]4 Interactions of Modern

e and Traditional Sectors

Almost from the beginning of economists’ interest in economic fluctua-
tions there was a strong suspicion that the key lay somewhere in the
mteractjons among savings, investment, and consumption, but it took
generations of thought be?ore these relationships were sorted out in a form
permitting useful recommendations for policy. So today there is an
equally strong suspicion that the key to underdevelopment lies somewhere
In the nteractions between the modern or industrial sector of the economy
.and the traditional or agricultural sector. A number of two-sector models
have been produced to analyze these interactions. It could hardly be said
that these models are as successful in Providing a foundation for develop-
ment policy as the savings—consumptlon-investmcnt models have become
for suggesting stabilization policies for advanced countries; however,
progress has been made and some insight has been gained. This chapter
outlines some of the more important of such two-sector models.

Technological Dualism and the Population Explosion

.In many underdeveloped countries the initial favorable impact of indus-
trial investment (including investment in plantations as weﬁ as in mines,
petroleum, etc.) was swamped by population growth, in a way that did
not occur in the currently advanced countries. In most countries, an
initial increase in population growth seems to have followed the first wave
of rapid industrialization. In the advanced countries of the West, how-
ever, the rise in per capita income continued long enough to bring
subsequent drops in fertility rates and to permit economic growth to be
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sustained. The question is why the process in undcrdeveloped countries
was different.

When the colonial powers first came into contact with countries of
Asia and Africa, the populations of the latter were apparently not much
higher, relative to natural resources, than those of European lands. In the
case of Asia, moreover, there is little evidence that the level of technology
was markedly below that of Europe in the sixteenth century. India, Indo-
nesia, and China had firearms, navigation instruments, modes of land and
water transport, techniques of manufacture and agriculture, and educa-
tional systems that compared favorably with Europe’s best. We have
small evidence that the standard of living of either rich or poor was
significantly lower in Asian than in European countries at that time. Like
the European countries, the Asian lands were actively engaged in interna-
tional trade. The sixteenth-century picture would have given little basis
for forecasting that in 400 years per capita incomes in Europe would be
several times as high as in Asia.

During the seventeenth and cighteenth centuries, when the relationship
of the colonial powers to Asian and African peoples was mainly a trading
one, the countries of Europe seem to have made more progress toward
establishing the preconditions for take-off than did those of Asia. In
particular, during this period Europe benefited from improvements in
agricultural methods and increased transport facilities. Even at the begin-
ning of the ninetcenth century, however, populations of many Asian
countries were still small relative to resources, and prospects for economic
growth would still have been good. By the end of that century, popula-
tion growth in such countries as Indonesia, India, Japan, and the Philip-
pines was already so high that launching a steady rise in per capita
incomes had become a difficult problem.

Industrial Investment and Population Growth

The major impact of ninetcenth-century industrial investment on rates
of population growth probably came through the accompanying reduction
in mortality rates. As the colonial powers shifted from trading to settle-
ment, in order to exploit more effectively their new interest in plantations
and mines (and later in petroleum), they followed policies that tended to
reduce death rates. By maintaining internal law and order the colonial
powers hampered the freedom of the native peoples to kill each other.
Secondly, when Westcrners settled in the country they became more
interested in public health. In protecting themselves from malaria, typhoid,
plague, and other diseases, they reduced the incidence of these diseases
among the native peoples as well. Improved transport lessened the impact
of famine. A fourth effect was an initial rise in per capita incomes even of
native peoples. This improvement in living standards permitted——if it did
not cause—a more rapid rise in the size of the population. Educational
standards also rose, which may have had an indirect effect on mortality
rates.

In some countries, industrial investment may have offered incentives for
raising larger families. In Indonesia especially, after the shift from trading
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to the “culture system,” which involved compulsory deliveries of planta-
tion products to the colonial authorities, the easiest way for the people
to maintain their standards of living and leisure, while meeting the levy
of the colonial government, was to have more children, occupy more land,
and devote a larger proportion of the land to irrigated rice culture, as
distinct from the slash-and-burn shifting agriculture. Something similar
may be true of other countrics. Harvey Leibenstein, who has devoted
much study to demographic aspects of economic growth, is quitc ready
to generalize on this relationship and to argue that initial rises in per
capita income will tend on balance to bring initial increases in the *“demand
for children.”

We saw in Chapter 2 that a crucial factor in the course of per capita
income is the length of the lag between the drop in mortality rates in the
early stages of industrialization and the subsequent drop in fertility rates.
The population explosions of Asian countries reflect a longer lag between
the initial drop in mortality rates and subsequent drop in fertility rates
than occurred in European countries or in the New World. No one
knows for certain why this longer lag appeared. Some evidence suggests
that the drop in fertility rates in Europe and the New World was a con-
comitant of urbanization. Development in Asia and Africa, centered as it
was on plantