1 b 0.6
 
b .9a
32.5 22.2 	 0
Panama 


Peru (1968) 23.9 18.5 1.2 0.3
 
a


1.5 1.8
31.7 16.5
Venezuela 


Hong Kong 38.9 27.1 0 .0 a 2.3
 

Indonesia 6.8 5.1 0.6 b
 

Iran 12.9 6.1 0.2 2.3
 

Pakistan 6.0 4.3 0.1 0.6
 
4.5 0.7a
 10.3 2.0
Thailand 


a

b 1.1
20.2 11.8
Turkey 


aFigures are for government establishments; otherwise, they indicate the
 
total number in the country.
 

bNot known.
 

SOURCE: 	 World Health Organization, World Health Statistics 1969 (Geneva;
 
WHO, 1973).
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From these considerations it is evident that emphasis on "quality
 
care"--the highly equipped modern hospital--serves to further concentrate
 
health resources in urban areas where they are of limited value to the
 
rural poor. The much discussed referral system, that allows the referral
 
of patients with difficult or demanding health problems to successively
 
higher and more specialized levels of care, has not proven effective in
 
most lou-income countries, given the neglect of rural health centers.
 

3. Health personnel: supply and distribution
 
The medical graduate, as 
presently trained in most low-income coun

tries, is poorly prepared to 
tackle the pressing health problems of rural
 
areas. 
 If not acLVally a graduate of a foreign medical program, the young
 
doctor has been schooled in a medical education system patterned after a
 
European model. In particular, the medical student is trained in such
 
subjects as anatomy, physiology, and biochemistry, and accordingly views
 
disease from a biomedical perspective. 
His public health exposure is
 
minimal. 
Medicine becomes, for many, a field of scientific and intellec
tual interest, with higher status accorded to 
thc":! who specialize and
 
produce original research. 
In pursuit of these interests, and to obtain
 
further specialty training, many medical doctors travel to Europe or 
the
 
United States--often not to return. 
 Those who do return are likely to
 
pursue specialty practice, often in specialties largely irrelevant to
 
the poverty-embedded populations of their countries. 
 Thus of 80 Ceylonese
 
doctors who returned to Ceylon from study in Britain, there were only two
 
specializing in nutrition or public health, while ten specialized in an
aesthesia, ten in general surgery, ten in obstetrics and gynecology, eight
 

in psychiatry, and six in eye surgery.8 7 
 Many of these pers;ons will in
sist upon sophisticated hospital facilities to continue in their special
ty, while few will be willing to engage in rural work (see table 1).
 

The extensive training of medical doctors, requiring clinical experi
ence in teaching hospitals, is a costly business for countries with limited
 
budgetary resources. The substantial loss of medical graduates from low
income countries to the wealthier nations can represent a major economic
 
drain. 
The loss from the Philippines is especially severe but not unique
 
among low-income countries: 
 in 1968, the number of Filipino medical grad
uates who took the examinations required for full medical registration in
 
the United States (i.e., who planned to practice full time in that country)
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was equivalent to more than half the output of the Philippine medical
 
88
 

schools in the same year.
 

An educational system which is geared to produce doctors best suited
 

for practice in the industrialized nations is certainly contrary to the
 

health needs of the majority of the population in a low-income country.
 

Hence doctors must be coerced to engage in rural health work: in a number
 

of countries medical graduates face compulsory rural service under ministry
 

of health jurisdiction for one or a few years. In Tunisia new medical
 

graduates are required to spend two years at a rural assignment;8 9 in Iran
 

medical graduates are drafted into the rural health corps rather than into
 

regular military service. While such steps certainly help to redistribute
 

health resources to rural areas, they are an inadequate solution, since the
 

doctors almost always return to the cities at the end of the compulsory
 

period.
 

An approach sometimes advocated is to increase the output of medical
 

graduates so that doctors in the cities will become surplus and will have
 

to seek employment in rural areas. The most basic faults with this notion
 

are (i) that medical graduates may prefer emigration to rural work, given
 

their training and (ii) that the process of filtering out to the country

side may occur so gradually (first large cities, then small cities, towns,
 

large villages, and so on) as to be insignificant relative to the pressing
 

needs of the rural populace; the gains might not even match the rate of
 

population growth. In countries where physicians are particularly scarce,
 

as in many African countries, and which must depend on foreign nationals
 

to provide medical care this argument seems especially out oi place;
 

while expansion of highly trained health personnel may be desired for other
 

reasons, it is no solution to the problem of maldistribution. Mere expan

sion of medical schools in a low-income country is unlikely to have any
 

redistributive benefit to the rural population.
 

Table 3 compares the ratioi of physicians and other health personnel
 

to population in a number of cor.itries. The table reflects both the in

adequate number of health personnel and the opposition of physicians to
 

larger numbers of (and greater delegation of responsibility to) auxiliaries.
 

The alternative strategy is to train a select group of rural persons
 

in some basic health skills and to delegate to them major responsibility
 

for primary care in rural areas. The most massive and successful. example
 

of this approach has been implemented in the People's Republic of China,
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Table 3. Population per One Member of Professional
 

Health Personnel Category
 

Algeria 


Ethiopia 


Chana 


Kenya 


Senegal 


Tanzania (Tanganyika) 


Tunisia 


Uganda 


Zambia 


Brazil 


Chile 


Guatemala 


Haiti 


Peru 


Venezuela 


Bangladesh 


Ceylon 


India 


Indonesia (1967) 


Iran 


Pakistan 


Thailand 


Turkey 


aNot known.
 

Per 

Physician 


7,680 


71,800 


15,200 


12 140 


15,120 


24,680 


5,780 


12,920 


13,580 


1,950 


2,440 c 


4,860 


13,210 


1,920 


1,100 


7,600 b 


3,690 


5,240 


27,560 


3,330 


4,020 


8,410 


2,260 


Per Nursing and
 
Midwifery Per Medical
 
Personnel 
 Assistant
 

2,460 134,850
 

a 164,040
 

1,0 50b 46,000
 

3,140 12,120
 

2,200 39,790
 

3,410 53,450
 

7 60c a
 

1,370 22,720
 

a 4,450
 

3,0 80d a
 

4,330c a
 

5,220 a
 

7,340 a
 

2,580 a
 

460 28,120
 

43,160 b 

a
 

1,460 9,560c
 

5,650 a
 

5 ,74 0c a
 

2,850 293,580
 

7,400c a
 

2,360 330,860
 

1,240 a
 

bNumber on register; not all working in the country.
 
CPersonnel in government services.
 
dHospital personnel.
 

SOURCE: 
 World Health Organization, World Health Statistics 1969 (Geneva:
 
WHO, 1973).
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where rural medical services were dramatically expanded beginning with the
 

"Cultural Revolution" in1965. Rural workers were (and are) trained in
 

sanitation, health education, i$manization, first aid, and some aspects of
 

primary care and post-illness follow-up; in the villages they serve as
 

"barefoot doctors," able to deal with the majority of rural health prob
90
 

lems. There are now said to be over a million of these rural health
 

workers. This professional approach, when combined with other social and
 

economic benefits to the poor, and in the context of mass participation
 

and effective governmental authority, has led to convincing evidence of
 

improved health. Perhaps most dramatic are the estimates of infant mortal

ity which range from 40 or 50 deaths per 1,000 live births down to 15 and
 

even lower--this in comparison with a reported rate of 150 in Shanghai in
 

1948.91
 

Without detailed discussion of alternative schemes for the use of
 
92
 

auxiliary personnel, a few basic generalizations are possible;
 

(i) Auxiliaries can be trained much more rapidly and at lower
 

cost than professionals (or, for that matter, for paraprofessionals such
 

as nurses): in Guatemala the estimated training cost (total) for a rural
 

health technician (20 months of training) is $1,920, while training for
 

a registered nurse (3 years) costs $4,320. and for a physician (7 years)
 
9
$19,150. 


(ii) Auxiliaries are also less expensive to employ: in Malaysia
 

auxiliaries cost 75% to 85% less than a doctor per working day.
94
 

(iii) Auxiliaries provide primary care and simple treatment for
 

which they have practical training, a much more efficient utilization of
 

resources than employing highly trained physicians for such work. In
 

fact, the bulk of disease in rural areas does not require specialty or
 

advanced medical care. A problem faced in the rural health-corps stations
 

in Iran is that health-corps physicians are excessively overloaded; "The
 

aides are not allowed to screen patients, but the physicians feel that
 

80% of the complaints they see do not require a physician but could be
 
9 5
 

handled by an auxiliary."
 

(iv) As auxiliaries are drawn from rural areas for training, the
 

phenomenon of "social distance" between health personnel and patients is
 

substantially reduced. Auxiliaries also are less likely to harbor the
 

expectations and ambitions of the medical graduates, enabling them to
 

accept rural life with equanimity.
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(v)A primary difficulty in launching atxiliary-based programs
 
has been the opposition from the medical establishment. In many cases
 
auxiliaries have been assigned to remote and isolaL~a areas but have re
ceived virtually no 
support or further training thereafter. In some
 
countries the licentiate (a category of doctor with a shorter period of
 
training, though more than that of an auxiliary) used to fill the many
 
vacant posts in government rural services but now is being abolished so
 
that the "quality" of medical care may not be diminished. 96 To avoid
 
posing such a threat to the medical establishment and its professional
 
and economic interests, the rural health technician in Guatemala can, by
 

law, only work in rural areas. 
97
 

In terms of distributional effects, the physician-dominated, urban
oriented health system clearly is skewed toward middle- and upper-income
 
groups and has the overall effect of widening differentials in health
 
care, and in turn, in real income. Auxiliary-based systems, particularly
 
those utilizing local personnel responsible to the community, have the
 
opposite effect by providing services inherently biased toward the poor,
 
who being more in need, will benefit most from them.
 

4. Country programs
 

Although brief generalizations can be dargerous and misleading (and
 
run the risk of being quickly outdated), there is some value in examining.
 
the directions actually being pursued in a range nf low-income countries.
 
First Asia: where the private sector is particularly strong, as in Thai
land, Indonesia, and even Iran, the public health sector is generally short
 
cf resources and dependent on physicians who engage in part-time practice
 
to supplement their incomes. It is 
no surprise, then, that in such cir
cumstances public sector physicians are geographically distributed in a
 
fashion similar to that of the private sector. In Turkey, for example,
 
"the symmetry of the geographical distribution of physicians in both
 
sectors is contrary to the general impression that the public sector allo
cates its roster of physicians differently from the spontaneous market con
trol of the private sector." 98  In both sectors only about 16% 
were found
 

to practice in towns and rural areas.
 

Ceylon, on the other hand, is an example of a low-income country with
 
a reasonably effective public sector: 
 the private sector is relatively
 
small, inexpensive to the user, and supportive of the more equitable
 

http:diminished.96
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distribution of resources of the public health sector. Oscar Gish observes
 

that in terms of equity Ceylon has one of the best health care systems in
 

all of Asia:
 

To begin with, the rural areas of Ceylon are more accessible,
 

better developed and more attractive than those of India and
 

Pakistan. In addition, the fact of a relatively small private
 

health sector coupled with reasonable public sector expenditures
 

had made it possible for government employment to become suffi

ciently attractive, particularly in the rural areas, so as to
 

be more appealing to the young medical graduates than the
 
9 9
 

vagaries of private practice.


In black Africa, the recent colonial experience and the overall
 

shortage of modern health personnel have produced a somewhat different
 

picture. Here, the private sector is less developed (although highly
 

skewed) and the public sector seems, at least in some countries, better
 

able to pursue independent priorities. Native-born doctors practice
 

predominantly in the large cities, while rural areas have depended in
 

large part on foreign nationals and immigrants from Europe and Asia.
 

(With recent trends toward Africanization, many of these doctors have
 

emigrated, especially from East Africa.) Meanwhile, an extensive pro

portion of the population may have no access to health care at all.
 

A diversity of government policies emerges. In Tunisia, new medical
 

graduates are required to spend two years in rural service, and an at

tempt has been made (without much success) to prohibit private medical
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practitioners from settling in the capital. In Ethiopia, most of
 

the rural medical care which does exist is supplied by auxiliaries, as
 

in the commonwealth countries of East Africa (especially Kenya), but these
 
1 0 1
 

auxiliaries 
are generally isolated from the medical 
system as a whole.


In Ghana, the government has attempted to provide all health seruices
 

without substantial charge, although this probably has discriminated in
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favor of urban residents with easy access to facilities. In Tanzania,
 

the socialist-oriented government has placed high priority on the rapid
 

expansion of rural health services through health center construction and
 

the training of all types of health auxiliaries. 103 Thus, while great
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disparities exist between urban and rural populations, several governments
 
have been making efforts to alleviate them.
 

Latin America, finally, is in 
a peculiar position: although the
 
public sector exerts significant influence in many countries, this in
fluence is fragmented into separate delivery systems which to some extent
 
are replicative. 
Ministries of health generally lack substantial authority
 
over medical care, and the health services often are poorly coordinated
 
(reform measLres have been taken to 
address this problem in Colombia and
 
Argentina). The more influential interest group, i.e., 
the military and
 
the white-collar employees, are able to 
corner the lest resources: in
 
Colombia, for example, "the expenditures for social security health cover
age (some 30 to 40 percent of government health spending) primarily benefit
 
employees of government and modern private enterprise, who represent only
 

04
about 10 percent of the total population." As elsewhere, the private
 
sector is highly skewed in distribution, being concentrated in urban areas
 
and largely catering to upper-income groups.
 

An exception to this pattern is Cuba. 
 Following the socialist revo
lution in 1959, a strong, centrally administered national health service
 
developed which put much emphasis on 
the rural health system.10 5 Of the
 
more 
than 200 rural health centers constructed, a majority are in 
areas
 
not previously covered by the health system. 
A program of rural service
 
for new medical graduates has been initiated, and almost all physicians
 
are required to devote some time to the health centers and rural areas
 
in the course of each year. 
 Equally important, the health services have
 
had the cooperation of mass organizations in public health campaigns.
 
Although urban-rural differentials continue to exist, they are minor
 
compared to 
those of other Latin American countries, or to Cuba prior to
 
the change of government.
 

5. 
 Other health measures
 
While the above overview has been largely confined to health care
 

services per se, it is important to recall that other measures, while
 
commanding but a small and perhaps erratic portion of the health budget.
 
can have significant distributive consequences.
 

In particular, programs aimed at 
the control or eradication of
 
vector-mediated or infectious disease have contributed substantially to
 
the reduction of mortality rates. 
 The discovery of particular weapons
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against disease--first the vaccines, then specific prophylactic drugs,
 

and more recently the residual insecticides--have enabled nationwide ef.
 

forts which have been universal in target. Unlike health care services,
 

which can be manipulated to benefit the upper-income and urban groups,
 

the mass disease-prevention efforts promote the welfare of rural and low

income strata as vil1--although, of course, coverage may extend to the
 

more accessible and more influential first. The antimalarial programs in
 

India, for example, have been viewed as a means toward greater equity,
 

given their broad benefit incidence:
 

Especially in poor countries with severe resource constraints
 

such as India, preventive public health measures, such as
 

antimalarial programs, may be one of the cheapest and quickest
 

ways of generating widespread improvement in human well-being,
 

and especially of extending significant tangible benefits to
 

the poorest third or half of the population.106
 

A further beneficial spin-off has been the encouragement of local
 

health service development by these programs: in Latin America early cam

paigns against yellow fever, hookworm, and leprosy stimulated the develop

ment of rural services. 107
 

As environmental conditions are closely associated with morbidity and
 

mortality, environmental sanitation and improved water supply may be as
 

vital to health improvement as access to health care. Yet rural areas lag
 

seriously behind the cities: in a Colombian survey, although virtually
 

all urban houses and apartments had inside toilets and water supply, over
 

half of all dwellings in rural areas had no water supply, and three-fourths
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(inside or outside).
no toilets 


Health education is a third area in which benefits could be extended to
 

low-income groups: instruction in hygiene and sanitation might be particu

larly valuable in child-rearing and in combination with the provision of
 

potable water, for example. Yet given the marginal environmental condi

tions in which the poor live, it is not likely that health education alone
 

could bring about marked changes in morbidity or mortality incidence. As
 

with nutrition education, health education is most appropriate where the
 

family has adequate income to implement the messages received. Mass media
 

health education programs suffer from the same limitation.
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Finally, nutritional improvement is crucial to infant and young
 
child health and their ability to cope with disease. Yet, as 
discussed
 
earlier, nutrition programs to date usually have bypassed those most in
 

need.
 

E. 	 Some concluding comments
 

Nutrition traditionally has been subsumed under the heading of health,
 
and nutrition programs relegated to 
doctors and clinical nutritionists'
 
Yet with the advent of a broader nutrition perspective, this fledgling
 
policy field has 
gained a respectability of its own, and today has the
 
audacity to analyze and criticize the health sector from which it emerged.
 

In both the nutrition and health fields, more careful thought and
 
study must be given to 
the redistributive potentialities and shortcomings
 
of programs. All 
too often it has been assumed that additional outlays
 
for health and nutrition reflect governmental concern for those most 
in need
 
--the lowest income groups. Yet in countries where there are major 
iis
parities both in economic and in political power, there is little assur
ance 	that benefits will accrue 
to the poor.
 

At the 
same time, in countries characterized by such political and
 
economic disparities, and where these 
are taken as given, it probably is
 
unrealistic to exLcct acceptance of 
P 
hiealth system actually skewed toward
 
the poor. Health innovators should be glad to 
settle for an even distri
bution of services, which, in terms of redistribution, would be victory
 

indeed.
 

The problems encountered in attempting to increase benefits to the
 
lowest income and rural groups differ substantially in the 
two areas of
 
nutrition and health. 
 In the health sector, where maldistribution of
 
facilities and personnel 
seems to be the overriding constraint, considerable
 
opposition can be expected from medical professionals--who are largely
 
drawn from and represent the interests of the upper-income, urban elite--.
 
to major attempts at reallocation of resources. 
 The example of Cuba is
 
instructive in this regard. 
Prior to the revolution in 1959, the public
 
health sector was weak and poorly coordinated, although the quality (by
 
professional standards) of the Havana-based private practitioners was
 
high. 
With the change of government, however, a strong national health
 
service was created with broader responsibility to the population as a
 
whole; private practice was discouraged; and 
facility construction and
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expenditure was oriented toward rural areas. In the course of three
 

years, half of the medical doctors emigrated to the United States. They
 

were 
quickly replaced, however, and the total number of physicians in
10 9
 

creased shortly thereafter.
 

Nutrition programs are at an advantage, in this regard, with less
 

potent vested-interest groups to tackle. Nonetheless, the political
 

orientation and power base of the government may limit the extent to which
 

nutrition programs aimed at the poor are acceptable. After all, with
 

nutrition problems concentrated among the poor, nutrition programs often
 

represent a form of income redistribution, sometimes well camouflaged,
 

sometimes not. The primary need, again, is to evaluate in more detail
 

the extent to which programs do reach the poorest, and to devise delivery
 

mechanisms which have a greater redistributive impact. As a corollary
 

to this, nutrition programs should be integrated with income-generating
 

efforts for the lowes- income groups; unless the family income constraint
 

is addressed, the benefits of nutrition programs t1 the poor may be
 

minimal.
 

The identification and development of health and nutrition delivery
 

systems which do reach the poor cannot be considered a substitute for more
 

basic changes in patterns of economic growth. Instead, the injection of
 

health and nutrition considerations into development planning should help
 

refocus such planning on the problems of equity, and stimulate the develop

ment of patterns of growth which include as active participants thnse
 

who, in the past, have been largely forgotten.
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CHAPTER XI
 

URBAN LAND POLICY, INCOME DISTRIBUTION AND THE URBAN POOR
 

Rakish Mohan
 

This chapter is an attempt to bring together various aspects of the
 

problem of urban land allocation in less developed countries. It surveys
 

a diverse literature on urban problems and particularly as they relate to
 

the urban poor. In so doing various broad generalizations are made from
 

the available evidence, inadequate though it often is. They are made,
 

partly with the hope that further research will be stimulated to test such
 

generalizations and to offer some theory in an area which is particularly
 

lacking in theory.
 

A. Rapid urbanization: a challenge to urban land policy
 

As a prelude to discussing urban land policy, it is necessary to
 

clarify the role of cities in development and to recognize certain patterns
 

in their growth. The first fact to accept is that the last two decades
 

have seen an explosive growth in the size of cities in almost all LDCs.
 

NOTE:
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Table 1 illustrates this for selected cities in Asia, Africa, and Latin
 
America. 
This growth can in large measure be attributed to 
rural-urban
 
migration in reaction to poor conditions in the countryside or 
to expecta
tion of higher incomes in the city. 
There is, in general, no sign that
 
the growth of these cities is slowing down, although in some of the
 
largest it is, perhaps, tapering off. 
 So land policy has to recognize

that 
one of its primary aims is to provide space and services for a popu
lation that is increasing quickly. 
There has to be an expansion of the
 
supply of urban land and further crowding. While the supply of land is
 
obviously inelastic (except for reclamation), the supply of urban land is
 
not. Conversion of rural land to urban use provides space as 
does the
 
release of undeveloped lands in urban areas.
 

The converse of 
the above is that city size should be contained by

some means and that urban land policy should be such as 
to discourage
 
growth. Indeed, this is the view of many policy makers and the result is
 
that attempts are made 
to find measures discouraging the growth of cities.'
 
The growth of cities, however, proceeds unabated and the result of such
 
attitudes is only an exacerbation of the situation through failure to pro
vide for growth. 
That the form, nature, and structure of cities in poor

countries is an area neglected in research as well as action is 
one aspect
 
of this failure.
 

Since large cities are here to stay anyway, and their growth cannot be

slowed, the position adopted in this chapter is that urban land policy must
 
accept these facts and respond accordingly. 
We hold this position because
 
we believe that the opposite view (of containing cities) is erroneous (or

dubious at best) in the context of development and income distribution con
cerns. 
 The containment view is usually based on two beliefs popularly held:
 

(i) That 
the poor in cities are particularly disadvantaged and that
 
they would be better off elsewhere, and
 

(ii) That cities beyond a certain size involve diseconomies of scale
 
in the provision of services. 
 After examining the available evidence, we
 
call into question both of these beliefs.
 

First, it seems 
that large city per capita incomes are usually about
 
twice those of rural areas. 
 Table 2 gives urban and rural mean incomes
 
for various countries for which data are available. Although the 
sources
 
are varied (as are 
the definitions), 
the differental between urban and
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Table I. Population and Growth Rates of Selected Cities
 

Estimated 1970 Growth Rates (% per year)
 

City 


Africa
 

Casablanca 

Cairo 

Lagos 

Nairobi 


Latin America
 

Mexico City 

Rio de Janeiro 

Sao Paulo 

Bogota 

Lima 

Buenos Aires 

Santiago 


Asia
 

Hong Kong 

Seoul 

Manila 

Ankara 

Bombay 

Delhi 


Population
 
(in millions) 1950-60 1960-70
 

1.5 	 4.1 4.2
 
5.6 	 4.1 4.1
 
.8 4.6 6.7
 
.5 7.4 6.2
 

3.5 	 2.4 2.3
 
7.2 	 4.4 4.4
 
8.2 	 6.4 6.4
 
2.5 	 7.4 7.3
 
2.5 	 4.8 5.1
 
9.4 	 5.0 3.0
 
2.6 	 4.1 3.1
 

4.1 	 7.0 2.9
 
4.7 	 3.2 6.7
 

'.3
4.1 	 4.3
 
1.3 	 3.4 6.8
 
5.9 	 2.1 3.2
 
3.1 	 2.9 3.0
 

SOURCE: 	 Kingsley Davis, World Urbanization 1950-1970, vol. 1, table E,
 
Institute of International Studies, University of California,
 
Berkeley, 1969.
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Table 2. Urban and Rural Mean incomes in Selected Countries
 

Country Type of Population Urban Rural Year
 

Brazil Economically 3,300new cruz. 1,450 new cruz. 
 1960
 
active population (.46) (.41)
 

4,650 new cruz. 1,650 new cruz. 1970
 
(.53) (.43)
 

Colcmbia Income recipients 16,270 pesos 1,730 pesos 1970 
(.52) (.45) 

India Household Rs2,700 Rsl,360 
(.45) (.35) 

Malaysiab Household per M$744 M$456 1970 
capita (.46) (.45) 

Philipn' !sc Household 7,785 pesos 3,736 pesos 1971 

Thailand Household 21,600 baht 8,800 baht 1970 
(.43) (.37) 

Tunisia Per capita U.S.$160 U.S.$75 1961 
(.46) (.44) 

Uganda Adult male 3,120 sh 1,780 sh 1970 
employees (.38) (.25) 

NOTE: 
 Figures in parentheses are Gini coefficients.
 

aType of population refers to 
the different units reported in various

studies: 
 Income recipient - Individuals who receive income of any kind.

Economically active population 
- Individuals who are able to work, both
 
employed and unemployed.
 

bMalaysia - Sudhir Anand (1973), p. 40.
 

cPhilippines -
IBRD Manila Urban Sector Survey, July 1974. Section 2, p. 15
 
(mimeo).
 

MAIN SOURCES: 
 Shail Jain and Arthur Tiemann, Size Distribution of Income:
 
Compilation of Data; and IBRD Development Research Center
 
Discussion Paper 4 (August 1973).
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rural incomes is clearly very large. We also observe that according to
 

the Gini ratios, inequality is higher in urban areas. Understatement
 

of rural incomes because of nontraded goods and overstatement of urban
 

incomes because of higher prices in cities also increase the observed
 

urban-rural difference. Nonetheless, there is such a large difference in
 

the means that we can say, with some justification, that the average level
 

of well-being is higher in urban areas.
 

The belief about diseconomies of scale is also not well supported.
 

U.S. evidence2 indicates that there may be economies of scale for at least
 

part of social overhead cost expenditures; that per capita expenditures
 

for sewage and water decline precipitously for cities over 1 million.
 

For LDCs Alonso3 and Mera4 demonstrate that per capita income rises much
 

faster than per capita local government expenditure. Even if social over

head costs do rise for large cities, their productivity rises even faster.
 

We therefore st' that policies aimed at containing city size have, 

at best, dubious underpinnings. Plans encouraging new towns around an 

existing city (e.g., Delhi Master Plan, 1961) or completely new towns in 

the hinterland (e.g., Ciudad Guyana in Venezuela) are examples of policies 

encouraging urban decentralization. Clearing of slum and squatter areas 

is another. That such plans often fail is, perhaps, because they go against 

the pressure of basic economic forces. 

For all these reasons our orientation in this chapter is that urban
 

land policy should not be geared to containing city size but should rather
 

be aimed at providing the best structure possible for the growing city.
 

In terms of income distribution, the argument above does pose a dilemma.
 

On the one hand large cities tend to help along economic growth in general,
 

while on the other, regional inequality is increased. The high urban
 

immigration rates are a response to this imbalance and constitute one
 

solution to the peoblem. Despite their importance, this paper does not
 

consider such problems further and is limited to the effect of urban land
 

policy on the intra-city distribution of income.
 

B. The redistributive effects of land policy: some simple analytics
 

1. The problem in perspective
 

Here we are primarily concerned with issues of urban land policy
 

as they relate to income distribution. We touch mainly on intra-city
 



440
 

distribution and neglect inter-regional and other related problems.
 
Questions concerning the measurement of income distribution are not being

addressed here. 
 There are two reasons for this neglect. First, such
 
questions are 
too technical in nature 
to be merely mentioned. They must
 
be discussed in depth if discussed at all, 
as has been done in specialized
 
papers at the Research Program in Economic Development conference. Second,
 
the level of analysis in this chapter does not warrant fine calculations
 
of the effects 
on income distribution. Rough evaluations of the aegree
 
of effects only will be made.
 

We do, however, need 
to make clear the process by which land policy
 
can affect the distribution of income and be 
aware of its 
limitations.
 
While distribution of landownership may be a major determinant of income
 
distribution in rural areas 
it is not likely to be so in urban areas.
 
Land is primarily a productive resource 
in agriculture, while it is a
 
heterogeneous commodity in urban areas, as 
is discussed later. 
 It is a
 
productive resource, i.e., 
an asset, as well as a consumption good. The
 
determinants of its price are complex and their analysis, correspondingly
 
difficult. 
 The problem is compounded by the fact that demand for urban
 
land is really derived from the demand for housing, recreation, space for
 
manufacturing, commercial and administrative activities, and for assets.
 
It is therefore a demand for various characteristics of the land rather
 
than for land itself as a commodity. The economic theory of land price
 
and rent is, as a consequence, not well developed. 
 The theory we have is
 
mainly derived from experience in Western cities and may therefore not be
 
universal in application.
 

Urban economists have recognized the difficulty that durability of
 
structures causes in applying competitive equilibrium analysis to urban
 
phenomena, but they have concluded that long-term trends and adjustments
 
can be so analyzed 5 
as long as these limitations are kept in mind. 
 The
 
rapid change in LDC cities makes this problem much more serious. The
 
change in land price is particularly fast and appears to be consistently
 
ahead of the general price index in most countries. Segmented markets and
 
extensive public intervention also make market analysis suspect. 
 This,
 
however, must not be overstated. 
Land markets do work and the resulting
 
price and rent of land provide some indication of its social value. 
The
 
message here is that the market is not efficient enough to make all proper
 
allocations, yet any public land allocation must observe and obey the
 
signals it has 
to offer.
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2. Spatial settlement patterns in cities
 

In designing urban land policy which favors the poor we need to know
 

the existing structure of cities. We are particularly interested in find

ing out patterns of residential location and why people live where they
 

live.
 

While evidence is scanty, it is generally true in LDCs that both
 

population density and land rents decline with distance from the city

6
 

center, as is true of most Western cities. As one descends from this
 

level of generalization, significant and systematic differences are found
 

within LDCs and between LDCs and Western cities. First, geographically
 

each continent has significant differences from the others. Latin AmericAn,
 

African, and Asian cities can each be classed as a group. Latin America
 

is more urbanized than either Asia or Africa; the cities tend to be large
 

(i.e., many with over 1 million inhabitants) and have high growth rates.
 

Their distinguishing feature is that they are expanding in area faster than
 

in population. 7 African cities tend to be small (few with population
 

over 1 million) but also with high growth rates. They are almost all
 

colonial cities and as such have residential areas highly segregated by
 

income as well ar by race. They are also characterized by low population
 

densities except for some cities in West Africa. Asia's cities are very
 

densely populated and are not growing as fast as African or Latin Ameri

can ones. Land supply is a major problem avd land use in these cities is
 

very mixed, i.e., residential, commercial, and industrial activities are
 

ofter contiguous.
 

It is now received urban economic theory that the poorest live in the
 

center of cities and richest the farthest out, with various gradations in
 

the middle. Systematic evidence for this statement is very scanty for LDC
 

cities and such a generalization may not be possible. Various maps (Seoul,
 

Bombay, Calcutta, Bogota, Singapore, Hong Kong, Mexico City, and Lima) and
 

written descriptions of these cities coupled with impressionistic observa

tion yield the following patterns:
 

(i) Income classes are much more integrated spatially in LDC cit'es.
 

A poor slum is quite likely to be adjacent to a rich neighborhood.
 

(ii) Residential areas nearest the city center are likely to have
 

high-income residents interspersed with the poor.
 

(iii) The next area is that of the middle class, usually very densely
 

packed.
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(iv) The rich are again the next area 
in their equivalent of suburb
anization but still not very far from workplaces.
 

(v) The farthest out are squatter settlements which house the next
 
to 
poorest groups but not the poorest.
 

(vi) The poorest are interspersed in slums all over or 
sleep on the
 
streets, 
as in Calcutta.
 

Figure 1 gives 
a stylized representation. 
It must be emphasized
 
that these representations are conjectures based on scanty information.
 
In an LDC city, the pattern can be represented as 
the "poor are everywhere."
 

The rich occupy the areas with the highest amenities--good scenic
 
areas, locations with good views, and so on. 8 
 The poor are relegated to
 
the most inhospitable terrain, such as 
steep slopes and marshes. This
 
suggests thLt amenities are highly valued, and if we are not careful, the
 
best land will always go to the rich. 

We 
can now begin to analyze how urban land policy affects income
 
distribution. 
Urban land policy may be defined as 
those public decisions
 
(usually governmental) 1hose effects influence the allocation of urban land
 
between different uses and among different people. 
We will first look at
 
land as an asset and then as 
a consumption good--a classification not
 
strictly justified since land 
can also be regarded as a productive factor,
 
say, in the production of housing. 
Such use here is regarded as a charac
teristic of shelter and 
therefore a consumption good. 
 The distinction is
 
made because the demand for land as 
an asset is in some sense pure demand:
 
the 
one demanding land is not per se interested in the particular charac
teristics of the land but only its value. 
The demand for land as 
a con
sumption good is, 
on 
the other hand, a demand for its characteristics
 
summed largely in the word "location."
 

3. Land as an asset
 
In the absence of well-developed capital markets, land is 
seen as
 

an important asset in LDCs and is often a major component of people's
 
portfolios. 
As ownership of 
land, however, is limited to a relatively
 
small percentage of the population, so 
is its distribution clearly more
 
unequal than that of income. 
 Thus any policy which reduces the concentra
tion of ownership clearly improves income distribution, e.g., a policy
 
which 
removes market imperfections which make access to land markets
 
difficult for people with lower incomes. 
Such policies would include
 



443
 

Figure 1. Residential location by income classes
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Figure la. Received Western urban pattern
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Figure lb. Stylized pattern for an LDC city
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creation of appropriate financial credit mechanisms for poorer people
 
or high 
taxes on holdings beyond a certain size, or direct expropriation
 
(with or without compensiation) and subsequent distribution. 
The case of
 
government expropriation would provide a good example for an analysis of
 
the type offered by Cauas and Selowsky elsewhere in this volume. 
 The
 
limitation to all such policies is that such distribution is likely to
 
affect only the top two to five deciles in an LDC city--depending on the
 
country. The poorest 
are often not able to enter the capital markets
 
however concessional the rates may be. 
 Their primary interest is in land
 
as shelter and security--to which we now turn.
 

4. Land as a consumption good
 
Now we consider the other side of the picture: 
 people's consumption
 

patterns. We can write an individual's or household's utility function as
 

U = 
U (shelter, security, amenities; other things).
 

The three requirements--shelter, security and amenities--are those services
 
the demand for wHich results in the demand for land.9
 

Now consider figure 2a which represents standard consumer theory.
 
Conceptually, urban land policy affects the welfare of the poor only if it
 
raises the poor household from point P1 on 12, 
to say, P2 on 13, a higher
 
indifference curve. This happens either if the budget line itself moves
 
up to CD or it rotates to AE (figure 2b). 
 Thus if we make land availa
bility easier, i.e., make the price of land lower, we would be raising
 
people to higher indifference curves. 
 The problem is, however, not so
 
simple. 
First, we would have to keep the rich out of the market, for unless
 
land is an inferior good, they would be helped too. 
 Second, we have to
 
look into the preference structures of differeait groups to be really certain
 
of what we are-doing. There is a reasonable amount of evidence from sur
veys of squatter populations, slums, and so on,I0 
that the preference
 
structure of the poorest is rather like that indicated in figure 2c.
 
The diagram shows that paying for land is low on their priority list.
 
This is not to claim that the poor would not undergo a certain amount of
 
inconvenience to get better shelter. 
We are suggesting that they are not
 
willing to pay for land in monetary terms because other subsistence neces
sities, mainly food, have higher priority for monetary expenses. Land
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Figure 2. The choice between land and other goods
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would therefore have to be made drastically cheap (AF) for the poor to be
 
willing to pay something for it. Other essentials are higher on their
 
preference list and in this stylized representation we are describing the
 
case where a squatter is occupying land without paying for it: 
 he is at
 
.
P4 Thus a policy which relocates him, in say, a site and services project
 

with a charge for it is, in fact, making him worse off--P
 3 in figure 2c.
 

It is then easy to see why many relocated squatters give up their new piece

of land as soon as they get it--usually subleasing it to an individual with
 
a higher income. 
 They return to free squatting, i.e., move back to P4 at
 

a higher indifference level.
 
The upshot of 
this analysis is that the determination of the impact
 

of urban land policy on income distribution necessarily involves 
a knowl
edge of the preference structures of different income groups. 
 Turner11
 
has hypothesized that people demand land because of three functional
 
priorities: (i) location, (ii) security of tenure, and (iii) amenity.
 

The poorest (e.g., 
fresh migrants) are mainly interested in location.
 
Being near job markets saves on transport costs. 
 In their highly uncertain
 
situation the only security they are interested -n is job security. 
 Their
 
meager income only allows for food consumption and other bare essentials in
 
a kind of levicographic ordering. 
 The only amenity they need is space for
 
sleeping. 
The next group, with a reasonably stable income but still not
 
well-off, is interested in security of tenure. This group is willing to
 
trade location for security of 
tenure. A temporary job loss or other economic
 
misfortune does not 
then mean displacement of residence as well. 
They are
 
also more interested in space than amenity and are willing to pay for it.
 
Finally the richest income group is more interested in amenity, having a
 
stable income and subsistence essentials. Electricity, plumbing, well
designed houses, and recreation then become important and will be demanded
 

by this group.
 

This is one stylized version of different preference structures
 
of different income groups. Clearly the number of such income groups can
 
be increased to, say, deciles. and tie urban land policy which would be
 
improving income distribution is tha: which operates on 
the preference
 
of the lowest income groups. What has happened more often than not is
 
that the high-income preference structure of planners is imposed on the
 
poor, of whom we have little knowledge.
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5. Urban land markets and the price of land
 

We do not, in this chapter, wish to deal in any detail with the theory
 

of urban land price determination and of land rents. The essentials are,
 

however, necessary since much of urban land policy is concerned with
 

altering the price of land (implicitly or explicitly). Here we will
 

highlight the features special to LDCs and for income distribution.
 

Whether land is viewed as an asset or a consumption good its price
 

can be regarded as the discounted sum of the income stream yielded by it
 

over time
 

T R 
p =E t
 
LO t=0 (I + rt)t
 

where:
 

PLO is the price at time t (marginal product as an asset, proportional
 

to marginal utility as a consumption good).
 

Rt is rent at time t (yield of an asset, service of a consumption
 

good) and r is the relevant discount rate.
 

This formulation is deceptively simple since both Rt and rt themselves
 

are determined by a host of other variables. The role of expectations in
 

both these variables is the key to understanding the land market. Future
 

rent depends on the attractiveness of the location in the future, which
 

is determined by factors outside the control of the suppliers and demanders.
 

In LDCs there is a considerable amount of uncertainty surrounding both of
 

these expectations, and speculation is the natural result. Here we use
 

the word "speculation" in a neutral manner, merely describing the uncer

tainty component in the actions of suppliers and demanders.
 

Figure 3 illustrates various possible time patterns of trends in the
 

price of a piece of urban land. The owner who holds land wants to maxi

mize the present worth of his asset. He would sell it at the time its
 

present worth is maximum. Thus the supply of urban land depends crucially
 

on the expectations of the land suppliers. If the expectations correspond
 

to figure 3a, where the PV lines are constant present value lines and Pt
 

represents the expectations of the land suppliers, the land would appear
 

in the market at time tI. If the expectations are as in figure 3b it is
 

tangency in the future.
ambiguous because there may be another point of 
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Figure 3. Speculation in the urban land market
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We can expect different people to have different expectations and these
 

vary with each location. Furthermore, the PV lines themselves shift
 

around depending on the pattern of discount rates.
 

Speculation is generic to the operation of the land market. Most
 

policy documents and pronouncements concerning urban land reveal the
 

popular belief that speculation is rife and is instrumental in raising
 

prices to undesirable levels. Various policy instruments are then pre

scribed to control such "speculation."
 

To evaluate these policies we need to examine the validity of this
 

belief. Speculation, viewed neutrally, is merely The maximization of
 

present worth in a situation of uncertainty. For the activity itself
 

to affect the price we would expect that either:
 

(i) The situation is as in figure 3a and there is a monopoly so that
 

one person's expectations or a small group's expectations dictate con

stricting supply, to raise the P curve; or
t
 

(ii) The situation is as in figure 3b so that all sellers' expecta

tions are such that land would be held back from the market.
 

There is little evidence of the first situation. While landownership
 

is concentrated it is dispersed over a reasonably large number of people
 

so that a monopoly situation does not exist in most LDC cities--unless
 

the monopolist is a public authority, itself. We can expect diff-rent
 

people's expectations to be different and their discount rates to be
 

different so that we should observe a range of t1s (in figure 3a) in the
 

market.
 

Case (ii) is more realistic and is probably the nub of the problem
 

confronting most land policy. Past trends would predict such a price
 

trend and the landowner is faced with a decision-making problem. Behind
 

the price trend is the expected income stream from the asset. If the asset
 

is held from the market indefinitely there is no income stream, although
 

the asset can be used as collateral to secure bank loans. The landowner
 

must, therefore, allow development at some point or sell it to get any
 

return or to pay back the bank loan. It is in his interest to sell the
 

land only If he perceives the trend to be as in figure 3a. How is specula

tion then affecting price? In the short run, when sellers want to reap
 

capital gains from price rises, restriction of supply itself feeds back
 

into the price, which increases further as a result. It is this price
 

rise that should be called an undesirable speculative price rise and which
 

needs to be controlled. We have to be clear about the following:
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(i) That speculation arises initially because of expected real price
 
increases reflecting rising productivity of the land; and
 

(ii) That if price rise expectation is not widespread, different
 
people will be releasing land at 
different times and speculation will be
 
performing the useful function of "land husbandry." Speculation will be
 
holding out of development that land which is needed for later higher
 

density purposes.
 

The short-run nature of the speculative price effect has to 
be
 
considered. Much of 
the demand for urbaLi land is for housing or shelter
 
and such demand is met by the renting of land. Furthermore, we can expect
 
peripheral lands to 
come 
into the urban market if current urban land is
 
kept from it. 
 This would have a price-depressing effect, and 
the uniform
 
price expectations would be belied. 
 Thus the speculative component of the
 
price rise would be curbed by exnanding supply in 
the rental market and
 
in peripheral lands. 
 In the long run, therefore, "undesirable" specula

tion is likely to be self-corrective.
 

6. 
 Increase in land prices and distributional implications
 

To the extent 
that the land market works well and supplies and
 
demands adjust in the "normal" way we should not be concerned with the
 
price level. In equilibrium, the price would reflect the land's marginal
 
productivity, present and future, and the 
land would be in its best use.
 
As mentioned earlier the problem is that, 
in fact, the urban land market
 
in LDCs is in characteristic disequilibrium and, therefore, considerable
 
uncertainty surrounds its operation. 
Not only is there uncertainty about
 
the future but information is imperfect about the present. 
Efficient
 
operation of a market requires quick responses 
to changing conditions.
 
The supply responses in the land market are sluggish. 
 Some of the land
 
is built up and therefore cannot change use quickly while some is undevel
oped and therefore is not amenable to quick urban use. 
 Zoning also hampers
 
the speed of response since use 
is restricted 
to certain activities in
 
the zoned areas. 12 
 On tile demand side, where 
the demand is as a consumption
 
good, it has a high price tag as a proportion to total expenditure. It
 
is this lumpiness that engenders caution and recards market clearance.
 

Fast-rising price of land is 
an income distribution issue because:
 
(i) If income growth is lagging land price growth, then the access
 

to land is getting more and more 
restricted and we can 
expect further
 

concentration of wealth; and
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(ii) The rise in productivity is not due to any action of the owners
 

while they reap the benefit. The rise is due to general economic trends
 

and specific activity by the government concerning urban services. Part
 

of the price rise is due to expenditure from tax revenues and therefore that
 

part should accrue to public account.
 

These concerns issue from land seen as an asset. In addition,
 

price rise has distributional implications for consumption-good demanders:
 

(i) 	Again, if income growth is lagging land price rise, people either
 

spend higher and higher proportions of their income on housing or live in
 

more and more crowded buildings, or both. Figure 4a illustrates this.
 

With slower income growth, the demand curve rises more slowly than the
 

supply curve. Thus Q3<Q2<QI and P3>P 2>P i.e., there is less and less land
 

consumed per capita. The precise results depend on the magnitude of the
 

relevant demand and supply elasticities. Nonetheless, the likely effects
 

will strike different income groups disproportionately. The expenditures
 

of lower income groups on shelter are constrained by expenditures on other
 

essentials, mainly food. Health is affected by lower expenditures on food
 

and by higher overcrowding. Schorr 13 documents instances of such over

crowding that people have to sleep in shifts, so that children only get
 

five hours of sleep a night, with severe effects on health. The important
 

point is that the rich are not similarly affected. They also have to live
 

in more crowded conditions and pay more for housing but there is no effect
 

on nutrition and health.
 

(ii) Figure 4b illustrates an extension of the above argument.
 

Deriving from figure ?c, say, for the next to lowest income group, members
 

of which consume Q1 of land with the price line at P2A, we find that a rise
 

in price to P2B pushes them to P2' i.e., reduces their land consumption to
 

zero and to the lower indifference curve 12. The result is that a higher
 

proportion of people can be expected to be squatters, outside the housing
 

market, with rising land prices.
 

(iii) A corollary of the above is that the poor look for cheaper land.
 

As noted earlier, rents decline with distance from the central business
 

district and according to the quality of amenities. The result is that with
 

rising land prices the poor locate:
 

(a) 	further and further away, and
 

in marginal locations like steep hill slopes and marches. This
 

accounts for the "urban sprawl" that so disturbs planners and
 

the phenomenon of the poor living on peripheral 
lands. 14
 

http:lands.14
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Figure 4. The rising price of land 
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The analysis above indicates that, even if we believe that land prices
 

reflect true productivity (however measured), we have reason to be disturbed
 

about its distributional implications and need policy measures to alleviate
 

the problems.
 

C. Issues in land use and the urban poor
 

1. Land use planning and the market: need for a symbiotic relationship
 

We need urban land policy to help the market overcome these difficulties
 

and to do those things that the market cannot do. To paraphrase Andrews,15
 

we need land policy to establish conditions conducive to land-use coopera

tion and controlled competition. Unless the whole economy is planned, and
 

prices, in general, are not seen as important information signals about rel

ative scarcity, urban planning must take into account the land market and
 

people's preferences. Most LDCs fall into the category of mixed economies,
 

so this structure can be regardea as a general one. The attempt to do com

prehensive urban planning has met with failure in most cities where it has
 

been tried. The reason for this is not difficult to understand. .s has
 

been emphasized, the characteristic state of LDC cities is that of flux.
 

Planning must, of necessity, be done by a small group of individuals, whose
 

attempts to predict the future contain a large element of their own sets
 

of preferences which are not shared by everyone else. New political systems
 

are not able to transmit the wants of people very successfully to planners.
 

Planning methods themselves are not adequate for the needs of cities. The
 

process of planning itself takes a finite amount of time during which the
 

base conditions change and the plan becomes somewhat outdated as 
soon as
 

it comes out. The problem is further complicated as the market responds
 

to an enunciated plan. Services like roads, drainage, sewerage, water supply,
 

and electricity are supplied by a public authority. Their planned provision
 

has a crucial effect on the expected values of land. Speculators, developers,
 

and others quickly alter their activiLles in response to a declared plan,
 

sometimes constructively and sometimes perversely. These decisions cannot
 

be predicted with any precision, so an exercise in urban planning can easily
 

have unintended results inimical to its objectives. Yet we must have some
 

planning for decisions that cannot be made on a small scale (the analogy
 

is of finding the global optimum rather than a local one): the general
 

form of a city needs to be guided; services need to be provided; recreation
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areas and parklands have to be protected or provided; long-term investments
 
have to be coordinated (e.g., construction of a major connecting bridge);
 
and a watch has to be kept on 
the distribution of welfare. 
The market does
 
not do these things well. 
We therefore need a dynamic, symbiotic relation
ship between urban planning and 
the urban land and housing market. Planning
 
should use private energies which are being offered and not usurp their
 
functions.
 

2. Synthesis of policy prescriptions
 
We can now classify land policy instruments according to their opera

tion through the market or 
as direct measures allocating land to different
 
groups. 
Within the group of instruments operating through the market we
 
can distinguish those which are specifically aimed at curbing undesirable
 
speculation, since this is an issue that receives prominence in land policy.

In addition to efficient allocation of land we can regard the objective of
 
land policy as 
the curbing of price rise because of 
the concerns outlined
 
in the earlier section. 
Mere control of price is really a control of
 
productivity if we assume 
that price reflects productivity. Policy which
 
curbs price rise through the market can really be regarded as an exercise
 
which pushes the supply curve. 
With the constant tendency of the supply
 
curve of land per capita to be pushed upward with the fast growth of urban
 
population, the task of land policy is to push it down. 
It can do this by

expanding supply or 
by facilitating market clearance activities. 
We consider
 
each polic instrument in such a context.
 

a) Facilitating information exchange
 
The problem of information is an important one in LDC land markets.
 

We have emphasized uncertainty as the main cause of speculative activities.
 
Although we have been talking about the urban land market, in reality one
 
should talk about many urban land markets. It has been mentioned earlier
 
that the demand for urban land is a derived demand from that for various
 
characteristics. 
Each location has different characteristics, thus the
 
market is highly segmented. This segmentation, though, is partly caused
 
by a lack of information on alternatives and partly by an uncertainty
 
about future characteristics of various locations. 
Market clearance is
 
helped along if such information increases.
 

(i) Planning notification. 
 Since a public authority must provi"
 
various services, of which roads, transport.ation, electricity, and water
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are the most important, uncertainty about the future is decreased if plans
 

for these services are announced considerably in advance. Both buyers
 

and sellers then have better information on which to base their actions.
 

As far as the price of land is concerned this is a two-edged instrument.
 

Recall that
 

PL = TZ R t
 
LO t= (1 + rt)t
 

Planning notification makes the expectation of Rt more detLrminate. The
 

result is that it can decrease or increase, and some owners gain while
 

others lose. Tracts of land that are expected to increase in value (because
 

of, say, provision of P new road) may -' kept out of the supply because of
 

higher expectations for some time. In such a case we have to be clear that
 

the price rise is a reflection of a true value increase. The question to
 

debate is Who should benefit from this increase? Various tax and other
 

to deal with that question. Efficiency of land
measures can be devised 


use is likely to increas;e assuming that the planning decisions are good.
 

The distributional implications are ambiguous because there are classes
 

of both gainers and losers through increased determinacy of R t and smaller
 

These classes also depend on the particular taxation
variance around rt. 


provisions.
 

As mentioned earlier, planning is a difficult process because conditions
 

are always changing. In this case the mere annouincement of a plan causes
 

land prices to change and therefore the assumptions of the plan. In an
 

LDC context we also have to remember that planning skills are in short
 

supply and, characteristically, planners are not economists, and even if
 

they are economists their training does not help in predicting the devious
 

workings of a land market.
 

(ii) Informing demanders. The land market is often lopsided since
 

suppliers are often developers or "p ofessional" landowners while demanders
 

are merely demanders of consumption goods. The suppliers, therefore, have
 

better information (an element of monopoly) and can set the price. Two
 

kinds of measures can be effective here. First, within the market, inter

mediaries specializing in advising consumers can improve the information
 

gap. There are, for example, real estate brokers (pokdokpan&) in Korea
 

who perform this function. Second, the government can run such an advisory
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service. 
The government can supplement this by monitoring prices in various
 areas and publishing fair prices for each location in a city. 
Both have

their drawbacks. 
The private intermediaries could be in collusion with
suppliers since their commissions would normally depend on the price. 
 Price
announcements would be based on some kind of assessment practices, which are
notoriously difficult to standardize. 
Both Tokyo and Stockholm have variants
of such price announcements and monitoring which are generally regarded as
successful.1 6 
 We should expect beneficial effects on integration of segmented markets and on market clearance. 
Since demanders are helped and
 some monopoly elements are undercut, the distributional effects are positive.


(iii) Land as a hedge against inflation. 
Land is often held as an
asset for the wa-it 
of better assets in the face of considerable uncertainty

surrounding inflation. 
This is important in LDCs and in particular in Latin
America. 
 The problem is again the absence of information about the fut-re,

which leads to speculation. 
Not much can be done to improve prediction,

but measures can be taken to 
(i) reduce losses due to inflation, and (ii) to
 
provide alternative forms of assets.
 

If monetary indexing is introduced, losses due to inflation are reduced considerably and interest-bearing assets become viable alternatives.
 
Interest rates can then be real interest rates rather than nominal rates

incorporating uncertainty about inflation. 
 The indirect effect of this

is that demand for land as an asset decreases and therefore more land is
available for development as a consumption good: 
 the demand and supply

curves both tend to shift downward and land price is therefore controlled.

This is really a wider monetary policy issue and we are only concerned with
unlinking the demand for land and the uncertainty about inflation rates.
 

b) Expanding the supply of land
 
Measures to expand the supply of land are both direct and indirect.

(i) Municipal land banks. 
 Sweden and the Netherlands provide prime


examples of the device of using municipal land banks to 
control the price
of land as well as to control the form of a city. 
If a public authority

owns tracts of land in various parts of a city and in the periphery it can
 use them in much the way that buffer foL-d stocks are used. 
First, such
 
lands can be bought before development so 
that they are bought at undeveloped prices. 
They should, for example, be bought before a planning

notification is issued. 
 The public authority then makes gains from later
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price rises. Second, when private owners are holding back land, such lands
 

can be released to have a depressing effect on prices. The expectations
 

could then be changed from the pattern in figure 3b (rising continuously) to
 

figure 3a (logistic trend) or figure 3c (uncertain): in either case,
 

more land would then come on the market and the price rise would be slowed.
 

Such a policy is not easy in an LDC because:
 

(a) Public funds are sunk as "unproductive" capital until a gain
 

is actually made. They are justified if the capital gain and effect on
 

prices are large enough to be competitive with alternative public invest

ment possibilities.
 

(b) The administration of such policies needs a considerable amount
 

of skill and lack of corruption. In present LDC conditions both these
 

requirements are difficult to fulfill.
 

If price of land is kept stable (as it has been until very recently
 

in Sweden and the Netherlands) by such a policy, the access of lower-income
 

groups is clearly improved and the tendency of people to be shut out of
 

the housing market because of land price is arrested. Some method has to
 

be found, however, to restrict access by the rich, since a curb in price
 

helps them as well. One other distributional erfect of such policies is
 

usually ignored. Acquiring or buying undeveloped land prior to urban
 

development deprives the original owners of gains that would otherwise
 

occur. It can be argued that these gains should not accrue to them in
 

any case, but the fact is that such lands on the periphery of a city are
 

often owned by relatively poor agriculturists. The gainers (those who
 

eventually get the developed land and urban people in general through the
 

income effect of lower prices) are usually richer than the agriculturists.
 

The results depend on the income levels of the particular owners in each
 

case. Such concerns are important in densely populated Asian cities while
 

not so important in African and Latin American cities.
 

(ii) Government participation in land market. This is distinguished
 

from the above in the scale of operation. A municipal land bank operation
 

can be seen as a benign monopoly. A public authority or a multiplicity
 

of public agencies can deal in the land market much as any other private
 

developer. The idea would be to make gains from land price increases for
 

public account and to provide competition to private developers. We refer
 

back to figure 3b where a great amount of land is being held back from the
 

market. In such a situation a public agency can reduce the speculation by
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supplying land that it owns. 
The idea is to reduce the feedback effect of

speculation by initiating a supply of land in conditions of speculative

restriction of supply. 
This can also be done by joint partnerships with
 
private developers. 
 The advantage of a rtultiplicity of public or joint

agencies over one public authority is in the reduction of monopoly effects.
 
When there is one public authority dealing in the land market, private

developers and owners watch its actions closely and respond in a volatile
 
fashion, which itself feeds back into the price. 
The actions of each of
 
many agencies would not be viewed in a similar fashion. 
Stockholm has
 
even used decoy agents for the public authority to perform the 
same func
tion, as have some LDCs.
 

c) Taxation measures 
to control price
 
(i) Capital gains taxation. 
That owners of land should not reap all


the benefits from price rise has been alluded to often enough. 
However, as

long as one is operating in a market economy there is no 
reason to discrim
inate against land as an asset in comparison with other assets. 
Landowners
 
bear the risk of holding land for future use. 
 They should then be permitted

to gain an adequate return on their investment which, in the case of unde
veloped land, is only through capital gains. 
 Thus taxes on capital gains

from land should take account of an adequate return and then 
tax the rest.
 
In that case, the attractiveness of land as an asset compared with other
 
assets will be reduced and the speculative element in price removed.
 

(ii) Taxation of vacant holdins. 
 Taxation of vacant holdings is

considered here because it is another device to control land price. 
 It is
 
often suggested that vacant holdings should be taxed at penal rates so
 
that "speculation" would then be decreased. 
If this were doLie, all land
 
would be available at the same time and none left for future use. 
 Such a
 
measure has few equity effects--only distortions of efficiency. 
 The role
 
of speculation in the maintenance of land inventory has already been dis
cussed. 
 As long as there is a sensible capital gains tax, an additional
 
tax on vacant holdings is unnecessary except to encourage selective devel
opment at a particular time. 
 At the same time, there should not be any
 
special exemption from the prevailing property taxes.
 

(iii) Tax on land transfer. 
Most countries have a registration tax
 
at the point of sale, which is usually based on the sale price. 
 Its
 
effects are limited except in increasing costs of transactions and therefore
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slowing down market clearance. Its distributive impact is uncertain un

less we assume that those who transact property are relatively rich and
 

that the tax revenues are used for general welfare. It must be mentioned,
 

though, that part of the costs of transactions are in bureaucratic delays
 

which do weigh more heavily on the poor. It does give an incentive to under

state transaertion prices which then affect all taxes based on property value.
 

It cannot be seen to have any effect on speculative price rise except a
 

negative one of slowing down market clearance by discouraging supply.
 

d) Direct price controls
 

(i) Price freezing. Price freezing can only be justified if prices
 

are seen to be "unduly high" for some reason. Unless this is so, price
 

freezing is tantamount to restricting productivity. With low frozen prices
 

the land is then underdeveloped and allocation is clearly inefficient. One
 

of the natural consequences is the development of a black market so that
 

official prices remain frozen while actual transaction prices follow the
 

market. The government loses on all taxes based on property, and again
 

the cause of equity is not served. If, of course, price is frozen and land
 

is bought by a government agency for redistribution to the relatively poor,
 

income distribution is clearly improved. If price is expected to be .zen
 

for a long time, we should also expect landowners to be supplying more .land.
 

This is really expropriacion and should be seen as such. Because of politi

cal uncertainties price is seldom expected to be frozen for a very long time.
 

(ii)Rent controls. Rent controls are merely another form of frozen
 

prices but are discussed separately since they are so widely practiced.
 

Almost every country has had some form of rent controls since the end of
 

World War TI, and such controls have been consistently criticized by
 

economists. It is not always the case that tenants are poorer than land

lords. If we are really interested in subsidizing the poor at the expense
 

of capital owners, why should landlords be singled out? Old settlers are
 

protected at the cost of recent migrants, the young and mobile tenants.
 

Maintenance of old buildings is discouraged, thereby causing unnecessary
 

depletion of housing stock. In terms of economic efficiency it is inef

ficient because it is a tied subsidy; the terdnt might wish to use the
 

subsidy for other purposes were he given the choice. The analysis in
 

early sections suggests that the really poor do not value housing very
 

highly anyway.
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The deterioration of central cities, e.g., Mexico City, has been

caused by rent controls to a large extent. 16 
 Indeed, one is hard pressed
 
to 
find a good word for rent controls anywhere except from those who
 
occupy such properties. 
It is a genuine puzzle that they have persisted

for more than 25 years in the face of such widespread condemnation.
 

One other deleterious effect on the distribution of income is that
 
property taxes suffer because of rent controls. Assuming that 
tax expen
ditures on urban services benefit everyone and that properties are only

owned by the higher-income groups (which is largely true), income distri
bution is clearly worsened. In the 
case of Mexico City, Jane Cowan Brown17
 
does suggest that the relatively poor live in the rent controlled areas

and that they have benefited. 
 The resulting distortions in land use are
 
difficult to weigh against these beneficial effects.
 

All of the preceding discussions has been concerned with land policies

attempting to keep 
the price of land down. 
 It can be summarized by the
 
following:
 

(i) "Artificially" controlling the price of land (as of any other
commodity) is a short-run policy with short-run distributional effects but
 
long-run allocational effects.
 

(ii) Supply-expanding policies "naturally" control the price and 
are

therefore preferred. Allocation of land is not distorted while distribu
tional effects, if any, are long term through the distribution of wealth.
 

(iii) If the rising trend of land price is arrested, distribution is

improved because the access of lower income groups to the market is
 
improved. 
This effect is greater if higher-income groups are somehow
 
restricted from the market.
 

(iv) We recall the distinction of land as an asset and as a consump
tion good. It has to be reemphasized that the really poor are usually
 
more interested in land as a consumption good and, in particular, as a

free consumption good. 
 All these price controlling measures then do not
 
affect the lowest group, except in that they keep 
this group from expanding.


We now discuss land policies that can be regarded as direct or physi
cal measures.. 
They would affect land prices also but that is not their aim.
 

e) Restrictions on land use
 
(i) Zoning. 
 Conceptually zoning has the effect of expropriating
 

part of the property rights of owners. 
 To that extent the value of zoned
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land is depressed since the set of possible uses is restricted. That,
 

however, is not the whole story. It has been mentioned earlier that zoning
 

is not very important in LDCs. The reason is that LDC cities characteris

tically have very mixed land use and therefore attempts to segregate uses
 

do not meet with much success. Not much can be said about the distribu

tional effects of zoning on an a priori basis. What can be said is that
 

where there is zoning it usually goes against the poor. In the United
 

States it has usually been used to "protect property values" by keeping
 

high-income people at low densities. This keeps low-income, often black,
 

people out. Zoning tends to freeze land use and is therefore likey to
 

have harmful effects in the context of fast-changing LDC cities.
 

(ii) Building codes. Urban planners and local administrators often
 

recommend building codes to maintain high standards in housing quality
 

and to "protect" tenants from shoddy houses. The problem is that such
 

codes are usually too high for LDC standards and are derived from prefer

ence structures of administrators. The result is that legal residental
 

land use gets restricted to relatively expensive housing, thereby shutting
 

out the poor to extra-legal options.
 

) Restrictions on landownership
 

(i) Ceilings on land holdings. Imposing a ceiling on land holdings
 

essentially limits the use of land as an asset. The negotiability of land
 

would then be limited since no one would be able to hold more than a certain
 

amount. The distributional effects of such a measure are difficult to work
 

out. People holding more than the ceiling would sell the excess and con

vert it to other forms of wealth. In static terms we merely expect the
 

composition of portfolios to change while the distribution of wealth remains
 

constant. Since land rises in value over time, the dynamic effects are
 

more problematical. What is clear is that concentration of landownership
 

is reduced and thereby monupoly power in the land market. The access of
 

slightly lower income groups to the land market is made easier. 
If these
 

income groups get a higher return from land than from ther assets previously
 

held, then we expect an improvement in the distribution of wealth. There
 

are, however, other problems. We have noted the function of holding land
 

for inventory purposes. Individuals (usually rich) bear the risk of
 

holding land for future higher land use. Where there are land ceilings,
 

who will perform this function? If the government does it we have to
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consider the problem of sunk capital and the government then has to bear
 
the risk. Further, there is loss of 
tax revenue which is also a
 
consideration.
 

In the case of built-up properties which are over 
the ceiling, there
 
are severe administrative problems on their subdivision. 
This is so
 
regardless of whether the ceiling is in physical terms or 
in value terms.
 
There is the further problem of the ownership of large commercial and
 
industrial properties.
 

In sum, imposing land ceilings, while possibly theoretically attractive
 
for distributional purposes, poses insuperable practical problems.
 

(ii)Expropriation of vacant lands. 
 Expropriation of vacant lands
 
is often suggested as a measure 
to combat speculation in the land market.
 
Expropriation is clearly justified where there is extreme concentration
 
of landownership, causing monopoly power over 
the market. The distributive
 
effects depend on what is done after expropriation and the terms of ex
propriation. 
The price effects of the reduction of monopoly power through
 
expansion of land supply have already been discussed. The expropriating
 
authority will have to exercise a great amount of judgment on which lands
 
to expropriate. To curb uncertainty, reasonably clear guidelines will
 
have to be i;sued. 
 Indeed, the threat of expropriation could be instru
mental in keeping vacant lands to a minimum. The question of use after
 
expropriation is discussed in a later section.
 

(iii) Nationalization of land. 
 Those who believe (i) that the urban
 
land market does not work at all, and 
(ii)that land is a special commodity,
 
in some sense too valuable to be privately owned, suggest that land should
 
be nationalized. 
If the economic analysis of nationalization of industry
 
is difficult so is it of land. 
 Cauas and Selowsky suggest avenues of
 
analysis for industry that is owned by local nationals. Their approach
 
has been criticized because industry in LDCs is often owned by foreign
 
nationals. 
 In the case of urban land, their analysis is particularly
 
relevant since most urban land is locally owned. 
Complication in analysis
 
is caused by the fact that the value of land characteristically rises over
 
time, and copensat-Lon fcrmulae are difficult 
to arrive at. The pricing
 
of nationalized laAid services is rather more problematical than that of
 
industrial products. Redistributive effec'ts depend on past nationaliza
tion policies. 
If land is acquired with less-than-value compensation
 
and is made available for use by a larger subset of the total population
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than the nationalized owners, there are certain to be beneficial
 

distributive results.
 

In the absence of a totally controlled economy we have also to con

sider the effects of land nationalization on other sectors. Investment
 

might be retarded because of uncertainty concerning possible future
 

nationalization of other sectors. The unpredictability of city growth and
 

the difficulties of comprehensive land planning have been emphasized earlier.
 

The nationalization of land clearly involves detailed comprehensive planning
 

since the allocation functions of the market have been usurped. Those who
 

believe that the land market does not work propose nationalization for
 

precisely this reason. I consider comprehensive land planning to be partic

ularly untenable in a mixed economy but not if the whole economy is planned.
18
 

As a compromise between those two poles there is a continuum of
 

possibilities of the degree of property rights that can be allowed subsequent
 

to land nationalization. The mechanism of limited time leases gives control
 

of the leased property to the leasee within constraints imposed by the lease.
 

These constraints include:
 

(i) Time of lease--the shorter the operation of the lease, the more
 

restricted are property rights;
 

(ii)Restrictions on land use; and
 

(iii) Restrictions en land transfer.
 

All these can be of varying degrees but the more flexible the better
 

for dynamic land use planning. The market can be allowed to optimize
 

within the constraints imposed by the lease conditions. The public author

ity is then relieved of making detailed decisions while guiding overall
 

land use. The device of limited time lease provides a useful way of
 

preventing the freezing of land use where this is deemed to be harmful.
 

Capital investment on the land is crucially affected by the length of lease
 

since the lease has to be at least long enough to make the capital worth
 

investing. Additionally, the duration of the lease must not be too long
 

for then its very purpose of introducing flexibility in land use will be
 

thwarted.
 

3. Provision of shelter for the poor
 

We have emphasized the different preference structures of different
 

income groups. Policies directed at the consumer therefore have to be
 

group-specific. Much of the preceding discussion has been concerned with
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smoothing out the rough edges of the urban land market, but mostly from
 
the supply side. 
From the demand side we mainly consider land as a consump
tion good required for shelter purposes. 
Demand for land for industrial
 
and commercial purposes is neglected because land policy mainly atfects
 
its location and not many general comments can be made in the context of
 
income distribution. 
It is relevant only from the viewpoint of job
 
accessibility, access 
to markets, and so on, and that is covered under
 
residential location.
 

Land demanded for shelter is not a trivial commodity so we expect
 
consumers 
to be particularly thoughtful in their land consumption decisions.
 
For this reason the revealed preference of different income groups should
 
be deemed as particularly important by policy makers. 
 We can divide land
 
consumers 
into three operational income groups: 
 the highest who do not
 
need any help from policy makers; the middle-income group, who participate
 
in the land market but have access difficulties; and last, the lowest
income groups who are effectively shut out of the urban land market. 
 The
 
first group can be left to 
its own devices except that it should be taxed.
 
Here we only consider the second and third groups. 
 The second group only

needs marginal help to participate more effectively in the land market.
 
In LDCs the main problem that such groups face is limited access to 
capital

markets as mentioned by Oldman et al. 1 9 
The thrust of land policy for this
 
group is provision of adequate financial institutions 
to provide mortgages,
 
and so on, and provision of information of the kind suggested in an
 
earlier section.
 

Here we are mainly concerned with the third group. 
Most land policies

considered until now do not affect this group. 
 The reason for this was 
il
lustrated in figure 2c where it was shown that the preference structure of
 
the poor is such that prevailing land prices cannot allow them any expendi
ture on land. The market produces a corner solution that is being found un
acceptable by policy makers. 
 It must be made clear here that the correct
 
solution is an 
increase in the dispensable income of the poor. 
 This has to
 
be stated even at 
the risk of sounding Lrite. 
 Men we are trying to raise
 
the income of the poor through urban land policy we are either saying that
 
direct income increments are too difficult to provide or 
that provision of
 
shelter is particularly important when compared with other things.
 

People shut out of the land market are generally called squatters al
though each country has its own descriptive word, e.g., 
colonias proletarias
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in Mexico, poblaciones callampas in Chile, villas miseria in Argentina,
 

favelas in Brazil, Jhuggis and bastis in India. The exact implications of
 

each term vary according to local circumstances. The order of magnitude
 

of the problem is indicated by the following rough estimates of proportion
 

of squatters to toal population for various cities around the world: Ankara,
 

45%; Istanbul, 21%; Manila, 20%; Singapore, 15%; Lusaka, 37%; Caracas, 38%;
 

Santiago, 25%; and Lima, 25%. These estimates should only be seen as indica

tive since they are for different years and are based on different defini

tions (which sometimes are unclear).
 

The phenomenon of squatters is usually associated with high migration
 

rates, although it is not clear that they, in fact, are the most recent
 

rural-urban migrants. Their problem has received most attention in Latin
 

America where a vast social science literature has developed on character

istics of squatter populations and settlements. There is, however, little
 

in the economics literature about them.
 

We seek to increase the income of squatters by providing more land as
 

a consumpLion good to raise them to higher indifference curves. The analysis
 

of figure 2c has shown that the poorest become worse off if they are moved
 

from the land that they are occupying free to a site where they have to pay
 

for it in monetary terms. This is so even if the new site has superior
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services. As mentioned by Vernez, the poor are price-oriented while the
 

rich are location-oriented. This is consistent with the analysis offered
 

in section B.4. One further problem in the relocation of the poor is
 

distance from job opportunities. Once again, they cannot afford to pay
 

for transportation but they are willing to walk. There is some indication
 

that people are willing to walk 2 to 3 miles (40 minutes to 1 hour) but not
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much more. People slightly better off can afford bicycles and can there

fore live farther away. Land policy for shelter of the poor has to take
 

such considerations into account to be realistic and to be effective. For
 

the very poorest we may have to provide land at zero money cost or they
 

will find such land anyway. We use Anthony Leeds' terminology 22 to discuss
 

policies aimed specifically at the poor.
 

a) Producer orientation
 

Policies which place essential programming, construction, designing,
 

planning, financing, and administration of residence building in the hands
 

of a small number of large enterprises which specialize in such building
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may be called producer-oriented. 
 Such policies have the following pattern:23
 
(i) Slum or squatter eradication by force;
 
(ii) Development of high-density housing of high construction quality
 

but low environmental quality on the fringe of the city.
 
(iii) Relocation of removed slum dwellers and squatters in these new
 

estates at subsidized rates.
 
The reaction of the relocated people is usually
 

(i) To disappear between the time of removal and relocation and reappear
 
in some other slum or squatter area or,
 

(ii) To take possession of the new dwelling and then to sublease it
 
at 
the earliest opportunity to a member of a higher-income group. They then
 
return to the most convenient location near their previous one.
 

In the latter reaction, income distribution of the direct kind is the
 
end result and may well be efficient although not intended by the scheme.
 
The reasons for these reactions are summarized by figure 2c but in addition
 
we conjecture
 

(i) That such housing developments are usually way out on 
the periph
ery of the city while economic opportunities are not similarly located and
 
a long commute is necessary. 
It is in the nature of such developments that
 
they are built on the cheapest land available, so this is a logical conse
quence.
 

(ii) The preference of the poor is for space. 
 Such housing developments
 
are usually very cramped--again dictated by economic requirements. 
 LDCs
 
are generally in warm climates. 
A great part of the lives of the poor is
 
conducted outdoors. 
It is simply too uncomfortable indoors without some
 
kind of cooling or air circulation, which they cannot afford. 
 Slums and
 
squatter areas are usually low-rise developments, though very tightly
 
packed in. 
 Outdoor life becomes very restricted in the new developments.
 

In sum, the preference structure of planners is imposed which, even
 
if it is imaginative, imposes uniformity. 
Housing built in such a manner
 
minimizes the social and cultural meanings and roles of housing, curtails
 
values and interest expression of users, and generally restricts adaptability
 
for the varied needs of users.
 

This critical approach to "producer orientation" must not be regarded
 
as a questioning of the motivation of those who initiate the housing. 
 It
 
is, rather, a logical consequence of this orientation. Large-scale public
 
projects require capital as well as managerial and coordination activities
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and labor. All of these have to be paid for from public funds, so economies
 

have to be made at all opportunities. The result, however, is that a great
 

amount of money is spent with little increase in utility to t1 se for whom
 

it is intended.
 

With the magnitudes indicated above it is not surprising that such an
 

orientation can only touch a few of the squatters, given normal governmental
 

budget constraints in an LDC. Indeed, all the evidence 24 points the fact
to 


that public housing goes to lower-middle and upper-lower classes, never to
 

the poor-est. Even in Singapore, where public housing expenditure amounted
 

to 43% of the total development plan, the housing did not go to the lowest
 

income groups.25 The Sinrapore housing program, basically producer-oriented,
 

does seem to be approaching success otherwise. Only about 40% of the popu

lation is not in public housing.
 

We note, however, that Singapore is a city state where the form of the
 

city is very important and the urban land supply is inelastic, so that
 

detailed planning is necessary. Furthermore, per capita income of Singapore
 

is higher than in most LDCs (about U.S. $900), so that the government budget
 

is more easily able to include a really large-scale program.
 

b) Consumer orientation
 

Following John Turner it is increasingly being accepted that squatter
 

settlements form the most viable solution for providing shelter to the poor.
 

Squatter settlement implies the occupation of land without payment. No
 

higher redistribution can take place as far as urban land is concerned.
 

Figure 5 illustrates this. The act of occupying a site moves the consumer
 

from P1 (consuming no land) on I to P2 (consuming LI) on 12, a higher
 

indifference curve. He can do better only if he is actually paid to occupy
 

a site (i.e., pay a negative price for the land).
 

The sequence of the formation of squatter settlements are well estab
26
 

lished now for Latin America. Squatters are not the most recent migrants,
 

nor the poorest. They are those who have been. in the city for some time and
 

have reasonably stable incomes. It is only then that they think of the
 

amenities provided by dwelling units of their own. Settlements are occupied
 

by the very organized invasion which is planned in secret months in advance.
 

Plots are laid out, allocations are made, and legal work is done prior to
 

occupation. Then a slow additive transformation takes place as houses
 

begin to go up with progressive improvement of materials from, say, mats
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Figure 5. Redistribution through squatter settlements
 

and tin sheets to brick and reinforced concrete. 
In parallel, the settle
ment's urbanistic infrastructure unfolds. 
 Street systems develop by self
help and self-financing but generally with some 
collectivity, such as a
 group of neighbors. 
 The accent is on providing maximum quality and flexi
bility with minimum cost.
 

Owner-builders entirely avoid formal capital markets; consciously
speculate about rising realty value; cut out cost of management and coordi
nation and labor; eliminate cost of transport and storage; build according

to 
their own task and style of household; 
and change progressively with

their domestic life cycle. 
 The result is that the living space is substantially cheaper than mass housing (50% to 60% for similar quality?) and
 consumers are following their own preferences. 
This process has been called
incremental development. 27 
 Part of the 
reason for this preference is that
the poor do not 
like to enter into long-term loan or mortgage contracts28
 
because of greater uncertainty about the future. 
They prefer to build
incrementally as 
their income increases. 
Vernez provides evidence for

Bogota which shows that the higher the income the higher the amount of

contracted labor that goes into house building. 
That capital markets are
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not totally closed to squatters is seen from the fact that they are observed
 

to have all kinds of consumer durables like TV sets, radios, and refrigera

tors in various Latin American cities. On can surmise that
 

(i) The squatters are willing to invest In such items sin-e they are
 

easily movable, and
 

(ii) Traders are willing to provide credit for these goods since they
 

can be taken back readily in the event of default.
 

In the case of land for shelter, neither of the above is true as both sides
 

are reluctant to enter into loan agreements.
 

Lest this picture look too rosy it must be pointed out that these
 

settlements are not such as to pass any urban planner's approval. They are
 

ramshackle, very densely populated, dirty, and "badly" laid out. Further

more, the description above is mainly of Latin American conditions. There
 

is, however, evidence of dynamic self-help by squatters and slum dwellers
 

in Africa as well. Muench 29 describes slums in Ibadan and how they have
 

adapted to the rapidly changing world. Werlin 30 describes the indigenous
 

housing market and self-help by squatters in Nairobi. Indian slum dwellers
 

help themselves according to Clinard. 31 Asian cities have a more difficult
 

problent than those in Africa and Latin America since the extent of public
 

land (preferred by squatters) is limited, whereas it is not as critical in
 

the other two poor continents. One is hard pressed to find such partial
 

solutions for the Asian cities with high populations. The indication
 

from Singapore is that rising income can solve shelter problems.
 

Having described the pattern of self-help, the relevant question
 

here is about the role of land policy. It is tempting to :ay that squatter
 

settlements should be legalized readily and governmental help offered as
 

technical assistance and for infrastructure. But the problem is not quite
 

so simple. We want to maximize asset creation by self-help since that
 

creates physical capital as well as human capital through learning-by

doing with beneficial long-term distributional effects. There is some
 

evidence that this is forthcoming individually and collectively most
 

readily when then there is an adversary like a public authority. (The
 

analogy i. of a nation in wartime.) That would suggest the maintenance
 

of some tension between the government and squatters. onl the other hand,
 

there is conflicting evidence 32 that encouragement from the government
 

activates slum dwellers for self-help projects. So the conclusion is un

certain. One thing that can be stated unambiguously is that government
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must not substitute for private energies under any circumstances. 
We can
 
look at this problem from the economist's viewpoint. 
Refer to figure 5.
 
The price line is horizontal depiciting free land. 
The question of optimi
zation is begged in the diagram. Somehow L 
is allotted to 
the consumer.
 
The maintenance of some 
tension between the squatters and the authorities
 
is 
like a price, albeit nonmonetary. 
We can then conceptually tilt the
 
price line somewhat and consequently optimize and find land allocations.
 
In that sense the maintenance of some tension is good. 
 We can tentatively

conclude that 
the government should legalize squatter settlements and pro
vide technical assistance and other infrastructural help but not 
too readily.


We can summarize the contra3t between the 
consumer and producer
 
orientations by quoting Michael Koll:
 

It is waste to concentrate the 
scarce manpower and capital
 
on the planning and constructing of a few housing projects;
 
it is waste to allow uncontrolled city growth which leads
 
to chaotic city structure; and it is waste not to 
improve
 
by an input of technical assistance the people's own way of
 
building houses. 
 It is economical, on 
the other hand, to
 
use 
the few available planners for 
the most important tasks-
the allocation and control of land use. 
 Government can
 
never hope to solve the problem of housing by unilateral
 
effort; the alternative is to mobilize the savings and
 
initiative of the common people and 
to guide orderly
 

city growth.
 

D. Directions for policy and research
 
This chapter has emphasized repeatedly that urban land policy has to


be made in the presence of great uncertainty about the future. 
 Cities in
 
poor countries are expanding in both area and population at unprecedented
 
rates, so 
the task of policy making is not simple. It has been suggested

that we are more likely to help the urban poor if we accept their presence

and try to understand their preferences and wants. 
 We do not know enough

about the urban poor. 
 We need 
to find out how poor the poor really are
 
to design effective land policy. 
 This search should involve both (i)

household surveys to determine income and consumption patterns, and (ii)

attitudinal surveys 
to investigate preference structures. 
 It might seem
 
an extravagance to 
gather such comprehensive information for designing
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urban land policy but it is justified on two counts. First, such surveys
 

are necessary for understanding rural-urban migration and for understanding
 

the urban economy in general. Second, land policy for the poor simply cannot
 

be evaluated without additional knowledge about the expenditure patterns
 

and preference structures of the poor. In this search for information,
 

well-conducted case studies are particularly valuable. They give us a
 

better appreciation of the behavior patterns of the urban poor and how they
 

interact with the urban economy. When this kind of specific information
 

is available, more comparative information about land markets in a variety
 

of LDCs can be sought.
 

When we look at land as an asset, we regard it as one of a set of
 

assets that an individual can hold in his portfolio. When treated in
 

this way, it should be taxed as any other asset. Yet, it is common to find
 

that it is treated as a special asset, and a host of special taxes are put
 

on it. For equity purposes, the capture of increased land values to public
 

account is suggested most often. The effectiveness of such measures needs
 

to be examined critically. Specific studies are needed to measure the
 

effect, say, of a betterment tax on land on people's portfolio decisions.
 

That people make windfall gains from land investments is undeniable.
 

What we need to know is the distribution of these gains among different
 

income groups, as well as their effects on the development of the city.
 

An often neglected aspect of discussions in this realm is the relative
 

probabilities of gains and losses in land speculation. If speculators
 

bear a great amount of risk, this must be taken into account in designing
 

taxes. This kind of information can only be gained through detailed studies
 

at the micro level. To obtain good information on speculators' activities
 

and their actual gains and losses, research has to employ enrepreneurial
 

methods. 33 If we know the methods, aspirations, and objectives of developers
 

and speculators, policy could better use their particular talents in con

junction with formal planning methods. This is one aspect of what is meant
 

by a symbiotic relationship between planning and the market. Each can in

form the other. Each also acts as a balance to the excesses of the other.
 

The market does this automatically while planning needs to do it explicitly.
 

An understanding of the dynamics of land price in urban areas is very
 

important for policies designed to help the poor. This can only come with
 

the parallel development of theory as well as detailed information on the
 

workings of land markets. If there is, indeed, a particular effect of
 

http:methods.33
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speculation on price, this should be determined. 
 The extent to which the
government should participate in the urban land market will then be clearer.
We also need cost-benefit studies of municipal land bank operations. 
Would
it, for example, be better for the poor if the rich bear the risk of land
holding rather than government? 
If a land bank effort is instrumental in
controlling prices, we need to weigh the benefits of this against, for
example, losses in property tax revenues. 
 Does the control of price, for
example, really benefit the rich? 
 For the purposes of distribution of
income, such benefits and losses should be assigned to different income
 groups. If distributional weights are 
to be applied at all, we should
know the preference structures of each income group; otherwise we end up
with the preferences of the researchers. 
 In the latter case 
it would be
 
better not to 
have any weights at all.
 

We also need to know much more about the effects of public service
installations on land values, and the extent of cost recovery possible

by the public. By focussing on different income groups, a system of crosssubsidies could be designed in the provision of public services. 
 There is
virtually no information on the impacts of water supply and transport

improvements 
on land price in LDCs.
 

It has been suggested in this chapter that 
the poorest should be
provided shelter free of money cost. 
 This prescription obviously varies
with the level of income in the country concerned. 
 In India, for example,

where the very poorest have money incomes which are almost zero, such a
prescription cannot be questioned if we are 
really interested in helping
them through land policy. 
On the other hand, the poorest in the relatively
richer LDCs may well be able to pay at 
least partially for their shelter.
In such a case, the "free land" prescription should obviously not be taken
literally. 
Whatever the degree of relative poverty, the full cost of land
to the poor is never quite zero. Nonpecuniary costs like waiting times
and paper work and other transactions costs have to be considered. 
There
 may well be a tradeoff between money costs and other costs 
that a consumer

faces. 
 He may trade a saving in walking time for slightly higher money
costs or, perhaps, risk of eviction from an illegally occupied plot.
Here again we need more specific information on the decision-making patterns
of the poor. 
 In land policy, as in all other policies designed to help tiie
poor, the fundamental consideration is that the 
most direct way to relieve
 
poverty is to increase the incomes of those who have very little. 
 The
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challenge is to decide among alternative methods of increasing the real
 

incme of the poor.
 

Lastly, we need to mention that even if policies to help the po~z
 

are well-known, their implementation may not be possible because of
 

political and administrative constraints. Neither should be neglected
 

relative to the other. But as these constraints change, so should land
 

policy. Above all, urban land planning must incorporate a great amount of
 

flexibility to cope with uncertainty about the future.
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Chapter 11
 

NOTES
 

1. Such attitudes are found, for example, in Brazil (James A. Gardner,
1973); Argentina (Carlos Tobar, 1972); Morocco (Katherine Marshall Johnson,
1970, 1973); Kenya (Herbert H. Werlin, 1974); Chile (John P. Robin and
Frederick Terzo, 1973); and Indian Plan Documents.
 

2. John M. Carson et al., 1973.
 

3. W. Alopro (1968c).
 

4. K. Mera (1973).
 

5. E.S. Mills (1972).
 

6. Confirmatien for this pattern is found for Hong Kong (D.J. Dwyer,
1971 and Yue-man Yeung, 1973); Nairobi (S.M. Kimani, 1972); Bogota, Lima,
Quito, Santiago (P. Amato, 1969, 1970a;; Indian cities (John Brush, 1974);

Kinshasa (Orville Grimes, 1974).
 

7. Peter Amato (1970a).
 

8. For example, Nairobi (personal observation; Herbert H. Werlin,
1974; Oscar Oruati, 1968); Bogota, Lima, Quito, Santiago (P. Amato, 1970b);
Kinshasa (Orville Grimes, 1974); Kano (Oscar Ornati, 1968).
 

9. John Turner (1967, 1968).
 

10. 
 See John Turner (1967, 1968); William Mangin (1968); Jane Cowan
 
Brown (1972).
 

11. John Turner (1967, 1968).
 

12. 
 This is not so important in LDCs since zoning is not very strict
and where it exists it is popularly disregarded.
 

13. Alvin Schorr (1968).
 

14. James A. Gardner (1973).
 

15. Richard B. Andrews (J971).
 

16. 0. Oldman et al. (1967).
 

17. Jane Cowan Brown (1972).
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When an economy is fully planned, priorities are either imposed
18. 

The 	same can be done for
 or arrived at by the methods other than prices. 


land.
 

19. 	 0. Oldman et al. (1967).
 

20. 	 Georges Vernez (1973).
 

African Urban Development, 1972.
21. 	 Muench, in Michael Koll, ed. 


22. 	 Anthony Leeds (1973).
 

This pattern has been distilled from: Lagos (Akin L. Mabogunje,
23. 

1968, ch. 10); Nairobi (Herbert H. Werlin, 1974); Rio de Janeiro (James A.
 

GarL..zr, 1973); Buenos Aires (Carlos Tobar, 1972); Singapore (Yeu-man Yeung,
 

1S73); Hong Kong (D.J. Dwyer, 1971); Delhi (Delhi Development Authority,
 

1961; Ashish Bose, 1972); Bogota (Roberto Pineda, 1972).
 

24. For example, Mexico City (Wayne A. Cornelius, 1973); Bogota
 

(Georges Vernez, 1973); Singapore (Yue-man Yeung, 1973).
 

25 	 Yue-man Yeung (1973).
 

26. This section draws from John 	Turner (1967. 1968); William Mangin
 

(1968); Jane Cowan Brown (1972); David Collier (1971); Ford Foundation
 

Surveys; Anthony Leeds (1973); Sara Michl (1973); Janice E. Perlman (1973);
 

T.F. 	Ray (1969); Alvin Schorr (1968); Herbert H. Werlin (1974).
 

27. 	 Georges Vernez (1973).
 

28. 	 Sara Michl (1973).
 

Meunch, in Michael Koll, ed. Afri'an Urban Development, 1972.
29. 


30. 	 Herbert H. Werlin (1974).
 

31. 	Marshall B. Clinard (1966).
 

on India.
32. 	 Marshall B. Clinard, 1966, 


33. 	 Ashish Bose (1972).
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APPENDIX I
 

MEASURING INCOME INEQUALITY
 

Richard Szal and Sherman Robinson
 

A. 	 Introduction
 

Discussions of income distribution have occupied a place in the eco

nomic literature for a long period of time. Empirical studies are of more
 

recent vintage, being a function of the availability of statistical data.
 

From the time of the landmark study by Pareto, published in 1897, the
 

availability and accuracy of statistical data on income distribution in
 

the developed countries have improved continuously. Empirical studies of
 

the size distribution have proliferated accordingly. The situation with
 

respect to data in less-developed countries is much worse and there is 
cur

rently a great deal of work being done to generate and evaluate income dis

tribution data from a number of these countries.
 

The development of measures reflecting the distribution of income has
 

progressed in parallel both (i) with the development of data and (ii) with
 

theorizing about the significance and determinants of the distribution.
 

Any economic statistics or measures, by definition, embody economic theory
 

about the characteristics or effects being measured and are useful only in
 

terms of the theories which underlie them. Historically, new theories have
 

almost always generated new measures, and distribution theory is no
 

exception.
 

This chapter has three purposes. First, there is a brief discussion
 

of the theoretical framework which has ordered how economists have viewed
 

and measured the distribution of income. It will be argued that the tra

ditional static economic framework, both positive and normative, within
 

which economists have studied and measured income distribution is too nar

row and restrictive. Second, a survey is made of the existing measures of
 

income inequality, classifying them and discussing their properties. Fi

nally, some new measures are proposed which reflect a wider, dynamic
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approach to the determination and welfare implications of changes in the
 
distribution over time.
 

B. The traditional framework
 
Economists have traditionally approached the question of income dis

tribution from two vantage points: 
 normative and positive. 
Income distri
bution has always been a major preoccupation of welfare economics. 
 The
 
problem of how to deal with normative judgments about equity in welfare
 
economics has divided the profession. 
The positive analysis of income
 
distribution has historically been based on marginal productivity theory

and comparative statics. 
This traditional framework, as well as 
tradi
tional welfare economics, has ordered the way in which economists have
 
approached questions of income inequality and have analyzed the relation
ships between income distribution and economic development.
 

1. Normative framework
 
Traditional welfare economics 
(i.e., post-Pigou) has been concerned


with separating questions of equity from those of efficiency. 
Under var
ious assumptions about the workings of the economy, one can show that the

economic system will reach an equilibrium at a Pareto optimal point; that
 
is, at a position from which the economy cannot 
move without making someone
 
worse off. 
 If the economy is not at a Pareto optimal point, then it is
 
possible to make a move so 
that at least one person is made better off and
 
no one is made worse off. Welfare economists assume that moving to a Pareto

optimal point from a nonoptimal point alws makes society "better off."
 
More efficiency (defined as moving to a Pareto optimal point) is always

desirable, so one can 
treat questions of equity separately.
 

Of course, the economy may be at equilibrium at an infinite number of

Pareto optimal points (corresponding to different distributions of assets),

and there is 
no way to choose among them on 
the basis of efficiency. Wel
fare economists have postulated an externally supplied social welfare func
tion which can be used to evaluate all efficient points and so choose that
 
Pareto optimum (and the corresponding income distribution) which maximizes
 
social welfare. 
There has been a lively debate concerning the conditions
 
under which one can and cannot derive such a social welfare function, but
 
the main point is that tI-e notion of Pareto optimality has been used to
 
separate equity questions and judge them by normative criteria that are
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completely independent of criteria of economic efficiency. Since any
 

normative judgements about income inequality must necessarily involve
 

making interpersonal comparisons of utility--anathema to post-Robbins wel

fare economists--it is very convenient to relegate them to some externally
 

supplied social welfare function.
 

In the past, the separation of equity and efficiency criteria in wel

fare judgments has, in practice, resulted in economists simply ignoring
 

equity. A Pareto optimal point is preferred and one can let distribution
 

take care of itself. More recently, there have been some attempts to deny
 

the separability of equity and efficiency criteria. For example, one might
 

assume that the income distribution affects people directly and so enters
 

as an argument in their utility function. In this case, the distribution
 

becomes a pure public good and can no longer be treated separately in a
 

social welfare function.3 A current debate revolves around whether or not
 

one should try to include equity criteria directly in benefit-cost analysis
 

by giving distributional weights to benefits, depending on who gets them.4
 

One side argues that this practice unnecessarily mixes separable criteria,
 

causing only confusion. The other side sees it as an attempt to itcorporate
 

knowledge of the social welfare function directly in project analysis-

knowledge which would otherwise be ignored.
 

In formulating welfare criteria, welfare economists have sought cri

teria which are "widely acceptable." The value judgment that moving from
 

an inefficient point to some efficient (Parato optimal) point always in

creases social welfare is appealing rcecisely because it seems reasonable
 

and widely accepted. It is, however, merely a value judgment and many
 

might argue that making the rich richer while leaving the poor alone de

creases social welfare. When considering equity judgments, wide agree

ment seems unattainable, and one can understand why welfare economists have
 

sought to avoid them. Welfare economists notwithstanding, most discussions
 

of economic policy have necessarily involved questions of income distribu

tion. From such discussicns, one can identify some normative judgments
 

which, if not widely acceptable, are at least often proposed.
 

(i) More equality of i,..ome distribution is preferable to less, given
 

the initial situation. This is not usually carried so far as to imply that
 

perfect equality is best but simply that a decrease in inequality is better.
 

How "equality" is defined and measured is, of course, very important.
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(ii) The existence of a group of people living in poverty is, in it
self, a bad thing. 
 The major problem inherent in this judgment is the
 
proper definition of "poverty." 
 There seems to be no widely accepted def
inition that can be applied even within one country, let alone across
 

countries.
 

(iii) The existence of a group of very rich people--a power elite--is
 
a bad thing. 
 This judgment is clearly more controversial and also depends
 
on how one defines "very rich." While proverty is usually defined in ab
solute terms with respect to some set of minimun needs, "very rich" is
 
usually defined relatively. 
 The rich might be considered "too rich" if
 
the top decile of the population controlled, say 50 percent of total income
 
instead of 
the more usual 25 percent to 40 percent.
 

(iv) The existence of a group of chronically poor or chronically rich
 
people is a bad thing. "Chronic poverty" is defined 
as a situation in
 
which the same individuals (or, alternatively, their children) remain in
 
poverty period after period. 
 The case where not only the same individuals
 
but also their children remain in poverty--that is, chronic intergenera
tional poverty--is perhaps the most distasteful to egalitarians. " Ironic
 
wealth" is defined analogously.
 

Judgment (i) represents the usual normative view of 
income distribu
tion: 
 any decrease in inequality is a good thing regardless of who gets
 
what from whom. 
This approach is completely static, and the evaluation of
 
a change in inequality is normally accomplished through comparative statics.
 

Judgments (ii) and (iii) are also widely proposed. Judgment (ii), the
 
problem r 
poverty, underlies much of the recent policy discussions both in
 
the developed and less-developed countries. 
 The problem of excessive
 
wealth seems to be of much less concern to established governments and in
ternational agencies.
 

Judgment (iv) reflects the notion that more equality of opportunity is
 
a good thing. Society is better off when people can easily change their
 
position in the distribution over 
time, regardless of the distribution at
 
any point in time. There are possible tradeoffs, in welfare terms, between
 
the various judgments. One might consider, for example, a highly unequal
 
static distribution as acceptable, or even desirable, if there were great
 
mobility over time within the distribution.
 

It is only very recently that considerations of social and economic
 
mobility have begun to assume a role in economic models.5
 The existing
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models, however, are framed in terms of the experience of developed
 

countries and, although relevant, they do not explicitly integrate the
 

analysis of inequality into the framework.
 

Questions of mobility, judgment (iv), are very difficult to analyze
 

within a completely static framework. When analyzing and evaluating income
 

distribution over time, economists usually use a comparative statics frame

work and consider the distribution of wealth. It is obvious that if there
 

were a great deal of economic mobility--that is, if individuals readily
 

re-ranked in the distribution of income from period to period--the distri

bution of average (or permanent) income would be more equal than the dis

tribution of marginal. (or one-period) income. In this situation, one need
 

not worry about current-period income inequality.
 

The comparative statics framework is not adequate, however, for the
 

analysis of long-run chronic poverty or chronic wealth. One would need to
 

define some notion of inter-generational permanent income and its determi

nants, which seems a bit much. Even in the short and medium run, one is
 

interested in how the distribution changes from )eriod to period, and thus
 

an explicitly dynamic approach is required.
 

2. Positive framework
 

Since the time of Smith and Ricardo, the positive analysis of income
 

distribution has concentrated on the determinants of the functional dis

tribution. The usual approach has been to start from the marginal produc

tivity theory of factor renumeration and examine the effect various eco

nomic variables have on wages, profits, and rents. There has been continu

ing controversy regarding the adequacy of the neoclassical approach to the
 

functional diSLzibution, and the whole problem has received a great deal of
 
6


attention. 


On the other hand, the theoretical analysis of the size distribution
 

(the distribution by households or individuals) is much less developed and
 

is clearly inadequate.7 The earliest models were overly mechanistic. With
 

little or no economic justification, they assumed some stochastic income
 

generation mechanism and derived the frequency function for the overall dis

tribution (usually lognormal or Pareto). This approach has been extended
 

by assuming that earnings depend on ability and that ability (however de

fined) follows some known distribution. One can then derive the resulting
 

frequency function for the overall distribution--again, lognormal or Pareto.
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The human capital theorists have further extended this approach by assuming
 
that earning ability is a function of human capital, an asset for which
 
there is 
a market and which therefore can be considered within the realm
 
of usual economic analysis. 
The nagging problem with the latter approach

is the virtually unsolvable problem of defining a unit of human capital.
 

The relative lack of interest in the size distribution by economic
 
theorists in 
the past is 
somewhat surprising considering that it 
is the
 
size distribution rather 
than the functional distribution that is important
 
to welfare economics. 
 In any case, both approaches have emphasizei ex
plaining the distribution of income at a point in 
time and so have not had
 
a dynamic focus.
 

Traditionally, the analysis of income distribution (either size or
 
functional) has been restricted to narrowly defined economic variables.
 
Thi social, cultural, and political institutions are assumed to be exoge
nous or unchanging. 
Many would argue that such assumptions are wrong for
 
a developed country. 
 They are, in any event, clearly inadequate for 
ana
lyzing the determinants of 
income distribution over 
time in a developing
 
country. 
 Some examples of non-economic factors that seem inextricably
 
linked to 
economic variables in the determination of income distribution
 
are the distribution of politicdl power, the role of social and economic
 
institutions 
(e.g., capitalism versus socialism), and the form of govern
ment. 
 If one wishes to widen the analysis to include social and political

factors, then one is naturally interested in the distribution of income
 
and wealth by social classes or other politically and socially relevant
 
groups. 
 The traditional approach which concentrates on the distribution
 
either by size or 
by functional group becomes too narrow and restrictive
 
and needs to be expanded.
 

3. Measuring inequality
 
The measures surveyed in the next section aii reflect the traditional
 

positive and normative frameworks and share their shortcomings. 
 All the
 
measures are static in the 
sense that 
no account is taken of individual
 
mobility. 
 In section E a dynamic framework is proposed and 
some measures
 
are based on it. 
 All the measures relatq 
to households or individuals
 
rather than 
to social classes, regions, or 
other interesting groupings. 
 In
 
section D there is a discussion of how the measures 
can be decomposed into
 
between-group and within-group measures.
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A majority of the measures are concerned only with relative inequality
 

in the sense that a proportionate change in all incomes does not change the
 

measure. To a neoclassical welfare economist, a relative measure is ap

pealing because it enables one to separate changes in distribution (con

siderations of equity) front changes in absolute income (considerations of
 

efficiency). Many feel that this separation is illusory and that measures
 

should reflect the absolute level of income since the importance (in some
 
8
 

sense) of inequality may depend on income levels. The issues clearly
 

cannot be resolved simply, and it is important to note how the various
 

measures depend on income levels.
 

Any measure of inequality should embody a sensible notion of "inequal

ity." Perhaps the simplest definition is to state that there is inequality
 

whenever one person has more income than some other person. Given this
 

definition, a reasonable minimum standard to set for any measure of inequal

ity would be that a transfer of income from a poorer person to a richer
 

person should increasp -he measure. A. K. Sen cites this property as the
 

Pigou-Dalton condition. 9 Since the standard against which inequality is
 

measured is perfect equality, the Pigou-Dal-on condition by itself provides
 

no way to judge the validity of comparisons Lf different degrees of inequal

ity. It is a very limited standard.
 

If measures are to be comparable across countries or over time, there
 

are some general properties that are desirable for them to have. First,
 

they should be unit free. This criterion is self-evident and is satisfied
 

by almost all the measures surveyed. Second, they should be unaffected by
 

the number of units (people, households, and so one) summarized in the
 

measure. A number of inequality measures are subject to this problem, and
 

many ingenious techniques have been developed to cope with problems of in

complete or badly grouped data. Related literature tends to be both spe

cific and technical and will not be surveyed here. Third, a measure should
 

be bounded. This last property is not as important as the first two but is
 

clearly convenient, especially when one has no benchmark against which to
 

make comparisons.
 

Recently, there has been much discussion in the literature about the
 

social welfare function, or classes of them, implied by various measures
 

of income inequality. It is clearly very important to understand the prop

erties of different measures so that one can undcrstand how they define
 

"inequality." One can then assess measures in terms of how useful their
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definition of "inequality" is in making normative equity judgments. 
How
ever, it seems uniair 
to criticize a given descriptive measure because it
 
is difficult to determine the analytL 
 form of the social welfare function
 
on which it is implicitly based. Purthermore, for many purposes the wel
fare implications of a given measure may not be as important as 
its de
scriptive properties.
 

C. Static measures of inequality
 

Pictorially, the incomc distribution has usually been presented in two
 
ways. 
 The first is simply to graph the frequency function of the distribu
tion. 
On the horizontal axis is income in money units and on the vertical
 
axis is 
the percent frequency of the population with that income. 
 As with
 
all frequency functions, the area under the curve must equal one. 
 A typi
cal income distribution frequency is graphed in figure 1.
 

Frequency
 

Income
 

Figure I
 

The second common way to represent income distribution data is to graph
 
the Lorenz curve. 
Assume one had income data for a sample of households.
 
The data are first arranged in ascending order of income and then cumulated.
 
They are then expressed as shares and plotted. 
 The result is a Lorenz
 
curve. 
 A given point indicates what percentage of the total aggregate in
come of 
the group (on the vertical axis) is held by a specified percentage
 
of the total population (on the horizontal 
axis). An example of a Lorenz
 

curve is shown in figure 2.
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1.0
 

Cumulative share
 
of income
 

1.0
 

Cumulative share
 
of population
 

Figure 2
 

If everyone had the same income, then the Lorenz curve would be a
 

straight 45 degree line (the first 10 percent of the population receives
 

10 percent of aggregate income, and so on). The more unequal is the dis

tribution, the further is the Lorenz curve from the diagonal 45 degree
 

line.
 

Almost all of the summary measures of inequality are based either on
 

figure 1 or figure 2 and attempt to summarize in a single statistic the
 

information contained in one picture or the other. Considering the exten

sive literature on inequality measures, a picture is worth thousands and
 

thousands of words!
 

The two graphs obviously contain the same information in the sense
 

that one can be derived from the other. At least one can go from the fre

quency function to the Lorenz curve by integrating both over people and in

come. To go the other way requires, in addition, data on income levels.
 

Intuitively, however, the notion of inequality is more easily defined in
 

terms of the Lorenz curve. Equality is defined as equal shares of aggre

gate income accruing to equal shares of the population. In figure 2, any
 

deviation from the 45 degree line indicates the presence of inequality. In
 

terins of the frequency function (figure 1), perfect equality implies a de

genirate distribition concentrated at the point of mean income--hardly a
 

very satisfying diagram.
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The frequency function is of special interest if 
one is concerned with
 
a theory which implies a specific form for the function. For example, as
 
noted above, theories that assume a nertain distribution of ability can
 
generate a Pareto or lognormal distribution of income. 
The parameters of
 
these distributions then become of special interest.
 

In the discussion below, we divide the measures 
into: (i) those which
 
describe the frequency function, (ii) those which describe the Lorenz
 
curve, and (iii) other 
measures. 
In some cases, the classification is 
a
 
bit arbitrary since measures which relate 
to the cumulative distribution
 
(the area under the frequency function) can be considered as descriptive of
 
the frequency function but are also related 
to the Lorenz curve.
 

1. Frequency function measures
 

a) Pareto a coefficient
 
According 
to Pareto, the upper brackets of the income distribution can
 

be described by a frequency function called the Pareto-Levy function. 
Let
 
Y be a level of income (above the mode) and let X be the proportion of in
come receivers with income equal to or 
greater than Y. 
Then the distribu

tion is given by:
 

(1) X = AY,
 

where A is a constant. When plotted on double log paper, the Pareto distri
bution is linear. 
 The more equal is the distribution of income, the greater
 
is the value of a. 
Pareto's empirical estimates of a for various countries
 
tended to cluster between 1.5 and 1.7. 
 He felt that he had discovered some
thing akin to Newtonian physics and he built 
a "magical constant" theory on
 
this clustering. Others have gone so far as to 
relate social revolutions to
 
certain values of the coefficient. 
 Subsequent research has questioned the
 
stability of the parameter.
 

b) Variance of the logs of income
 
The variance of the logarithms of income has long been used as a meas

ure of income inequality. Letting Y denote income and n the sample size,
 

the log variance is
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n 
(2) 	 Var (log Y) = (1/n) Z (log Y log y)
 

i
 

where log Y is the mean of the logarithms of incomes.
 

This measure is attractive for a number of reasons. First, if one
 

assumes 
that income is distributed according to the lognormal distribution,
 

the log variance is the maximum likelihood estimate of the variance of the
 

distribution. In the statistical literature, the log variance is defined
 

around the geometric mean (as in the formula above) rather than around the
 

arithmetic mean. This is not 	always the case in the income distribution
 

literature.
 

The log variance measure is attractive to welfare theorists because
 

relatively greater weight is given to lower incomes when logs are used.
 

A given amount of money given 	to an individual with a small income will re

sult in a larger decrease in the measure than an equal subtraction from
 

the income of an individual with a large income. If one assumes a social
 

welfare function which exhibits increasing marginal social welfare from in

crements of income to each individual, then money given to a poor person in
creases social welfare more than the same amount of money given to a rich
 

person. Although this is true of other measures (e.g., the Gini concentra

tion coefficient), the degree of greater weight given to the lower incomes
 

is larger with the log variance than it is for such arithmetically calcu

lated measures as the Gini coefficient.
 

According to the human capital theory of income determination, the
 

log variance is an interesting measure because it can be shown under cer

tain assumptions to be related to the variances in training and in the rate
 

of return to training, to the levels of training and of the rate of return,
 

and to the covariance between the two.
10
 

Finally, note that the log variance is a relative measure and is not
 

affected by proportional changes in all incomes. It is thus independent
 

of mean income and is unit free. It has one drawback, however, that Sen
 

has noted: it can violate the Pigou-Dalton condition. Comparing two
 

distributions, it is possible that one with a higher Lorenz curve (a 
curve
 

everywhere closer to the 45 degree line.of perfect equality) will be judged
 

more unequal in terms of its 	log variance.
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c) Coefficient of variation
 

The variance of a frequency distribution measures the spread of ob

servations and can be used as a measure of inequality. It is, however, a
 

function of the units in which the variable is measured, so comparisons
 

are usually difficult. The coefficient of variation is defined as the
 

standard deviation divided by the mean and is unit free. 
 It is a measure
 

of relative dispersion.
 

While often used in statistics, there seems no particular justifica

tion for using it as a measure of inequality. It certainly satisfies the
 

Pigou-Dalton condition, but there is no special positive or normative jus

tification for using the squared deviations from the mean rather than abso

lute values or some other even power. For that matter, there is no strong
 

reason to use deviations from the mean rather than from some other value.
 

Unlike log variance, the coefficient of variation is equally sensitive to
 

transfers at all income levels.
 

d) Pearsonian skew coefficient
 

The frequency distribution for an income distribution is usually not
 

symmetric but has relatively more observations at low incomes. Such a
 

distribution is skewed 
to the right with the majority of observations to
 

the left of the mean. For a right-skewed distribution, it can be shown
 

that the mean is greater than the median which, in turn, is greater than
 

the mode. For a left-skewed distribution, the inequalities run the opposite
 

way. Karl Pearson developed what has become the standard measure of skew

ness based on this inequality.1 2 It is given by:
 

(3) Sk - 3(mean - median) 

standard deviation
 

This measure is unit free and is higher (in absolute value) the more skewed
 

is the distribution.
 

The skew coefficient is not, in itself, a measure of inequality. A
 

distribution with a very low variance is very equal, regardless of the
 

degree of skewness. However, the variance and skewness coefficient, taken
 

together, provide a good description of the frequency function.
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e) Poverty measures
 

There are a number of measures designed to reflect only part of the
 

income distribution, usually the lower tail or poverty population. These
 

measures are usually very simple and only two examples will be given here.
 

The second example does not really describe the shape of the frequency
 

function but is included here as an interesting poverty measure.
 

The proportion of the population in relative poverty (PRP) is defined
 

as the fraction of the total population that has incomes which are less
 

than half of the median income. 1 3 The PRP measure defines poverty in rela

tive terms and so guarantees that the poor shall always be with us. If
 

individuals care about their relative position in the overall income dis

tribution, the specification of poverty as a percent of a measure of cen

tral tendency, such as the median, may be quite reasonable.
 

Albert Fishlow has developed a measure of inequality based on a speci14
 
which defines the boundary of absolute poverty.
fied level of income YP
 

Those with incomes less that YP are classified as in poverty and those with
 

incomes above are not. Fishlow's measure is the share of total aggregate
 

income which must be transferred from those above the p.vert7 level to
 

those below so that everyone in the poverty population receives YP. It is
 

closely related to the maximum equalization percentage measure discussed
 

in the next section.
 

Fishlow's measure is both simple to compute and simple to interpret.
 

A major drawback, however, is that the measure is unaffected by transfers
 

on the same side of the poverty line. One might find that after a set of
 

transfers to the poor, Fishlow's measure decreased while another inequality
 

index increased if the transfers came from those just above the poverty
 

line.
 

The above measutres, in common with all poverty measures, suffer from
 

the difficulty of agreeing on a definition of poverty. In countries where
 

an official definition of the absolute level of poverty has been set (such
 

the United States and India), there has been constant and considerable
as 

it15
 

disagreement over it. Furthermore, what is considered to be poverty has
 

changed over time, not only with general price increases but also with
 

general changes in the standard of living. If one defines poverty in rela

tive terms as in the PRP measure, then the question arises: Relative to
 

what? Clearly, comparisons over time or across countries are extremely
 

difficult.
 

http:income.13
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2. 	 Lorenz curve measures
 

a) Gini coefficient
 
The Gini coefficient is undoubtedly the most commonly used summary
 

measure of the Lorenz curve. 
 It is defined as the ratio of the area be
tween the Lorenz curve and the diagonal to the total area under tt-'diag
onal. 16 It is an 
increasing function of inequality and equals zEo when
 
the distribution is perfectly equal (the Lorenz 
curve is the diagonal
 
line). For a set 
of income data, the Gini coefficient is defined numeri17
 
cally as:
 

(4) 	 G = (l/n2) ii jIYji
 
2Y
 

Figure 3 is a simple 	example of a Lorenz curve. 
 The line OC is the
 
diagonal and OPC is the Lorenz curve. 
The Gini concentration coefficient
 
is the ratio of the areas OPC and OZC:
 

G - area (OPC)/area (OZC)
 

C
 
Cumu1lative share
 
of income
 

/ 
Y
 

/
/ 

P 

/ 

// Cumulative share
 
/
0/ 	 z of population
 

X
 

Figure 3
 

Because of its wide usage, the theoretical aspects of the Gini coeffi
cient have been investigated thoroughly. 
The coefficient is insensitive
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18
 
to changes near the center of the distribution. Figure 3 can be used to
 

illustrate this graphically. The broken line XY is drawn parallel to the
 

diagonal and tangent to the Lorenz curve at point P. It is obvious geo

metrically that any distribution giving rise to a Lorenz curve tangent to
 
19
 

XY at any point along XY will result in the same Gini coefficient. That
 

is, P can be shifted anywhere along XY without affecting the value of the
 

Gini coefficient. Clearly, very different distributions give rise to Lor

enz curves with the same Gini coefficient.
 

The Gini coefficient has come under attack recently because the rank

ing of income distributions it gives is not consistent with the ranking

20
 

given by a social welfare function with certain desirable 
properties.
 

It is however true that the Gini coefficient satisfies the Pigou-Dalton
 

condition. It is not clear that problems with its implicit social welfare
 

function need disqualify the Gini coefficient as a useful summary measure
 

of the Lorenz curve. One need only keep in mind the inherent ambivalence
 

of the measure.
 

b) Elteto-Frigyes inequality indices
 

Elteto and Frigyes have presented three indices of inequality that are
 

based on the Lorenz curve. 2 The three measures are:
 

= 
(5) u Y/Y1
 

V 
= Y2/YI
 

w = Y2/Y
 

where:
 

Y is the mean income of the entire distribution,
 

i is the mean income of those people with incomes less than Y,
 

and
 

Y-2 is the mean income of those people with incomes more than Y.
 

The measure v reflects inequality in the entire distribution, while u and
 

w measure inequality in the respective lower and upper parts of the
 

distribution.
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Note that:
 

(6) v = (Y/Yl).(y 2 /y) = u-w 

so that the three measures are not independent.
 
The range of all three measures is one to infinity, but they can be
 

normalized to have a range of zero 
to one. The standardized measures are:
 

(7) u* =(Y  1)/Y,
 

v*= (Y2 Y)/Y 2 , and 

w*= (Y2 - 1I)/Y2 

These measures are easily calculated and readily interpreted. Further
more, they are closely related to the Gini coefficient and it is possible
 
to estimate the value of the Gini coefficient within reasonable and known
 
limits from the three measures.22 
 They are actually more descriptive of
 
the Lorenz curve than is the Gini coefficient since, given Y1 and Y20 
one
 
can easily identify the points where the Lorenz curve bulges.2 3
 

c) The maximum equalization percentage
 
To summarize the inequality of a distribution of income simply, many
 

economists have presented th
.
 shares of income received by arbitrarily
 
defined percentiles. The percentiles can be deciles, quintiles, quar
tiles, and so on. 
 The difference between the percentage of the population
 
and the share of income received is a measure of inequality since, with
 
perfect equality, the two percentages are equal. 
 The maximum equalization
 
percentage is based on 
the Lorenz curve and is defined as the share of ag
gregate income that would need to be redistributed in order that the dis
tribution he perfectly equal. 
Algebraically, it is equal to one-half the
 
sum of the absolute differences in the percent shares of population and
 
income.25That is:
 

(8) MEP EPiY 

The measure is very similar to the Gini coefficient and shares both
 
its advantages and disadvantages. Furthermore, it is quite sensitive to
 

http:bulges.23
http:measures.22


507
 

the type of percentile grouping chosen and is unaffected by redistribu

tions within a given group.
 

d) The Kuznets ratio
 

The Kuznets ratio is a weighted measure of inequality of sectoral
 

levels of per worker product. Kuznets found empirically that the average
 

product per worker in the agricultural sector was generally much below the
 

countrywide average in developing countries, while it was close to the
 

average in countries with higher per capita income. In the nonagricul

tural sectors--that is, manufacturing and services--the product per worker
 

was closest to the countrywide average in countries with high per capita
 

income, and further above the countrywide average in developing countries.
 

It follows that the relative disparity in sectoral levels of product per
 

worker is inversely related to the level of economic development.
 

Kuznets created a measure to summarize the sectoral disparities based
 

upon the sectoral percentage distributions of total product and of total
 

The sum of the absolute value of the difforences between
labor force.2 6 


sectoral product and sectoral labor force is a measure of the relative
 

inequality among sectoral average products, weighted by the share of each
 

sector in the labor force. For example, if the agricultural sector pro

duces 40 percent of total output and employs 70 percent of the total labor
 

force, the difference (30 percent) is really the difference between rela

tive per worker product and the countrywide average, weighted by the share
 

In this example, the Kuznets
of agriculture in the total labor force. 


ratio is:
 

[7070 -1.0 =30 

The Kuznets ratio varies from zero, in the case where all sectoral average
 

products are equal to the countrywide average, to close to 200, in the case
 

where the total product is assigned to one sector, and when the sbare of
 

this sector in the labor force is infinitesimally small.
 

The Kuznets ratio is much like the Gini coefficient, being based on a
 

type of Lorenz curve distribution classified by sectors. It provides a
 

convenient descriptive measure of the functional distribution of income for
 

Furthermore,
countries where no data on personal or household incomes exist. 


http:force.26
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measuring the distribution by sectors 
rather than by households may well
 
be more useful for 
some purposes.
 

3. Other measures
 

a) Theil information measure
 
Theil has proposed 
an inequality measure based on information theory.2 7 

It is given ly: 

(9) 
n 

T = log (n) - E i log (l/yi)
 
i=1
 

where y is 
the share of aggregate income going to person i, and n is 
the
 
total number of people.
 

The measure clearly satisfies the Pigou-Dalton condition and is 
a
 
relativ- measure 
(i.e., unaffected by proportional changes in all incomes).

It is nounded from above by log (n), 
so the la:g i is 
n the greater is the
 
amount of possible inequality. 
This, Theil feels, is quite natural. If 
a
 
society is made up of 
two people and one receives all income while the
 
other receives nothing, the value of the measure is log (2). 
 When a soci
ety is made up of 2 million people and one person receives all income,
 
there are 1,999,999 people who re(ciLve nothing. 
The latter situation, he
 
reasons, is clearly more unequal. 
 In the second case, the value of T will
 
equal log (2) when half of the 2 million people receive all income, and
 
each receives an equal sharu, 
while the other half receive nothing. This
 
characteristic of the measure, however desirable one wishes to view it,

makes comparisons difficult unless sample sizes are equal. 
 One could, of
 
course, normalize the measure by dividing it by log (n). 
 This makes it in
dependent of population size but somewhat alters the notion of inequality
 
being measured.
 

No matter how well grounded in information theory, the Theil measure
 
is nonetheless an 
arbitrarily defined measure of income inequality. 
For
 
example, transformations other than the logarithm would be equally satis
factory in the definition of T as 
far as information theory is concerned,
 
and there is no real reason to choose one such transformation over another.
 

b) Atkinson measure
 
In a recent article, Atkinson has criticized some of the better known
 

measures 
of inequality on the grounds that the social welfare functions
 

http:theory.27
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which underlie them are either difficult to define or unrealistic theoreti

cally.28 Atkinson defines a measure based on what he terms "the equally
 

distributed equivalent income," Ye. He defines it as the level of per
 

capita income which if equally distributed would yield the same level of
 

social welfare as the present distribution. Atkinson's inequality measure
 

is defined as:
 

ye
 

(10) A = I
 
Y
 

where V is the current mean income. If income is equally distributed, then
 

Y e Y and A = 0. For any distribution, A will be between zero and one.
 

The measure depends crucially on the social welfare function with
 

which Ye is defined. Atkinson suggests one such function which contains
 

an inequality aversion parameter, epsilon. If one chooses an epsilon equal
 

to zero, the social welfare function is linear in incomes, and distribution
 

does not matter. As epsilon increases, the measure is more sensitive to
 

transfers to the lowest income group. For the welfare funcion he suggests,
 

the measure reflects only relative inequality.
 

Atkinson's measure is explicitly normative and defines inequality in a
 

way that may not be descriptive of the distribution. A given value of the
 

measure will correspond to an infinite number of different distributions
 

which may, depending on the social welfare function, have dramatically dif

ferent shapes. Of all the measures surveyed, the Atkinson measure probably
 

has the most welfare content and requires the user to specify exactly how
 

he "values" inequality.
 

D. Decomposition of static measures
 

All the measures surveyed in section C refer to the distribution of
 

income by households or individuals, eKcept for the Kuznets ratio which
 

refers i,)the distribution by workers in different producing ,'ectors. In
 

analyzing the determinants and significance of a given distribution, or of
 

changes in it, one often wants to deal with different aggregations of the
 

population. For example, the distribution by social class, region, ethnic
 

group, or even age class may be of special interest for different countries
 

at different times. If the entire population is classified into a mutually
 

exclusive set of such groups, then it is interesting to determine how much
 

http:cally.28
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of the total inequality in the population is due 
to within-group inequality
 
and how much is due to between-group inequality.
 

There are other notions of decomposability that 
one might use. For
 
example, one might try 
to decompose a measure by causal fa. tors rather than
 
by subgroups. 
 For example, Fei and Ranis have devised a decomposition of
 

29
the Gini coefficient based on a decomposition by income sources. They
 
derive the contributions to total inequality (as measured by the Gini co
efficient) 
from inequality in the various factor components of income 
(e.g.,
 
wage, property, and transfer income). 
 Elteto and Frigyes have derived a
 
causal decomposition of their 
inequality measure into contributions due 
to
 
factors such as 
the wage rate, the participation rate, 
the unemployment
 
rate, and 
the share of wages in total income. 30
 

Of all the measures, only five are really susceptible to decomposition
 
of the aggregate 
measure into within- and between-group inequality. 
The
 
five are: (i) the log variance, (ii) the coefficient of variation, (iii)
 
the Gini coefficient, 
(iv) the Theil measure, and 
(v) the Atkinson measure.
 
The measures vary in the ease and intuitive reasonableness of their de
compositions. 
 The properties of the various decompositions are discussed
 
below. 
The detailed algebra is presented in an appendix.
 

In most cases, the decomposition defines 
the total measure as a sum
 
of two terms. 
 The first term is the measure defined between the groups
 
(treating each group mean income as 
a single observation) and the second
 
term is a weighted 
sum otJ the within-group measures. 
Perhaps the simplest
 
and best known is the log variance which simply follows the statistical
 
decomposition of variance formula. 
 The total log variance equals the be
tween-group log variance plus a weighted average of the within-group log
 
variances. 
 The Theil measure also decomposes easily into a simple weighted
 
sum of between- and within-group measures.31
 

The coefficient of variation decomposes easily, but 
in terms of its
 
squared value. 3 2 
 The numerator squared is 
the variance, and the decomposi
tion follows from the simple decomposition of variance formula. 
 The co
efficient squared decomposes into the sum of the square of the between
group coefficient of variation and the weighted sum of 
the squared within
group coefficients. 
 The weights in the weighted sum do not add 
to one but
 
instead 
sum to the square of the between-group coefficient--the terms of
 
the decomposition are not independent, 
a drawback that is not shared by
 

the other measures.
 

http:value.32
http:income.30
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The decomposition of the Gini coefficient is not nearly so straight

forward. Mangahas de, i.,es a decomposition of the total coefficient into
 

-he sum of two terms. The first term is the weighted average (weights
 

add LO one) of the within-group Gini coefficients. The second term is a
 

weig.lLed sum (weights add to zero) of all possible Gini coefficients be

tween paired groups. The weights are functions of group size, population
 

size, group mean income, and total mean inome. The calculation of the
 

between-group Gini coefficients requires comparable data on the income fre

quency functions for each subgroup. It is not enough to have data on only
 

group mean incomes, group sizes, and within-group Gini coefficients.
 

It is possible to decompose the Atkinson measure, but not as the 

weighted sum of within- and between-group measures, Given Atkinson's 

social welfare function, the decomposition involves the weighted sum of 

the within-group measures. The between-group measure does not appear ex

to the sum of the weights. The decomposiplicitl, although it is related 


tion is not easily interpretable.
 

Of the five readily decomposable measures, the log variance and the
 

Theil measure seem best in terms of their decomposition properties. Fo:
 

bi.h ),1them, one can easily determine the independent contribution of
 

hi 	 :arid inequality to total inequality, and the decomposi-Li- between-group 

tiun is simple to calculate. The Gini coefficient can also be decomposed
 

into independent within- and between-group contributions, but the decomposi

tion requires that one has distribution data for each subgroup. These data
 

may often not be available.
 

E. 	 Dynamic mobility framework
 

All the measures discussed so far have been static in that they char

acterize a distribution at a point in time. Such measures cannot reflect
 

Even comparing inequality
the degree of income mobility in a society. 


time in no way indicates how many people
,%r,;uiesat two different points of 


have 	moved in the distribution or by how much. Static measures cannot in

dicate the presence of chronic poverty as 
defined in section A.
 

A dynamic framework which has been suggested for the analysis of econ

omic mobility is based on transition-probability matrices of fhiite Markov
 

a
 processes. For this discussion, such a transition matrix will be called 


mobility matrix, M.
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Each cell Mij in the mobility matrix is the percent of people in
 
group i who move to group J'in the period t to t + 1. We shall de':?,ne
 
the groups by income classes, although this is by no means the only way
 
they can be (or have boen) defined. 3 4 
 It is also convenient to order the
 
groups by the level of mean income, from highest to lowest. Since every
one 
in each group must be accounted for in the next period, it follows that
 
the rows of the mobility matiix must sum to one. 
An example of a mobility

matri, 
is given below. Measures based on it 
are given in the appendix.
 

(11) 
 .7 .2 .
 
M .3 .6 .1 

1 .1 .8 

Looking at the first row of M, one can see that 70 percent of the
 
richest group maintains its mean income, 20 percent of that group moves
 
to the group with the next lower mean 
income, and 10 percent loses enough
 
so that they move 
to the group with the lowest mean income. The matrix M
 
thus defines how people change position in the distribution of income 
over
 
time--an inherently dynamic process--and allows the identification of indi
vidual movement through income classes.
 

Define the variable ft'i as the relative size of group i in period t.
 
It is a distribution giving the shares of the population in each income
 
class. 
 One is interested in how the population shares of the various in
come classes change over time. 
 The changes in relative group sizes can be
 
calculated using the M matrix. 
For example, t'e product MI, 1 ft, 
 repre
sents the relative number of people who will remain in group 1. M2,1 ft2
 
represents the relative number of people who will move to group 1 from
 
group 2 during the period. Summing, one can see that:
 

(12) ft + 1, = M.i f tj for each i. 
j3 

The size of a given income class i in period t + 1 is found by summing the
 
nunber of people who stay in the class during the period and the number of
 
people who move into the class from other classes.
 

By repeated application of equation (12) 
one can obtain the distribu
tion at any time in the future. Assuming a constant mobility matrix, it
 
can be shown that the frequency function will converge over time 
to a stable
 

http:defined.34
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35
 
distribution with constant relative group sizes. This distribution is
 

called the ergodic distribution and depends only on the mobility matrix.
 

It does not depend at all on the initial ditibution.
 

The rgodic distribution can be calculated given only the mobility
 

matrix. It can be used to answer the counterfactual question: With a
 

given mobility matrix, what will be the eventual distribution? It is of
 

course interesting to compare the present and ergodic distributions. It
 

is also interesting to note that in actual empirical application, the er

godic distribution is reached in only a few periods. 36 Of course, it is
 

not necessary, especially in applications to developing countries, to as

sume a constant mobility matrix. The ergodic distribution is then of less
 

interest, but the other mobility measures are still useful.
 

If there is no mobility in the society, the M matrix will equal the
 

identity matrix (ones on the diagonal and zeroes everywhere else) and no
 

one will move from his initial class from period to period. The larger
 

the off-diagonal elements (and the further away they are from the diagonal),
 

the greater is the mobility (both up and down) in the society. Measures
 

of mobility i.hich take perfect immobility as their point of comparison will
 

attempt to measure the amount and degree of "off-diagonalness" in the mo
37
 

bility matrix.
 

All measures summarizing the mobility matrix are rejative measures in
 

the sense that they take no account of changes in the level of mean income.
 

It is of course possible to calculate the change in the overall mean income
 

due to movements of people among the various income classes as a function
 

of the original distribution and the mobility matrix.
 

There are two general ways in which one can summarize the mobility ma

trix: (i) cell-related mobility measures, and (ii) overall mobility meas

ures. Cell-related measures seek to associate a statistic to more than
 

one cell of the matrix, i.e., they are multivalued measures. Overall meas

ures attempt to summarize the entire mobility matrix in a single number.
 

1. Cell-related mobility measures
 

Cell-related measures of the mobility matrix have long been used. They
 

are the generally accepted statistics for summarizing the elements of a
 

transition matrix.38 We will discuss two well-known measures: (i) average
 

http:matrix.38
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time :pent in a class, and (ii) mean first passage times. More detailed
 
algebraic derivations are given in an appendix.
 

a) Average time spent in a class
 
One cell-related summary measure of the mobility matrix is the average
 

time spent in a class. If there is perfect immobility (M is an identity
 
matrix), then each person would remain in his initial income class for an
 
infinite period of time. 
 The greater the mobility in a society, the shorte
the period a particular person can expect to remain in a given income class.
 
The expected value of the amount of time spent in a class is 
a measure of
 
the mobility of a given society.
 

Note that the average time spent in class is determined only by the
 
size of the diagonal element of the mobility matrix. 
The measure does not
 
reflect how far one moves in terms of income, but only that one leaves
 
one's current class. It 
measures the existence of mobility, not the ex

tremeness of it.
 

b) Mean first passage times
 
The mean first passage times are the only mobility measures which gen

erate a separate value for each cell of the original M matrix. 
The meas
ure is defined as the expected value of the length of time required to go
 
from class i to class j for the first time.
 

It is interesting to compare the absolute and relative sizes of the
 
different mean first passage times. 
 For example, one might be interested
 
not only in the expected number of periods to go from the lower to 
the
 
higher in~ome class but also in the relative size of this compared to 
the
 
mean time to go from higher to lower. 
 One would expect the former to be
 
larger than the latter, and one might relate such figures to economic vari

les such as the growth rate of GNP.
 

2. Overall mobility measures
 

Obviously, some information is lost when a single valued statistic is
 
used to summarize a multivalued matrix such as M. 
Such statistics, however,
 
can prove beneficial for quick evaluations of the structure of the matrix
 
if they are carefully constructed. In this section we present two such
 
summary measures: (i) the determinant of M and (ii) the aggregate mobil

ity measure.
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a) Determinant of M
 

Given that each element of M is less than or equal to one and that the
 

rows of M sum to one, it can be shown that the determinant of M, IMI, must
 

lie between -1 and 
+1.
 

(13) -1 <IMI 1 . 

The value of IMl will be 1 when M is an identity matrix. Since M = 1
 

signifies no mobility, so does IMI = I. When M is such that it completely
 

reverses the frequency distribution from t to t + 1, the value of IMI is
 

-1. For example, if M is a 3 x 3 mobility matrix of the form
 

(14) [0 1 

M= 0 1 , 

1 0 0 

then:
 

IMI -1. 

There is one shortcoming to the use of the value of the determinant as
 

a summary measure. The value of M will be zero whenever linear dependence
 

is present in M. Since M can be expected to be a dominant diagonal matrix
 

in the short run, this sho'ld not usually be a problem.
 

b) Aggregate mobility measure
 

In summarizing mobility, both the value of the off-diagonal elements
 

and their distance from the diagonal are important. The first determines
 

how many people move and the second determines how far they move. A summary
 

measure can be constructed that weights the value of the off-diagonal ele

ments by their distance from the diagonal. Since the difference between
 

the row and column subscripts is a measure of the distance from the diagonal,
 
4 0


the statistic:
a sinmnary mobility measure can be used on 


i] - MijU (i j) 2N. 

The problem with using this statistic as an aggregate mobility measure is
 

that its maximum possible value is a function of the number of classes in
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the mobility matrix. 
Define an aggregate mobility measure, then, as 
the
 
above statistic divided by its maximum attainable value (which is easily
41
 
calculated):
 

EE (i - J)2 Mij 

(15) 1 = L _ 
maximum value
 

The measure p ranges from zero to one and equals 
zero only when M is the
 
identity matrix (perfect immobility).
 

F. Conclusion
 

Studies of income distribution are normally framed in terms of com
parative statics, narrowly defined economic variables, and individual or
 
functional distributions. This is an inadequate framework for analyzing
 
dynamic aspects of the long-run distribution of income. 
The static frame
work does not approach the question of the income experience of individuals
 
or groups over time. 
 The fact that most studies are narrowly economic
 
means that interactions between the social, political, and economic vari
ables are'not taken into account. The use of individual or household data
 
alone means that socio-economic, regional, or class differencer in income
 
tend to be neglected.
 

A survey of the better known measures of income inequality indicates
 
that they all reflect the traditional approach. The measures are all sta
tic and, with the exception of the Kuznets ratio, concentrate on the dis
tribution of income by individuals or households. 
None of them measures
 
the dynamic aspects of economic and social mobility.
 

A framework for analyzing mobility has been presented based on the
 
transition-probability mat-ix of a finite Markov process. 
 The mobility
 
matrix describes a dynamic process of income distribution and the approach
 
can be adapted to the study of various other dynamic processes (for exam
ple, inter-sectoral labor migration, the education process, and social
 
class mobility). 
A number of measures reflecting the mobility framework
 
have been presented.
 

The concern with income distribution in the developing countries ema
nates from the high and increasing degree of inequality observed in studies
 
done to date.42 
 This work implies that significant proportions of the pop
ulations of developing countries are not sharing in the benefits of the
 
high growth rates of income experienced in the recent past. 
 How chronic
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is the poverty implied by the increase in static inequality measures is an
 

open question, and one that cannot really be approached within a static
 

framework. Dynamic analysis using the mobility framework and the measures
 

based on it should be useful both in the identification of the chronically
 

poor and in the structuring of policies so that their effects reach the in

tended recipients.
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Appendix 1
 

NOTES
 

1. In sections of The Republic, Plato discusses the question of
 
equity. See Hugh Dalton (1920).
 

2. Kenneth Arrow (1951) and Amartya K. Sen (1970).
 

3. Lester Thurow (1971) and Robinson (1975).
 

4. H. Chenery et al. (1974) and A. Harberger (1971).
 

5. See, for example, Christopher Jencks et al. (1972) or J. Conlisk
 
(1974).
 

6. G. C. Harcourt (1972).
 

7. For an excellent review of size-distribution theories, see Alan S.
 
Blinder (1973). See also Martin Bronfenbrenner (1971).
 

8. Amartya K. Sen (1973), especially pp. 36-37. Also A. 0. Hirschman
 
and M. Rothschild (1973).
 

9. Amartya K. Sen (1973), p. 27. See D. G. Champernowne (1974) for
 
an interesting discussion of desirable properties of inequality measures
 
and an empirical comparison of some measures.
 

10. Barry R. Chiswick (1968).
 

11. Amartya K. Sen (1973), p. 32. 
 Also Anthony B. Atkinson (1970). A
 
proof is given in P. Dasgupta, Amartya K. Sen, and D. Starrett (1973).
 

12. See F. E. Croxton, D. J. Cowden, and S. Klein (1967), pp. 202-03.
 

13. Victor R. Fuchs (1965).
 

14. Albert Fishlow (1973).
 

15. Parnab K. Bardhan (1973), especially pp. 27-35:
 

16. M. G. Kendall and A. Stuart (1963), pp. 48-49. 
 Also see Corrado
 
Gini (1914).
 

17. The numerator of the Gini coefficient is an interesting statisric
 
in itself and can be used as an inequality measure. It represents the
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expected value of the difference between two individuals selected at ran

dom from the total. population.
 

18. David Newberry (1970).
 

19. The altitude of the triangle OPC with base OC does not change,
 

and so its area is constant.
 

Namely, a social welfare function which is strictly quasi-concave
20. 

on individual incomes. See Amartya K. Sen (1973). pp. 33-34, for a review.
 

21. 0. Elteto and E. Frigyes (1968).
 

22. The Gini coefficient can be written in terms of any two of the
 

measures:
 

(V* -W*)U*
U*W* 
G=U*+ W* - UW* (i W*)V* ' 

23. Patricia Wilson (1973).
 

24. P. C. Mahalanobis (1960).
 

25. For an application of this measure, see Felix Paukert (1973).
 

26. Simon Kuznets (1957).
 

27. Henri Theil (1967).
 

28. Anthony B. Atkinson (1970) and Amartya K. Sen (1973).
 

29. J. C. H. Fei and G. Ranis (1974).
 

30. 0. Elteto and E. Frigyes (1968).
 

31. Henri Theil (1967), pp. 91-96.
 

32. Ibid., pp. 124-25.
 

33. Mahar Mangahas (1974). For other decompositions, see G. Pyatt
 

(1976) and J. C. H. Fei and G. Ranis (1974).
 

34. For example, see Isadore Blumen, Marvin Kogen, and Phillip Mc-


Carthy (1955); Nathan Keyfitz (1968); E. 0. Laumann (1970); and S. J.
 

S. Robinson and K. Dervis (1977) use socio-economic groups
Prais (1955). 

and explicitly derive the overall distribution of income from group
 

distribution.
 

John G. Kemeny and J. Laurie Snell (1960), pp. 69-70. An example
35. 

is given in the appendix.
 

36. Richard J. Szal (1973).
 

37. Sociologists have generally used perfect mobility (all elements
 

of M equal) as their point of comparison. See Laumann (1970).
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38. 
 John G. Kemeny and J. Laurie Snell (1960).
 

39. 
 The value of the determinant for input-output matrices has been
investigated as a sumnary measure for the complexity of an input-output
system. 
See Y. K. Wong (1954).
 

40. One could just 
as well take the absolute value of (i
weight. - j) as the
This would yield an arithmetically weighted mobility measure,
whereas squaring (i 
-
j) yields a weighting scheme that allocates exponentially greater weight to movements farther from the original class.

choice is arbitrary. 

The
 

41. The maximum value is given by:
 

2 
n/2 

(i - n) 
2 

for even n,
i=l
 

and
 

n/2 
 2 (n-l)

2 (i-n)+S for odd n,

i~l 2
 

where n is the number of income classes.
 

42. 
 I. Adelman and C. T. Morris (1973); Felix Paukert 
(1973); and
Chenery et al. 
(1974).
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Appendix A
 

DECOMPOSITION OF STATIC MEASURES
 

Five of the static measures of inequality discussed in the text are
 

susceptible to decomposition into within- and between-group inequality.
 

These measures are: (i) the variance of the logs of income, (ii) the cc,

efficient of variation, (iii) the Gini coefficient, (1v) the Theil measure,
 

and (v) Atkinson's measure. In all cases but that of Atkinson's measure,
 

the detailed algebra of the decompositions have been presented elsewhere
 

and will not be duplicated here.
 

Several symbols will be utilized repreatedly throughout the following
 

discussion. They are defined here so as to minimize redundancy:
 

n = total sample size,
 

n g = sample size of the gth group,
 

G = number of subgroups of total sample,
 

Y, = income of the ith individual or household,
 

Yg = mean income uf th! g group,
 

Y = sample mean income,
 
= 
v variance of the logs of income,
 

= 
C coefficient of variation,
 

R = Gini coefficient of concentration,
 

T = Theil measure of inequality, and
 

I = Atkinson measure of inequality.
 

A. Variance of the logs of income
 

Decomposition of the variance of the logs of income follows the usual
 

decomposition of variance formula. The variance of the logs is defined as
 

n 2
 

V (1/n) E (log Yi - log y)
 

i=l
 

which can also be written as
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n [ /yly 2 

V = (1/n) Z fog i 2
 
i=l
 

where Y is defined as the geometric mean income. 
 Straightforward decompo
sition of the log variance yields 

G n y \€)]2 G (g 1n ng9 (i\g 

V= g _& log () + ) E 
g 	

( log 2
 

g=l 
 iil
 

or more conveniently
 

(Al) 
 V = Vb + 1
 

where Vb is the between-group log variance and the second term is a
 
weighted average of the within-group log variances, the weights being equal
 
to the population shares of each group.
 

B. 	 Coefficient of variation
 

The coefficient of variation is defined as
 

C s 

Y
 

where 
s is the standard deviation of the distribution. The decomposition
 
of this measure is accomplished through squaring the numerator and the
 
denominator and decomposing the 
squared numerator which is, of course, 
the
 
variance. The decomposition results in
 

2) _ 2 
 , 
 n -

G
n fg 2 
2+ E 

g=l 
 9
2
 

or
 

C2
(A2) = bD2 GC
 

g=l
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Cb2 is the square of the between-group coefficient of variation and the
 

second term is a weighted sum of the squared within-group coefficients of
 

variation. Note that the second term is not a weighted average, since the
 

weights do not sum to one. The sum of the weights is
 

tj( gilG -)2 G 2~ 

2-+--g= 1 + 1 ( g
gl 

= 

( + -2 

(Y Y Y 

which equals one plus the square of the between-group coefficient of vari

ation. The sum of the weights is thus related to the size of the between

group coefficient of variation and, to this extent, the between- and
 

within-group measures are not independent.
 

C. The Gini coefficient
 

Decomposition of the Gini coefficient is complicated because it is de

fined in terms of absolute values. A decomposition, however, has been
 

derived by Mangahas.2 Defining
 

R = Gini coefficient for the size distribution of the gth popug
 

lation group, and
 

R . = Gini difference coefficient computed on the difference beii
 

tween the size distributions of groups i and j,
 

the total Gini coefficient can be decomposed into two terms:
 

G 
 CnG
(A3) R= E g~ n) Rg + i=22 n~I2 _ ] 1 R ,
 

where i + j, Yi> Y. 1
 
- ) j) HX f -The term R 


where:
 

fi5 f = column vectors of the size distributions of income in
 

the ith and jth groups,
 

H = an L x L matrix, where L is the number of income classes
 

defined for each group, with 2's below the diagonal, l's
 

on the diagonal, and zeroes above it, and
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X = an L x L diagonal matrix whose kth diagonal element is
 
the mean income of the kth income class.
 

Equation (A3) is a decomposition of the total Gini coefficient into
 
a weighted average (weights summing to one) of the within-group Gini co
efficients and a weighted sum (weights sunming to 
zero) of all possible
 
Gini difference coefficients between paired groups. 
 Graphically, the Gini
 
difference coefficients are derived from differences in the Lorenz curves
 
of paired groups. The decomposition of the Gini coefficient requires com
parable, detailed data on 
the frequency distribution of income in each of
 
the groups (in order 
to calculate the between-group coefficients Rij).
 

D. 
 The Theil measure
 
The Theil measure is defined in terms 
of income shares rather than
 

absolute incomes. 
 Denote these shares by yi" 
 Defining y 
as the share of
 

the gth group in total income, Theil's measure can be decomposed to:
 

T= 
G y2 G
(A5) ~ Z y log + E y Eglgy\ log l/ng=l 
 [ g/nj y l 


or
 

G 
(A6) T =Tb + E ygT . 

The first term, Tb, 
is a measure of the inequality between group incomes.
 
When each group's share of income is equal to its population share, Tb
 
equals zero. 
Note that:
 

income ofg
(A7) n • per capita income of g
Yg total income n -total 
 per capita income
 

In 
the event that total per capita income and the per capita income of
 
group g are equal, (A7) reduces to (ng/n). The first term of (A6) then 
vanishes, since 

= y log =yg log(l) = 0 

for all G groups.
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The second term in (A6) deals with within-group inequality. It is
 

weig~h'-~a~ .rage (weights summing to one) of the within-group measures of
 

inequalit. In each separate within-group expression on the right, (yi/Yg)
 

an ;il1K.; the income share and the population share
are, respectively, 


for the ith individual in the kth group. As with the between-group ex

pression, thP term vanishes for groups in which each individual income
 
3
 

is equal to the per capita income of the group.
 

E. Atkinson's measure
 

Of all measures discussed in this appendix, Atkinson's measure of in

equality is the least straightforward and most difficult to interpret in
 

terms of its decomposability. The measure is defined as
 

I. = n (i/(I-E)
 

l/(l

(A8) I =f(y)] 


When one is dealing with individual incomes,
 

f(Yi) = j/I
 

so that (A8) can be rewritten as
 

= 

(A9) I 	 E

inl
 

Adding group-specific terms to (A9) yields
 

i(-C)

ng i) ( :Y -e(g(~_I G 

(AIO) I = 	 g E E ) (&) ]1 1/ ( 

g=l i=l Yg 

For each of the G components that make up the rightmost term of (AlO), the
 

terms and are constant so that
(-C 

gT wit 	 n be wt n as 

The first set of terms within brackets can be written as:
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-Gb '_ /n \]Ml(All) Ib 

where Ib is the Atkinson measure for between-group differences in income.
 
They also form a set of weights that are applied to the within-group terms
 
to obtain the total measure. 
One can arrive at the between- and within
group components of total inequality by calculating Ib from group means
 
and group sample sizes and treating within-group inequality as 
a residual.
 
That is,
 

(A12) I = I -
Ib
 

This treatment is anilogous to one suggested by Meesook. 
She defines the
quantity I as 
 I ( g1 l] 1 
I 

w g=l= ()y i ( n 

or,
 

(AI3) Iw E 1 
g=l g
 

which is simply a weighted average 
(weights sum to one) of the within-group
 

measures of inequality.4
 

Appendix A
 

NOTES
 

1. Henri Theil (1967), pp. 123-25.
 

2. Mangahas (1974).
 

3. Henri Theil (1967), pp. 91-96.
 

4. The decomposition suggested here can be termed an _ntuitive one,
since the sum of the terms of Iw do not exactly sum to the residual value
of Iw suggested in the previous paragraph. The definition of I was suggested in correspondence with Oey Astra Meesook. 
 w
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Appendix B
 

MEASURES OF MOBILITY
 

This appendix presents some of the algebra underlying the measures
 

of mobility discussed in the text. A numerical example is also given.
 

A. Ergodic distribution
 

Defining Ft as the row vector distribution of observations in time t
 

and Mt as the mobility matrix in time t, the finite Markov process is de

fined as
 

(A14) FMt = Ft+I
 

If each element of M t is assumed invariant with respect to time, then (A14)
 

can be written
 

MP
 
Ft 
 Ft+p
 

where MP is M raised to the power P. When p is sufficiently large MP ap
1
 

proaches idempotency. That is,
 

lim M = A
 
p-0J
 

where A is referred to as the limiting matrix of M. The fact that MP ap

proaches idempotency means that Ft+ p approaches stability. The stable vec

tor, which we will refer to as $, is called the ergodic distribution of M.
 

There is one and only one C associated with a given M and it is independent
 

of the initial F.
 

a 3 x 3 mobility
It is straightforward to solve for P. Assuming M is 

matrix, the following set of simultaneous equations will yield a solution 

for c: 



528
 

+1 = + 2 03 

ml101 + m2102 + m3 103
 

02 = 
m12 1 + m22 2 + m3 243
 

p3 = m13 1 + m23 02 + m33? 3
 

An interesting aspect of the limiting matrix of A, and one that per
mits its identification once 0 is known, is the fact that each row of A is
 
equal to '. That is,
 

A = y4
 
where y is a column vector with each element equal to 1. The fact that

each ro)w is equal to every other row in A means that each element of a
 
given column of M is the same value.2
 

B. Average timespent in a 
class
 
Assume that there are f 
individuals or families currently in the ith
 

income class. 
 Of these, fimi 
will be there next period, f mu2 will remain after two periods have elapsed, and so 
on. 
The total time spent in
 
the ith class by the fi or~inal members of the class is
 

2
Ti = fi + fimii + fimii +
 

The average time spent in the ith class is then obtained by dividing Ti
 

by fi" Thus,
 

t, T /f=1 + m 2
+ m +
L ii 
 ii ii
 

or, taking the limit,
 

(A15) 
 ti = 1/(i - mi).
 

The variance of the average time spent in a class is
 

(A16) oti2 = mii/(l - mii). 
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Since the rows of M must sum to one, the average time spent in a class can
 

be considered a summary measure of the "off-diagonalness" of M. However,
 

the relative magnitudes of the off-diagonal elements have no effect on the
 

value of the measure.
 

C. 	 Mean first passage times
 
3
 

The matrix of mean first passage times is defined 
as
 

(A17) Q =(I -Z + EZdg D
 

where:
 
1
 

Z =(I- M + A)
 

Z = matrix agreeing with Z on the main diagonal with 

zeroes elsewhere, 

E = square matrix with all elements equal to 1, 

D = diagonal matrix with the jth element equal to i/ j, and 

= jth element of the eigodic distribution associated with M. 

The variances of the elements of Q are given by W - Qsq 

where:
 

W = Q (2 Zdg D - I) + 2 [ZQ - E(ZQ)dg] and
 , 


Qsq = matrix resulting from Q by squaring each entry. 

D. 	 An example
 

Let us assume that we have the following mobility matrix:
 

U 	 M L 

M = M .3 .6 .1 
L 	 .1 .1 .8
 

The measures of mobility associated with this matrix are:
 

(i) Ergodic distribution
 

U = .40
 

M = .27
 

L = .33
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(ii) Average time spent in a class
 

Average Time Variance
 

U 3.33 1.373
 

M 2.50 .938
 

L 5.00 2.222
 

(iii) Mean first passage times
 

r2.5 6.2 10.011FT
4.2 3.7 10.0
7.0 4.2 3.0
 

r13.2 40.7 90.81 
Var(MFPT) = 20.7 28.6 90.8 

[33.8 28.5 34.3]
 

(iv) Value of the determinant = .280.
 

(v) Aggregate mobility measure = .167.
 

Appendix B
 

NOTES
 

1. This result obtains for all regular Markov chains. A chain is
 
termed regular if, for some power of p, the matrix Mp has no zero entries.
 
See John G. Kemeny and J. Laurie Snell (1960), pp. 60-70.
 

2. As a practical matter, the rate of convergence of Mp to A is expo
nential. 
Nathan Keyfitz (1968) has pointed out that the elements of m5 are
 
sufficiently stable for results correct 
to four decimal places.
 

3. For the derivations of the man first passage times and their vari
ances, see John G. Kemeny and J. Laurie Snell (1960), pp. 78-89.
 

4. John G. Kemeny and J. Laurie Snell (1960) also give a number of
 
examples in chapter 7.
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APPENDIX II
 

POTENTIAL DISTRIBUTIVE EFFECTS OF NATIONALIZATION
 

POLICIES: THE ECONOMIC ASPECTS
 

Jorge Cauas and Marcelo Selowsky
 

A. Introduction, summary, and conclusions
 

1. 	 Introduction and summary
 

the transfer
Arguments for nationalization policies--here defined as 


sectors of the economy into government ownerof existing privately owned 


ship--have become increasingly popular in the literature concerning growth
 

strategies in developing countries. These arguments run from purely politi

cal ones (i.e., an increase in political control, particularly in cases of
 

the economy) to purely economic arguments (i.e.,
foreign-owned sectors of 


the need to control monopoly power, nationalization as a means of raising
 

aggregate investment, and so on).
 

Arguments for nationalization as a means of improving the distribution
 

of income have become increasingly popular in the development literature.
 

The purpose of this chapter is to explore that particular aspect, inquiring
 

specifically into the determinants of the potential redistributive effects
 

of a nationalization policy. What we have in mind is the type of ex ante
 

exercise a Planning Office ought to carry out in order to identify the main
 

parameters determining the distributive effects of such a policy.
 

Section B of this chapter first explores the determinants of the mag

nitude of the net transfer implicit in a nationalization policy; second,
 

it attempts to derive some figures for such a transfer with orders of mag

nitude that appear plausible for the case of Latin America. Section C
 

discusses the different channels by which such a transfer can be distribu

ted to different sectors of the economy. Section D explores the probable
 

net redistributive effect of using particular channels for distributing
 

NOTE:
 
The views expressed in this chapter are those of the authors 

and should
 

its affiliated institutions.
not be ascribed to the World Bank or to 
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such a transfer. 
 Section E derives some conclusions and suggests addi
tional lines of research.
 

In order to narrow the scope of analysis we have focused on a partic
ular scenario underlying a nationalization policy; 
it is characterized as
 
follows:
 

(i) We will analyze the effect of nationalizing a subset of the
 
corporate sector of the economy owned by the nationals of the country in
 
question. 
We will leave out foreign-owned enterprises as well 
as the
 
banking sector, either owned by foreigners or 
nationals.
 

(ii) Nationalization will be defined as 
the purchase by the gr-iern
ment of the privately owned capital stock of the sector at a price repre
senting a certain fraction of the market price of that capital.
 

(iii) After nationalization, the institutional setup will be charac
terized by state ownership of the nationalized industries.
 

The first part of 
the chapter explores the choices open to 
a govern
ment facing such a program of nationalization when the objective is 
to raise
 
a fiscal tranfer equivalent to the one that could have been obtained
 
through additional taxation.
 

Two parameters--for which there is usually a sharp difference between
 
ex ante 
or intended values and the post-nationalization 
or effective values
 
appear to be important in determining the size 
(and sign) of the t.ans

fer: 
 the capacity of the government to maintain the previous reinvestment
 
rate in the now-nationalized industries and, seconc, the 
extent to which
 
the nationalization program induces changes in the investment behavior of
 
other sectors due to expectation of further 
iiationalization.
 

In analyzing the magnitude of the transfer as 
a function of the two
 
policy instruments (the expropriation factor and the post-nationalization
 
reinvestment rate), 
it was 
found that under a full expropriation a (perma
nent) transfer of 0.5 percent of the GNP requires a post-nationalization
 
reinvestment rate at 
least equal to one-quarter of the rate prior to na
tionalization. 
A permanent 
transfer of 1 percent of GNP requires a new
 
reinvestment rate equal to at 
least four-fifths of the pre-nationalization
 

rate.
 

On the other hand, if the pre-nationalization rate is maintained, the
 
government can raise 
a (permanent) transfer of 1 percent of the GNP only

if the implicit expropriation factor is at least three-quarters, i.e., 
the
 
compensation paid is, 
at 
the most, equal to one-quarter of the (present
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value of the) net private personal income from the ownership of the expro

priated enterprises.
 

The redistributive effect of such a policy (analyzed in sections C
 

and D) will depend on the channels being used to distribute the transfer
 

and on the relative income brackets of the beneficiaries of those particu

lar channels. Two broad categories of channels can be defined, those that
 

distribute the transfer to the labor input employed in the now-nationalized
 

industries and those that distribute the transfer to the rest of the
 

economy.
 

The first category includes those cases where the transfer is used to
 

finance additional wages of already employed labor in the sector, and (or)
 

additional employment over and above the level where the market wage equals
 

the productivity of labor. The second includes those cases where the
 

transfer is used to finance a price policy in the nationalized industries
 

by which t goods produced are sold at a lower price than the previous
 

(clearing) ce. Perhaps most important, it also includes those cases
 

where the transfer is used to finance public programs via the budget in
 

other sectors of the economy.
 

In discussing the net redistributive effects of the nationalization
 

policy it is useful to distingui' -ween two situations. The first situ

ation is where the government has ability to control the surplus in the
 

now-nationalized anterprises (in other words it can finance the foregone
 

taxation as wall as the compensation payments out of the surplus of those
 

enterprises and not through the general budget). Basically this means
 

that the mechanisms by which the net transfer is generated are internal to
 

the sector to be nationalized and do not induce transfers from other sec

tors in the economy; under this case the only groups loAng from the policy
 

are the expropriated stockholders in the nationalized sectors.
 

A second, and differenc, situation arises when the government is unable
 

to control such a surplus. A specific case is the one where the workers in
 

the now-nationalized industries do not allow the enterprise surplus to be
 

taxed in order to finance the compensation payments as well as the previous
 

(foregone) taxation. Under this case the losers are not only the expropri

ated stockholders but also those sectors affected by a decline in public
 

programs financed by the central budget.
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2. Conclusions
 

In this exercise an attempt has been made to organize a framework in
 
which the main parameters determining the magnitude of the net 
transfer
 
could be identified. 
As such the most important conclusions are perhaps
 
related implications for further research.
 

Two aspects appear important in determining tile net transfer: first,
 
the reinvestment policy to be followed by the government vis-a-vis 
the
 
policy that otherwise would have been undertaken by the private sector;
 
second, the effect of the nationalization policy on the investment behav
ior of other sectors of tile economy.
 

The effect of nationalization policies in 
one sector on the Investment
 
behavioi, of other sectors will depend (i) on the amount'of uncertainty
 
created by such policy on these sectors and (ii) 
on the effect of uncer
tainty on investment behavior. As economists, how much can we say about
 
(i)? What are 
the ways of implementing a nationalization policy to 
mini
mize the amount and therefore the cost of 
the uncertainty created in other
 

sectors?
 

With respect to the net redistributive effect of such a transfer it
 
appears to depend crucially on 
the ability of the government to maintain
 
a constant level of expenditure in other sectors; 
otherwise the net trans
fer from the expropriated stockholders can easily be accompanied by perhaps
 
much bigger transfers from income groups affected by a decline in public
 
programs that are 
not related to 
the sector in question.
 

The above considerations lead us 
to conclude that 
the redistributive
 
effect will depend crucially on the ability of 
the government to choose the
 
channels of distribution. 
 If this ability changes as a result of new pres
sure groups--associated with the nationalization policy--the effective re
distributive effects 
can be quite different from those anticipated. These
 
considerations are reinforced in the case of 
a negative transfer.
 

B. Framework
 

1. The potential behavior of 
the corporate sector; potential present

value of government revenues
 

The following notation characterizes the corporate sector in question:
 

K = Capital stock of the sector,
 
= 
p Net of depreciation rate 
of return to capital, 

-a= p., = Profits (net-of-depreciation), 
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T = Corporate income tax, 

(1 - T)H = Net profits, 

= Fraction of net profits being distributed as dividends, 

(1 - = Reinvestment rate, and 

t = /ti( ) = Weighted personal income tax rate on dividends, 

where ti is the marginal personal income tax applicable to the ith stock

holder and (Di/D) is the share of total distributed dividends perceived by
 

that stockholder.
 

The above parameters define the distribution of profits between rein

vestment, taxation, and net private personal income:
 

TH (corporate taxes) - H)tl 

H(1 - T)6n (distrib (personal taxation) 

(1 - T)H (net proPrfits) 1i- T)a (1 - t)R 

(i -'T) (1 - B)H (net personal 
(reinvestment) income) 

If the above parameters remain constant over time--and we assume all
 

investment consists of reinvested profits--the profits at any year T will
 

be:
 

gT

(i) HI= fl0e
 

where g is the rate of growth of profits,
 

(2)g - = = (1 - T)(M - a)P 

lldT K dT 

At any year T, the revenue of the government--out of corporate and 

personal income taxation--becomes equal to: 

(3) H0 e [T + (1 - T)at] 

The present value of government revenues, expressed as a proportion of
 

1O, can be written as:
 

T)at
(4) R =T + 
r 
(1 

- g 


where r is the discount rate relevant to the government. The condition 

for convergence is r > g which implies r > P (1 - T)(l - a). 
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2. 
 Potential value of government revenues after nationalization
 

a) General relation
 
After nationalization the potential yearly profits (or now "surplus")


out of the sector is equal to I 
- e (1 - T)(I - a), profits minus rein
vestment, and where the reinvestment rate is defined as a proportion T
 
of the rate before nationalization.
 

The post-nationalization growth rate of the surplus can now be written 
as gN = (l - T)(l - Op N9 where pN is the post-nationalization rate of
 
return to 
capital; pN can be different from p reflecting changes in effi
ciency as 
a result of the nationalization policy. 
 The present value of 
such "surplus" is: 2 

(5) S = 1 -l(l -T)(1 
r - N 

Assume the government decides to pay a compensation equal to a propor
tion k of the present value--as seen by the private sector--of the net per
sonal income out of the ownership of the capital to be nationalized, V.

The value of this compensation becomes therefore kV, where V can be de
fined as:
 

(6) 	 V = (1 - T)pa -t),
 
i - g
 

where i represents the discount rate as seen by the private sector.
 
3
 

The present value of the change in government revenues due to the
 
nationalization policy, which we will define as N, is:
 

(7) 
 N= S -R - kV, 

(8) N = 1 -(I - T)(1 - B) T + (I - r)at k(l - T)8(l - t)r - gN 
 r - g 
 i - g
 

Assuming for simplicity that pN = 
p, that is there is no change in
 
productivity after nationalization, we can write gN 
= eg and we have: 

(9) N = 1 -Z(l - T)(1 ) + (1 - T) t k(l - T)a(l - t)r -.eg 
 r - g 
 i - g
 

Given the values of 	a, T, t, p, r, 
and i, N will be a function of £ 
and k, t!he post-nationalization reinvestment policy and the compensation 



541
 

policy. We can analyze two special cases: first, maintaining the rein

vestment policy (Z = 1) and second, a situation where reinvestment becomes
 
= 0).
zero after nationalization (L 


b) Maintaining the reinvestment policy
 

In this case, with t = 1, expression (9) becomes:
 

N = (1 - T)(l - _ T + (1 - T)Bt k(l - T)B(l - t)(10) 

r - g r - g i - g 

Defining as VG the present value of the personal income as seen by
 

the government (where r is now used in discounting the future flows), we
 

have:
 

(l 0 a)(i - t) 
(11) VG - r - g 

Defining a = g w(. can write:
 
r -g
 

(12) VG =aV . 

Expression (10) can now be written as:
 

(13) N1 = (a - k)V .
 

The term (a - k) can be interpreted as the expropriation factor as
 

seen by the government; if i = r, this factor becomes (1 - k) equal to the
 

expropriation factor as seen by the private sector; if r > i (a < 1), the
 

expropriation factor, as seen by the government, is smaller than the one
 

perceived by the private sector; the reverse is true when a > i.
 

The value of k that makes the potential transfer--as seen by the
 
=
government--equal to zero is k * a; if a = I (r i) the value of k * 

becomes one. 

c) No reinvestment
 

Assuming the government does not undertake any (net) reinvestment after
 

nationalization, (?-= 0), expression (9) becomes:
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(14) 	 N = _ TT + (1 - T)$t k(Z - T)B(- t)

2 r r-g i-g
 

After some 	manipulation we can write:
 

(15) 
 N2 = (a - k)V +(1 - t)(l - ) - P)
 
r-g r
 

(16) N =N + (1-)l8 (l P. 
2 1 r-gr
 

From (16) it is clear that:
 

N2 < NI if 	p > r,
 

N2 = N1 if 	p = r.
 

Expression (16) shows that N2 
can be written as N1 plus a correction
 
factor whose sign depends on the sign of p - r. 
If p > r, the present
 
value of one dollar invested is larger than one: 
 in this case the trans
fer out of the nationalization is 
a positive function of the post-reinvest
ment rate. If p = r, the present value of 
one dollar invested is equal to
 
one dollar's worth of consumption: in this case the 
transfer is invariant
 
to the reinvestment policy to be followed by the government after
 

5
 
nationalization.
 

The value of k that makes the trar.sfer equal to zero (k2*) becomes
 

now:
 

(17) 	 k2 k + o9l-) ( )

2 1 O(l-t) r
 

Expression (17) is 
a direct reflection of the relationships between
 
N2 and N1 
(under different values of p/r) just discussed. If p = r, the
 
compensation factor 
(k*) that makes the transfer equal to zero is invariant
 
to the reinvestment policy of 
the government. 
 If p > r, the value of k* 
becomes smaller (k * < k *) for the no reinvestment case.
 

3. Some extensions
 

a) Side effects of the nationalization policy on the rest of
 
the industrial sector
 

What are the effects of the nationalization policy on the investment
 
behavior arnd 
therefore on the growth of the rest of the industrial sector?
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How does this affect the present value of tax revenues out of the income
 

of capital front this sector? This section attempts to explore such
 

questions.
 

To the extent that today's nationalization policies generate uncer

tainty about the possibility of future nationalization policies in other
 

sectors, the reinxstment policies of such sectors will be affected. It
 

is hard to specify a functional form for such a change in investment
 

behavior.
 

We can only speculate on the determinants of uncertainty induced by a
 

given nationalization policy in the present. It will depend on the extent
 

to which "rules of the game" concerning other sectors can be institution

alized; on the other hand, the "degree of uncertainty" will be itself a
 

function of time, where such a "degree" is revised over time according to
 

how consistently the government behaves concerning such rules of the game.
 

In order to derive some orders of magnitude we will simply assume that
 

the reinvestment rate in other sectors changes forever by a certain amount
 
6
 

as a result of today's nationalivation policies 
in the corporate sector.
 

The present value of tax revenues out of capital income in the indus

trial sector not to be nationalized--in terms of the base-year profits of
 

that sector--can be written as:
 

S + ( - TS 8t" 

R =
 

(18) s r - p (l -Ts)(l1 
 s
 

Expression (18) is equivalent to expression (4); we have simply added a 

subscript s to the parameters; these parameters are therefore specific to 

the other industrial sectors not to be nationalized. Although we are re

ferring to the noncorporate sectors, we have left the parameter T in the 

formula: it is simply a convenient way of taking into account other taxes 

on capital at the level of the firm or the fact Lhat the government has de

cided to nationalize a subset of the corporate sector; in this case T will 

reflect the corporate tax weighted by the fractiou of corporate profits in 

the total profits of the sectors not to be nationalized. 

The effect on such revenue cf a once and for all. change in or the
 

"non-reinvestment" rate is:
 

(19) dR rs 2 t5Ir - (1 - xs ds 
s 2 I 

(1 g)-
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Given the convergence condition r > gs and if P 
> r, it can be shown
 
that the coefficient of da
s in (1.9) is always negative. This means that
the present value of tax revenues oH the capital income of the other sector
declines when the reinvestment rate in these sectors, (1 - as), goes down.7
 

After this extension we need to define a new concept of transfer, the
 
one that takes into account this decline in tax revenues out of other sec
tors; we will define therefore:
 

(20) Q = N + ydR
 

where Q is the net 
transfer out of the nationalization policy and where y

is the ratio between the base-year profits of those other sectors 
over the
 
profits of the corporate sector to be nationalized.
 

For the two alternative values of 
 , . = 0 and F = 1, we can define:
 

(21) QI = N1 
+ydRs 

(22) 2 
= N2 + ydR
 

b) 
 Tax policy as a substitute
 
Uhat is the magnitude of an additional tax on distributed dividends-

over and above the existing personal income tax--yielding an increase in
 
tax revenues equal to the net transfer out of nationalization.8
 

Differentiating expression (4) and solving for dt we get:
 

(23) dt = (r  g) dR 

If the policy is to obtain a value of dR which will be 
a substitute of
 
a.nationalization policy aiming at a given net transfer n, we have:
 

(24) dR = 
Q = Q(k)
 

Where k is the implicit value of k that, given the values of all other
 
parameters, determines a net transfer equal to 92.
A 

The tax change required to yield a value of dR = 
 can also be ex
pressed in terms of k:
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(25) dt = f(k) 

The above relationships are shown graphically in figure 1. 

dR S 

I I 

-1t dCt k 

Figure 1
 

4. Some orders of magnitude
 

(i) We attempt here to evaluate some of the earlier equations in order
 

to derive some orders of magnitude. The main expressions required for such
 

an evaluation are:
 

N = Present value of the transfer due to
 

nationalization,
 

dR = Change in the present value of taxation
s 

from other sectors induced by the nation

alization policy,
 
IT
 
L = Initial profits tn (other) sectors whose
 

0 investment behavior is affected by the
 

policy over the initial profits of the 

sector to be nationalized, and 

= N + ydR = Present value of the net transfer. 
S 

Given that N is expressed in terms of the base-year profits of the
 

sector to be nationalized and dR is expressed in terms of the base-year
 

profits of the other (relevant) sectors, we need y to add up N and aR .
5
 

In this way 0 can also be expressed in terms of the initial profits of the
 

sector to be nationalized (R 0).
 

For given values of the other parameters 02can be written in terms
 

of k, Z, and y.
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(26) 
 (k, e, y) = S(W) - R - kV + ydR

S 

We will use the following values for those other parameters:
 
T = 0.20 
 = 0.10 

S = 0.20 t = 0.10
 

0.50 

S = 0.50 

0.15 
 Ps = 0.15
 

r = 0.10
 

a = 1.009
 

By using the above figures, expression (26) can be written as:
 
1 - 0.4Z 

(27) Q = 00 - 0. - 7 - 8.k + ydR 

The first term on the right-hand side is the present value of the
 
"surplus" in the nationalized sector, a function of the new reinvestment
 
policy Z; 
the second term shows that the present value of the foregone
 
taxation out of the seccor to b, nationalized amounts to sever, times the
 
base-year profits of the 3ector; the third term shows that the present
 
value of net personal income of that sector is equal 
to eight times the
 
base-year profits of the sector.
 

Table 1 shows that the value of A1 ranges from 0 to 8, while that of
 
N2 lies between -5 and 3 for values of k between 1 and 0. The difference
 
between these 
two ranges reflects the fact that, independent of the value
 
of k, nationalization policies that maintain the previous reinvestment
 
rate will yield an additional transfer of five times the base-year profits
 
of the sector in relation to a situation where the reinvestment rate be
comes zero.
 

The value of dRs 
has been obtained by assuming that the reinvestment
 
rate in the other sectors falls by 20%, as a result of the nationalization
 

policy, from a value of 1 - 8 
 10
= 0.5 to a value of 1  8 = 0.4. This 
s
implies a value of dR 5
= 1i. S.
 

For -ywe have chosen two alternative values, one and two; in other
 
words we assume the sectors whose investment behavior is negatively af
fected by the nationalization policy have (in the base year) profits which
 
are at most twice the profits of the sectors to be nationalized.
 



Table 1. Present Value of the Net Transfer (Q) in Terms of 
Year Profits of the Sector to be Nationalized 

the Base 

ydR
S 

dt 

Reinvestment 
Policy Followed 

k 
(1) 

S(W) 
(2) 

R 
(3) 

kV 
(4) 

N 
(5)=(2)-(3)-(4) 

y=l 
(6) 

y=2 
(7) 

y-l y=2 
(8)=(5)-(6) (9).(5)-(7) 

=I y=2 

Constant 

= i) 

0 

0.3 

0.5 

0.8 

1.0 

15.0 

15.0 

15.0 

15.0 

15.0 

7 

7 

7 

7 

7 

0 

2.4 

4.0 

6.4 

8.0 

8 

5.6 

4.0 

1.6 

0 

-1.1 

-11 

-1.1 

-1.1 

-1.i 

-2.2 

-2.2 

-2.2 

-2.2 

-2.2 

6.9 

4.5 

2.9 

0.5 

-i.1 

5.8 

3.4 

1.8 

-0.6 

-2.2 

0.69 

0.45 

0.29 

0.05 

0.58 

0.34 

0.18 

Zero net 
reinvestment 

(/= 0) 

0 

0.3 
0.5 

0.8 

1.0 

i0o0 

10.0 
10.0 

10.0 

10.0 

7 

7 
7 

7 

7 

0 

2.4 
4.0 

6.4 

8.0 

3 

0.6 
-1.0 

-3.4 

-5.0 

-1.1 

-1.1 
-I.I 

-1.1 

-1.1 

-2.2 

-2.2 
-2.2 

-2.2 

-2.2 

1.9 

-0.5 
-2.1 

-4.5 

-6.1 

0.8 

-1.6 
-3.2 

-5.6 

-7.2 

0.19 0.08 
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Perhaps the most important message of table 1.is:
 
(a) It shows the-importance of the post-nationalization reinvest

ment policy to be undertaken by the government. 
The value of N(k) appears
 
very sensitive to 
this policy, even reaching negative values; this means
 
0 could be negative in those cases, even disregarding the effect of the
 
nationalization policy on other sectors of the economy (ydR 
= 6).

S 
(b) It shows the large magnitudes that the (negative) value of
ydRs can achieve vis-a-vis the value of N(k). 
 In other words it shows the


importance--on the value of P--of the negative effect that the nationaliza
tion policy can have on 
the investment behavior of the rest of the
 

12
 conomy.
 

Figure 2 summarizes the information concerning P that appears in
 
table 1; it shows the value of Q as 
a function of k for alternative values
 
of y.
 

From figure 2 it is clear that if tile nationalization policy is char
acterized by zero net investment, only extremely 
 o, figures of k are able
 
to generate positive values of P (k < 0.10 for y 
= I and k < 0.25 for
 
y = 2). 
 On the other hand, in the best of all situations--a constant re
investment policy and a value of y 
= 1--the government can pay at the most 
a compensation equal to k = .85 if a positive net transfer wants to be
 

achieved.
 

0[~
 

2 
- constant reinvestment policy 

... .. .zero relivestment policy 
y 2 

-10 

. -. 3 .h .5 .6 .7 .8 .9 1.00 

Figure 
2. Present value of the 
net transfer in 
terms
 

of the yearly profits of the base year

of the sector to be nationalized
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Table 2 shows the annual equivalent of the net transfer as a fraction
 

of GNP and government expenditure. We have assumed that the government
 

decides to spread the use of the net transfer over an infinite period of
 

time and as a constant fraction fy o< that year's gross national product YT
 

(28) S.t = 0 fYTdT 

Expression (28) shows that the present value of the annual equivalent fYYT
 

must be equal to the present value of the transfer. Denoting gy as the
 

exponential growth rate of the GNP we get:
 

FY
 

(29) 2'0 r 

r[0 

(30) fy =- (r - gy) 

Table 2. Annual Equivalent of the Net Transfer as a Proportion
 
of GNP and Government Expenditure, E
 

Reinvestment As a percentage of GNP As a percentage of E 
Policy k 
Followed y = 1 -y = 2 y =y - 2 

0 1.38 1.16 6.90 5.80 

0.3 0.90 0.68 4.50 3.40
 

Constant 0.5 0.58 0.36 2.90 1.80
 

0.8 0.10 -0.12 0.50 -0.60
 

1.0 -0.22 -0.44 -1.10 -2.20
 

0 0.38 0.16 1.90 0.80
 

0.3 -0.10 -0.32 -0.50 -1.60 
No
No 0.5 -0.42 -0.64 
 -2.10 -3.20
iainves tment
 

0.8 -0.90 -1.12 -4.50 -5.60
 

1.0 -1.22 -1.44 -6.10 -7.20
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If government expenditure represents a constant- fraction E of GNP, the
 
annual equivalent of the net 
transfer as a function of that expenditure
 

becomes:
 

(31) f f
 
E C Y
 

In order to compute f and fE we have used the following values:
 

1= "Declared" profits of the sector to be nationalized as a
 
YO
 

fraction of GNP at the base year = 0.05,
 

c = 0.20
 

gy = 0.06
 

Table 2 shows that the annual equivalent of the net transfer--as des
cribed above--can range between -1.4% 
and +1.4% of GNP and between -7% and
 
+7% of government expenditure, according to the value of k and y being
 

used.
 

(ii) Assume that the government decides to undertake a nationalization 
policy in order to obtain an annual equivalent of the transfer equal to, 
let's say, 0.5 and 1.0 percent of GNP (fy = 0.005 and fy = 0.010). What 
are the choices open to the government concerning the two policy variables, 
(1 - k) aad Z, the expropriation factor and the reinvestment policy, con
sistent with those magnitudes of the transfer?
 

Solving for Q from expression (29) and substituting into (27) we ob
tain, for given values of y, the combination of (1 - k) and Z able to gen
erate a value of fy equal to 0.005 and 0.010, respectively. These combina
tions are shown in the "isotransfer" lines presented in figure 3.
 

From the figure it becomes clear that, in the best of situations
 
(y = 1), a transfer of 0.5 percent of GNP cannot be achieved if the post
nationalization reinvestment rate is less than one quarter of the previous
 
rate. Similarly, a transfer of 1 percent of GNP cannot be achieved if 
£ 
becomes smaller than 0.8.
 

On the other hand, by choosing a relatively high expropriation fnctor,
 
equal to three-quarters, the value of e cannot be lower than 0.725 and 1.0
 
if the target transfer is 0.5 and 1.0 percent of GNP, respectively; in other 
words by maintaining the reinvestment rate (1 = ) the government can raise 
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(dt = 0.25) (dt = 0.50) 

f- = 0.005 fl = 0.010 

: 	 -y =: 2 y : I 
1.0 	 ....
 

zeo trans fer I, 
0.7 = 

0.6
 

0.5 

0.3
 

G.2
 

0.1
 
0.0 	 , ..
 

0.0 	0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1.0 1.1 1.2
 

Figure 3. "Isotransfers"
 

(as a function of the expropriation factor and the
 
post-nationalization reinvestent policy)
 

1 - k: Expropriation factor
 

t: Post-nationalization reinvestment factor
 

y: Relative dimension of the sectors subject to uncertainty
 

fp: Trar-sfer as a proportion of GNP
 

A: 	Additional tax rate on dividends equivalent to the
 

nationalization policy.
 

a transfer equal to 1 percent of GNP only be expropriating 75 percent of
 

the private personal income of the sector.
 

(iii) What is the additional tax on dividends that can be considered 

as a substitute for the nationalization policy in the sense of yielding an 

equivalent magnitude of the net transfer? Those values of dt--obtained 

through expression (20)--are shown (for positive values of the net transfer) 

in the last two columns oi table 1. For example, that a n9tionalization 

policy characterized by Z = 1 and k = 0.5 will yield, under y = 2, the 

same net transfer as an additional tax on dividends of 18%. 
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Figure 3 shows those values of dt for an aanual transfer amounting to
 
0.5 and 1.0 percent of GNP; the values of dt 
are 25% and 50%, re.spectively.
 

C. The distribution of 
the net transfer
 
In the last section we attempted to identify the determinants of the
 

magnitude of the net transfer out 
of the nationalization policy. 
This
 
section discusses the alternative channels open to the government to re
distribute such a transfer. 
 We will define two broad categories of chan
nel.3: 
 those that redistribute the transfer to productive factors within
 
the nationalized sectors, and those that distribute the transfer 
to the
 

rest of the economy.
 

1. Redistribution within the nationalized sector
 
Two main channels appear clear: 
 to use the net t-ansfer to increase
 

the real wage of currently employed labor in the sector over and .Thove its
 
marginal productivity and/or to use such transfer to 
finance additional
 
employment over and above the level where market wage equals the productiv
ity of labor. These alternatives can be seen in figure 4.
 

For any year the volume of employment--if, as 
we have assumed before,
 
the nationalized firms attempt to maximize their yearly surplus or profits
 
--will be determined where the market wage is equal to the marginal produc
tivity of labor. The annual equivalent of the net transfer can now be used
 
either to increase the real wage over the initial wage and/or finance addi
tional employment over and above the initial value of L.
 

If the transfer is used to finance a combination of changes in real
 
wages and employment it can be shown as 
the shaded area in figure 4. De
fining a(T) = fY'YT and linearizing the de, and for labor, that area can be
 
written as:
 

(32) a(T) = Aw'(L +AL)+ (AFCL)
 

and where FL represents the marginal productivity of labor; after manipulat
ing the last term in order to express it in terms of the elasticity of the
 
demand for labor and dividing by W or the initial wage bill we get:
 

(33) a(T) = Aw + AL ['w 1 A ] 

-+-- I- + 1/2 -iW w L [w Ll
 
where niis the elasticity of demand for labor (here defined as q~ > 0).
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Figure 4
 

Expression (33) shows the combinations of increases in real wages (over the
 

marginal productivity of labor) and changes in employment (over the one
 

determined under maximization conditions) able to be financed by the net
 

transfer a(T) These combinations are also shown in figure 5.7
4
 

W 

AL
 
L
 

i - "
2)a(T'ilh

WN 

Aw
 
Figure 5 w
 

11 

The higher the elasticity of demand for labor the larger the chan~ge in 

employment that can be financed given the values of a(T) and Aw ; the rea

son is that larger elasticities imply a smaller declin~e in the marginal 

productivity of labor as employment increases: this ineaiis a smaller gap 

between the wage rate and the marginal productivity of labor to be financed 

by the net transfer. On the other hand, given the value of a(T), the ini

tial. wage bill W is crucial in determining the values of A and-L 
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Gi~retha the atioa (T)Given tat the rati
thg.mit d s o -AwWan AL WI s c e r t a-a( is a function of the ratio 
 it is clear that
 
the magnitudes of w 
and T- will depend crucially on the (ex ante) shares
 
of capital and labor.

15
 

At this stage it is important again to notice that a(T) is a function
 
of the difference between the yearly net-of-reinvestment surplus generated
 
in the now-nationalized eaterprise minus foregone taxation and minus com
pensariton payments, which are assumed to be: 
taken care of adequately. This 
is not without some significance for the institutional arrangements re
quired to implement the above--described redistribution; we will come to
 
this point later on.
 

2. Redistribution to the rest of the economy 
The net transfer a(T) can be redistribut-id to the rest of the economy
 

through two mechanisms:
 

(i) An increase in the government budget that now can be used to fi
nance public programs not directly related to the nationalized sectors.
 

(ii)By following a price policy by which the goods produced by the
 
nationaiized sector are sold at a lower price than the "real" or clearing
 
price implicit in the earlier evaluations of 7T; in 
other words the net
 
transfer can be seen as an implicit subsidy to the price that otherwise
 
would have been faced by consumers in that particular market.
 

For any year T we can wrie:
 

(34) Q'AP = a(T) , 

where Q is the quantity produced under maximization of the (ex ante distri
bution) surplus and AP is the decline in the price faced by the consumers
 
in relation to the clearing price that otherwise would have prevailed in
 
that particular market. Notice that Q i.s 
 nvariant to theway th overn
ment distributes the transfer and tberefore is not "revised" according
 
to the price policy followed by the governm :nt
 

(35) AP = a(T)= YTP Q'P fY" -P 

Expression (35) shows that the "implicit" percentage subsidy that can be
 
financed is equal tn fy divided by the ratio of total sales (valued at the 
ex ante clearing price) to GNP. This is also shown in figure 6.
 

http:labor.15
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Figure 6 

it is important to notice that the real redistributive effect of this
 

policy will. depend heavily oki how the government rations the quantity Q.
 

given that at the new price the quantity demanded is large (Qd). If that
 

rationing is exactly equal to the structure of the pre-nationalization con

sumption pattern, then the implicit subsidy will be proportional to how
 

much of that good was originally consumed by different income groups.
 

Otherwise it will depend completely on the new criteria followed by the
 

government concerning how to ration the quantity Q.
 

D. The net redistributive effect aud further considerations
 

1. Tho net redistributive effect
 

in discussing the redistributive effect among different income groups
 

out of the nationalization policy it is useful to distinguish between two
 

situations.
 

(i..A situation where the government can control the (net of reinvest

ment) surplus generated in the nationalized sectors in such a way it c:an 

finance kV, R, and ydR out of that surplus and not through the use of the 

government budget. In other words the mrechanisms by which Q is generated 

are internal to the sector to be nationalized and do not induce transfers
 

from other sectors of the economy. This is the implitict framework used 

ii the preceding section.
 

If this is the case, the net redistributive effect will depend on the
 

relative income brackets of the stockholders of the nationalized industries
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vis-a-vis the income brackets of the groups that are favored by the partic
ular channel (or combination of channels) of distribution being used to
 
transfer the value of f2.
 

Channels used to 

distribute Q 


(1) +Aw 

(2) 


(3) -p, 


(4) ±$Budget, 


Determinants 
or the net
 
redistributive effect
 

Income brackets of the workers
 

currently employed in the sec
tors to be nationalized.
 
Income bracket of workers addi

tionally e.ployed.
 
Propensity to consume the goods
 

of the sector to be nationalized
 
by different income groups. 
li
tioning criteria to be used.
 
Income brackets of the groups
 

favored by public programs that
 
now can be financed by an in

creased government budget.
 

Even if the government:can control the value of 0 as described above,
the question arises to what extent it can in practice control the channel
 
to be used to distribute it. In other words, is it realistic to 
assume
 
that the channel used to distribute Q is independent of the mechanicm by
 
which Q is generoted?
 

This is obviously an empirical question. 
At this stage and given the
empirical evidence, it would seem channel 
(1) has the highest chance and
 
channel (4) the lowest.
 

(ii) A somehow more complicated situation, but perhaps a more realistic
 
one, arises when the governnent is unable to generate ( without inducing

some transfers from other sectors of the economy; in other words Q is

raised by mechanisms that 
are not completely internal to 
the sector to be
 
nationalized.
 

The most relevant exatiple is a situation where the value of the compensation, or perhaps 
wore importantly the decline in general government rev
enues due to R and dRs, cannot be replenished from the surplus generated

in the enterprises now nationalized. 
 in this case not only does the
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government not have any control of the mechanism by which 0 is generated,
 

almost surely it also will not have control of the channel to be used to
 

distribute it.
 

Assume a situation where the workers of the now-nationalized indus

tries do not allow the enterprise surplus to be taxed in order to pay for 

kV and the replenishment of the government budget due to -R and -ydR s . In 

this situation we observe the following effect6 for the case where the re

investment rate is being maintained ( = 1): 

Income of Workers in Previous Government
 
the Nationalized Sector Stockholders Budget
 

+ V(1 - k) -V(1 - k) 

+Vk -kV 

+R -R 

-ydR
 

Total V + R = S -V(l - k) .-kV - R -ydR
 

The total transfer to the workers, equal to V + R = S or present value of
 

the net of reinvestment surplus of the sector, is obviously larger than
 

Q; part of the transfer, V(1 - k) or the expropriation component, is fi

nanced by the previous stockholders; the compensation factor kV and the
 

previous taxation R are implicitly being financed by the income groups af

fected by a reduction of government spending in the rest of the economy.
 

The value of ydRs, although it does aot represent a gain in income for the
 

workers in the nationalized industries, is nonetheless a cost for the in

come groups affected by that reduction in government spending.
 

It is perhaps interesting to obtain some orders of magnitude for the
 

ratio kV + R/V + R, or the fraction of the present value of the increased
 

income of already employed work'rs in the sector that is financed under this
 

scenario by the rest of the economy via a decline in government expenditure
 

in other sectors.
 

This ratio ranges from 46,6% to 100% for the extreme values of k; for
 

a value of k = 0.5 the ratio is 73,3%. In this case almost three-quarters
 

of the higher wages that now can be financed in the secto: will come at the
 

expense of the income groups affected by the decl.ne in public funds avail

able for other programs in the rest of the economy. This is without taking
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V kV R 
 kV + R/V + R 

k =0 8 0 7 
 46,6%
 
k 0.3 8 2.4 7 62,7%
 
k 0.5 8 4.0 
 7 73,3% 
k = 0.8 8 6.4 7 89,3%
 
k =1.0 
 8 8.0 7 100,0%
 

into account the effect of -ydt
 s which also must be borne by these income
 
16
 groups.
 

2. What happens if Q is negative?
 
As we saw in table I there is a possibility of a negative R, particu

larly in the cases where net reinvestment becomes zero after the nationali
zatlon. What are the net redistributive effects of a negative 0?
 

An easy way of interpreting a negaLive 2 is the following: 
after the
 
government has taxed the surplus in the now-nationalized industries in
 
order to finance compensation payments as well as induced declines in gov
ernment revenues 
(R and ydRs)--therefore holding constant the level of real
 
expenditure in other sectors--the end result is that those enterprises -un
 
into a deficit.
 

To the extent that deficit--as defined above--is financed by a subsiuy

out of the government budget the channel by which the (now-negative) value
 
of Q is being distributed is clear: 
 again it will be at the expense of the
 
income groups affected by a decline in government spending in other sectors
 

of the economy.
 
From the above it would appear that under a negative R the government


has very little choice concerning the channel by which that negative value
 
can be "distributed"; it is hardly conceivable that labor in the now-nation
alized sector would accept a decline in their real income vis-a-vis the pre
nationalization situation.
 

3. Adjustments for tax evasion at 
the level of the enterprise
 
Up to now we have used the same concept of , namely the declared prof

its as 
they appear in the national accounts, in computing the present value
 
of the surplus after nationalization, the value of the compensation, and
 
the foregone taxation out of the sector.
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To the extent there is a difference between effective and declared
 

profits (to which the legal rate T is applied), an adjustment must be made
 

to the present value of the surplus after nationalization. This obviously
 

will increase the present value of the net transfer S2.
 

We can define:
 

H effective = (1 + A)1[
 

where X is the implicit rate of evasion and where 11 represents the declared
 

profits to which the legal rate T is applied. The value of Q will in

crease by an amount that will depend on the investment policy followed after
 

nationalizaton: 

Constant reinvestment: = 25A 
r - g
 

x
 
Zero reinvestment: - = lox
 

r 

If we assume X = 0.10, the value of Q increases in an amount equal to 2.5
 

and 1.0 for the alternative investment policies.
 

Table 3. Value of the Net Transfer Corrected by Tax Evasion
 

Annual equivalent
 

As Percentage of
 
As Percentage of Government
 

GNP Expenditure
 

= 0 X = 0.10 X = 0 X = 0.10 X = 0 X = 0.10
 

Max 6.9 9.4 1.38 1.88 6.90 9.40
 

Min -7.2 -6.2 -1.44 -1.24 -7.20 -6.2
 

Table 3 shows the effect of correcting the extreme values of the net trans

fer by a rate of tax evasion at the level of the enterprise equal to 10%
 

X = 0.10). 

4. Adjustments for changes in productivity
 

In the earlier exercises we have implicitly assumed that the productiv

ity of capital p is maintained after the nationalization takes place; to
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the extent that there are changes in efficiency in the use of resources 
in
the sector, that productivity ought to be adjusted arid, 
correspondingly,
 
the value of the net 
tiansfer S.
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Appendix 2
 

NOTES
 

1. (g - r)TdT
 
re d=
 

01
 
g~ - rg
 

g-r<0
 

2. This analysis assumes the same ex post market behavior concerning
 
the "degree of use of monopoly power" on the part of the government; other
wise expression (5) must be corrected by a factor reflecting a change in
 
the degree of competitive behavior of the enterprise. This correction fac
tor Is basically a function uf the elasticities of supply and demand of the
 
firm.
 

3. It is possible to identify some values of k corresponding to par
tlciuiar compensation ceiteria:
 

(i) The government decides to pay the present value of the base year
 
net personal income out of the firm
 

k'(1- 0 BU - t)/ V g 

(ii) The government decides to pay the present value of the base year
 
net personal income assuming all future net profits will be distributed.
 
We can now define:
 

k" = (1 - (1 -t) V g
 

4. The choice of investment policy can be treated in more jophisti
cated terms, assuming a choice through intertemporal optimization. Never
theless, this treatment would not add substantially to the problem ad
dressed specifically in this chapter, and would substantially complicate
 
the treatment.
 

5. The case of p < r means thaL the productivity of the enterprise is 
lower than the govarnmert's discount rate. In this case, reinvestment has 
a negative contribution to the present value of the transfer. 

6. We could specify a more complex behavior of the reinvestment rate
 
of the other sectors over time. Denoting the reinvestment rate as T
 

=
 (where T 1 - 8sT and asT is the fraction of profits not reinvested in
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such other sectors), 
we could assume a behavior similar to 
the one shown
 
in the following figure.
 

4T (reinvestment rate)
 

T (time)
 

0
 

Without nationalization policies, the long-run (no uncertainty) reinvestment rate is equal to 4; 
the year of nationalization (T 
= 0) that that
rate drops to a fraction a of the long-run rate. 
 Hcwever that rate can be
"revised" over 
time according to the "consistency" of the government concerning "the rules of the game." 
 That revision of 
 T can be proportional
to the differences between the current value and the >ng-run no-uncertainty

value 4. We 
can therefore write:
 

deT
 
(
d-= ." T
 

Solring the differential equation we obtain
 

T = [1- (I - a)e-PTI . 

At time T after the nationalization policy, the reinvestment rate will depend on: 
 (i) the long-run no-uncertainty rate 4; 
(ii) the short-run drop
in that rate due to the nationalization, 1 - a; (iii) the value of p, or
 
the speed of "recovery."
 

The value of 
a probably depends on the "short-run credibility gap" of
the government as seen by the 
sectors not to be nationalized; 
the value of
p probably depends on "how consistent" is 
the future behavior of the gov
ernment concerning such sectors.
 

7. The general value for dRs, when t3sfollows the behavior assumed in
the previous footnote, has 
to be calculated as 
the present value of the
differences in each moment 
of time of the value of Rs 
after and before the
 
change in 
 .
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8. For simplicity we assume the value of B is invariant to this 
additional tax.
 

9. A value of o - 1 implies r = i, the discount rate of tha private
 
sector to be equal to the discount rate relevant to the government. Notice
 
however that we do allow for a difference between such a discount rate and
 
the marginal productivity of capital.
 

The assumption of a = 1 tends, if anything, to bias our results in
 

favor of nationalization policies in the sense that the use of u < 1 would
 
reduce the value of the transfer as seen by the government.
 

It is likely that the typical rate of social yield on government in
vestments would be higher than the after-tax (though not necessarily higher
 

than the before-tax) rate of return on private investments. The theoreti
cal basis for considering the social rate of discount--in a mixed economy--
to be a weighted average of the before-tax and after-tax rates of return on
 

private-sector investments can be found in A. C. Harberger, "On Measuring
 
the Social Opportunity Cost of Public Funds," in Project Evaluation
 

(Chicago: iarkham, 1973) and A. Sandmo and J. Dreze, "Discount Rates f~r 
Public Investments in Closed and Open Economies," Econometrica (November
 

1971) also reprinted in Niskanen et al., ed., Benefit Cost and Policy Anal
ysis 1972 (Aldine, 1973).
 

= Our assumption that r i thus 3elects from this range the extreme 
which produces results most favorable to a nationalization policy.
 

10. We are again assuming here that most of the investment undertaken
 
in these other sectors is financed internally.
 

11. This figure was obtained as Rs(Bs 4 s)- Rs(6s) and not through
 
formula (19). The reason is that the coefficient of d~ s in (19) is highly 
sensitive to the value of .
 

12. We have attempted to compute the value of dR s according to the 
change in investment behavior outlined in footnote 6. For such an exercise 
we have used a = 0.5 (investment drops down by 50% in the year of nation
alization) and an adjustment factor of p = 0.23; that adjustment factor im
plies approximately half of a "recovery" in three years and 95% of 'recov

ery" in 10 years. The value of dRs derived under these conditions was -0.8. 

13. If th,! government decides to pay a compen,,ation based on a static 
firm we can use the values of k' and k" (as defined 'n footnote 3 to derive 
the value of the transfer in tables 1 and 2. These v'lues are k' = 0.4 
and k" = 0.8. 

14. The concavity or convexity of the function will depend on the rel
ative magnitudes of a(T)/Uand 1/2q. In the case of the figure, a(T)/W >
 

1/2 r. 

15. The change in income of the additionally employed labor can be
 
larger or smaller than the volume of the transfer ABDC; if their wage in
 
alternative activities (w) was smaller than their productivity in the cor
porate sector (FL) thr. change in their income becomes equal to ABFE, a mag
nitude larger than ABDC.
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On the other hand the employment ofAL can have a net effect on OP if the 
productivity of that labor in other sec-

FL 
N A 

tors (L) was smaller than the productiv

ity in the corporate sector FL. This net 
increment in GNP becomes CDHG in this 

w 

particular case. Notice that if PL = wthis increment in GNP is exactly equal to _ . 

the difference between the change in theincome of that labor and t1,' volume of 
the transfer. 

L --- C L 

16. 
 We are not considering here other short-run adjustment mechanisms,
particularly deficit financing of the budget; deficit financing through an
increased indebtedness with the Central Bank can be particularly important

for some countries.
 



APPENDIX III
 

MATHEMATICAL APPENDIX
 

Henry Bruton and Charles R. Frank, Jr.
 

In this appendix we sDecify formally a model of a developing economy which
 

has three main sectors: (i) a modern sector, (ii) a rural traditional or
 

informal sector, and (iii) an urban traditional sector.
 

Modern-sector output % is a function of capital K invested in the
 

modern sector, and employment in the modern sector.. L
 
m 

(1) Qm = F(aK, 8Lm). 

The parameters a and 8 represent capital- and labor-augmenting technical
 

change, respectively. Both a and 8 are functions of time.
 

The modern-sector wage rate W is a function of the marginal productiv-

ity of labor in the modern sector.
 

(2) W = FL. 

We assume that traditional-sector output for urban and rural sectors
 

Quand Q r' respe,:tively, are each composed of two parts, the first of which
 

is output of the traditional sector consumed by the traditional sector Qut
 

and Qrt' respectively, and the second of which is output of the traditional
 

sector which is sold to the modern sector or Qum and Qrm' respectively.
 

Thus, for the urban traditional sector, we have
 

(3) Qu = Qut + QUm'
 

and for the rural traditional sector,
 

= +(4) Qr Qrt Qrm" 
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We also assume that traditional-sector ouput consumed by the tradi
tional sector is a constant amount per worker in the urban or rural tradi
tional sector. That is,
 

(5) Qut L Su,ut u 

and
 

(6) Qrt 
= L . Sr,r r
 

where L and L are 

U 

the labor force employed in the urban and rural tradi

tional sectors, 
t 
respectively, and S and Su r are constants. Traditional
 

sector output produced for consumption by the modern sector, however, is
 
assumed to be a function of the level of modern sector output. 
That is,
 

(7) QUM = 
gu(Qm)
 

and
 

(8) Qrm = gr(%) " 

The urban labor force is affected by migration from the countryside.
 
As in Todaro, 
we assume that the urban labor force, L
m + L ) depends onu 
the expected wage Ew 
which can be achieved in the urban areas. 
 The ex
pected wage is a weighted average of the modern sector wage rate W and per
 
capita income in the urban traditional sector Qu/Lu
 

(9) E = (LmW + Qu)/(L + Lu). 

The urban labor force is a function then of the difference between the wage
 
in the urban areas and per capita income in the rural areas.
 

(10) 
 L + L = h(Ew - Q !Lr).m u r
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A. 	 The rate of labor absorption
 

In this model, we assume that the rate of labor absorption into the
 

modern sector is a function of the rate of capital accumulation in the mod

ern sector, the rate of technological change, and the rate of change of the
 

wage rate. The labor absorption function can be derived as follows:
 

First, let us assume that the production fundtion F in (1) is homoge

neous of degree y. That is, we may have non-constant returns to scale but
 

the production function is still hrmogeneous. With homogeneity, we may
 

write (1) as
 

(.1) Q = (aLm)"f (k)
 

where
 

(12) f(k) = F(k,l) 

and 

(13) k = aK/8L.
 

Differentiating (11) with respect to Lm, we obtain
 

(14)- = a(OL)-Z [yE(k) - f'(k) k] = W.
 
m
 

Multiply (14) through by L to obtain
m
 

(15) ym- ($L)yf'(k) . k = WL
m
 

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

(16) 	 Y'm _ y f'k + Ym f'k +f k.+ I-+ W + L 
B f L f f f BYLY-i f ayLY-Ifl

m m
 

Differentiate (11) with respect to time and divide through by Q
 

(17) _ 	 f' 
Lm
 



568
 

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

(8 k 	 mm 
k k a 
 L m
 

Divide (15) by 1Wand Qm as given by (11). 
 The result 	is
 

(19) 	 1l Y f'k.
 
0YQn--I f W fW
 

Substitute 	(17), (1.8), 
 and (19) into (16) and collect terms
 

(20) 	 (y- 1)(y - 2fVk) + " I- (y - 1) f1k + y,(fk - 'k2 

f w 
 f 1 
+ (-y - f'k) ~i+ .f 'k2 _ (y -1) f'Ik I (K/K+ /c) 

One can show that the elasticity of substitution:'acan be expressed

2
 

as
 

(21) f'f'k 2 - f'fk 

We may rearrange terms as follows:
 

(22) f 
 -a
 

f~k2 f'k(l --f k)
 
f f 

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

(23) 	 f'k yY - WL WL
 
In _ y _ i1 .
 

(OL)'f
 

If 
we let WL !Y ba denoted by p, the share of labor in total oucput, the
 
result is
 

(24) 	 f'k y
 
f
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Substitute (22) and (24) into equation (20). The result is
 

(25) 	 -1)+ (/K +

Lm ,/ 


-,
 

where
 

(26) (y- )l[(1'=y-;(o 0a" " 1):]- l)Ya 

Equation (25) is the labor absorption function. It gives the rate of
 

labor aboorption into the modern sector as a function of the rate of capi

tal accumulation, the rate of capital- and labor-augmenting technological
 

change and the rate of growth in the wage tate. A couple of special cases
 

are of interest. If there are no economies of scale (y = 1), then the labor
 

absorption functton reduces to the following:
 

(27) M 

m, 

In this case the coefficient of tie rate ot change:Of mdern-sector ,wages 
is a simple function of the elasticity of substitution c and the labor
 

share p. Even if the elasticity of substitution is less than unity, the
 

wage elasticity of employment may be greater than unity. For example, if 
the wage share of output is one-half, then employment is wage elastic if 

the elasticity of substitution ia greater than one-half. If the wage share 

is 80 percent, employment is wage elastic if the elasticity of substitution
 

is greater than 0.2.
 

Another special cage arises when the elasticity of substitution is
 

equal to unity (a Cobb-Douglas production function). Equation (25), the
 

labor absorption function, reduces to
 

(2 8) 	 t 'l ( K/0 ) u/a 1 V 

Tm)m ( - WK + &/a) + (17 P + (I 
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The elasticity of employment with respect 
to both capital accumulation and
 
capital-aumenting technological change is greater than unity if there are
 
economies of scale and less than unity if there ara decreasing returns to
 
scale. The elasticity with respect to labor-augmenting technological
 
change is always positive and greater than unity if the labor share is
 
greater than 50 percent, but less than unity if the labor share is less
 
than 50 percent. Finally, with the Cobb-Douglas function, the wage elasti
city of employment is always greater than unity and varies directly with
 

the wage share of output.
 

B. Wa2gechanse 
 iln the modern sector and effects on per capita incomes
 

in the tradirional sector
 

In this section we analyze the effect of wage changes in the modern
 
sector on per capita incomes in the traditional sectors. 
 If the modern
sector wage rate rises, then 'iodern-sector workers receive more income.
 
There are a number of adverse effects, however. First, there will be fewer
 
modern-sector workers at high wage levels. 
 Second, per capita income in
 
either the urban or rural traditional sectors is likely to decline when
 

wages are raised i.n the modern sector.
 

To determine the ,effect of a wage change, first differentiate the labor
 

supply function (10):
 

(29) dh 
-dP
dL +dL =--(dE


m dD w rt
 

where
 

(30) P = Qr/Lr
 

is the per capita income in the rural traditional sector and
 

(31) D = E - Pw -'t
 

is the difference between the expected urban wage and per capita incomes
 
in the rural traditional sector. 
We can also rewrite (29) in terms of the
 
elasticity of supply of urban labor with respect 
to the urban-rural wage
 

differential.
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(L +L)
 
= 
(33) dL + dLu e (E __U. (dE - dPrt)w
M u D (E w Prd w r 

where eD is the elastirity of urban sector labor force. 

In order to determine dEw and dPrt', we may rewrite (9) and (30) as 

follows: 

(34) (Lm + Lu ) Ew = (LmW + Qu)
 

and
 

(35) L P = Qr
r rt r 

and differentiate each implicitly. We obtain [note that dl r -(dLm + 

dL )]:
U"
 

(36) dEw [WdLm + L mdW + dQu - (dL + dL ) E w]/(L + L ) 

and 

(37) dP = [dQr + (dL + dLU) Prt I/Lm r
 

Note, also, by substituting (5) and (6) into (3) and (4) and differentiat

ing, we get
 

U u u durn(38) dQu S dL =dQ
 

and
 

=
(39) dQr SrdLI+ dQ = -Sr (dLm + dLu) + dOrm
 

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

Qum
 

(40) dQ =eUM dQ
 

and
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Qrmd 
(41) dQr m = r ,er m 

mQm d%
 

where e 
 is the elasticity of outDut of the urban traditional 
zector and
um
e 
 is the elasticity of output of the rural traditional sector with respect

to modern-sector output. 
 From equations (1) ond (2 ),.we 
have
 

(42) 
 l% = FLdLm = WdL 
m 

Finally, from (27), 
we can deduce the change in employment in the modern
sector given a change in the modern--sector wage rate (holding capital stock
 
and technical change constant)
 

(43) dL /L -(Io/p)(dW/W). 
m m 

Combining equations (36- and (43), substituting into (33), 
and rearranging tecms, we obtain [assuming constant returns 
to scale in which case 
y = " and 0 = p(l - )]: 

eDLm 
dW 

(44) (dL m + dL) u~ D - W(- 1) - a(W(l + C) _u W 
W)
 

where
 

(45) n=(E -Pr) + eD(E 
 S) + eD L U (QL/LW~~ ~ I u D L utD r
 
r 

and
 

(46) 
 = [eumLrQum - muum (L + LLu) ermrm]/r~m
)e Q ]/LQ 

Equation (44) gives an expression for the change in the total urban laber
 
force, both modern se!tor and traditional sector, as 
a function of Lhe
change in the modern-sector wage rate. 
 The change in the rural traditional
sector labor force is simply the same expression with the opposite sign.


It is not clear whether the urban labor force will 
increase or decrease

(t =., whether there will be net migration from urban to rural areas) if

there is an increase in the modern-sector wage rate. 
27oite that the term n
in (45) would be expected to be positive in that the expected wage is 
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likely to 	exceed the per capita income in the rural traditional sector
 

(Prt) and 	per capita subsistence income in the urban traditional sector,
 

Thus the 	sign of the expression in (44) depends on the sign of the terms
 

in brackets and this sign is ambiguous. The term & is a weighted differ

ence of derived demand elasticities, er, and eU, and may be positive or
 

negative. 	Some of the other terms in brackets are positive and others are
 

negative. The ambiguity arises because, on the one hand, the increase in
 

the wage rate raises the expected urban wage. The induced reduction in
 

modern-sector employment, however, throws more urban workers into the urban
 

traditional sector which pays less than the modern sector. 
This latter ef

fect tends 	to depress the expected wage. If the expected wage increases,
 

there is migration from the rural to urban area, the amount depending on
 

the elasticity of labor supply eD with respect to the urban-rural wage
 

differential.
 

The percentage change in per capita income in the rural traditional
 

sector is the difference between the percentage change in output and the
 

percentage change in the rural-sector labor force. That is,
 

(47) 	 dPrt dQr dLr 

Prt Qr L 

From (39), 	we have
 

(48) 	 dF _ 3 dL dQ dL 

_ r + - - -r 
P Q Q L
rt r r r 

From (41), (42), (43), and (44), we may write 

(49) 	 dPLdPrt
9 mQrm {eDW(l - p) - auW(l + - S 
Prt L rQr (l - ) [ + Se 

WL
 
W L 
 dW
-ane 

rmQM W
 

The sign 	of the expression in (49) can be presumed generally to be negative;
 

that is, an increase in the modern-sector wage rate reduces per capita in

come in the rural traditional sector. This results from the fact that there
 

is a reduction in modern-sector output due to higher wages and reduced
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derived demand for modern-sector output; at 
the same time the work force of
 
the rural trad±tional sector is unlikely to change by much. 
The derived
 
demand effect is represented by the last term in brackets in equation (49)
 
and the labor force effect 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 zero), 
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 may not fall.
 

The expression for the percentage change in per capita income of the
 
urban tr-ditional sector can be derived in a similar fashion. 
 First, we
 
solve (44) for dLu, substituting the expression (43) for dL .
 After col
lecting terms we obtain:
 

(50) 
 dPut _ LmQum eDW(l + S le
Pu LO0"(i - ) -eW ' ) 4 o[~ + 4) - SuieD 

ut Lu u -Il 

-o(l + eum WLu/Q my)tdW 

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 reduc
tion in the per capita income in the urban traditicnal sector. 
 But the
 
likelihood of a reduction in the urban sector is even 
greauer than in the
 
rural sector. 
The increased wage reduces employment in the modern sector
 
and adds to 
the pool of workers in 
the urban area which must seek a liveli
hood in the traditional sector. 
At 
the sanie time there may be migration
 
from rural 
to urban areas, further addilg to the labor pool. 
 Finally, the
 
reduction in modern-sector output .:educes demand for products of the urban
 
traditional sectof. The combired effect of reduced demand for output and
 
increased supply of workers tends 'o 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 
the supply of workers to 
urban areas is elastic
 
enough that there is substantial net outmigration to rural 
areas. In this
 
case per capita incomes in 
the urban traditional sector 
might not fall, but
 
they will certainly be reduced in rural areas. 
 ln any case, the tendency is
 
for per capita incomes to fall in both urban and 
 rural traditional sectors
 
and certainly in one or the other of the two sectors.
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Appendix 3
 

NOTES
 

1. M. P. Todaro, "A Model of Labor Migration and Urban Unemployment
 
in Less Developed Countries," American Economic Review 59 (March 1969).
 

2. See Roy G. B. Allen, Macro-Economic Tleory (St. Martin's Press,
 
1968), p. 48.
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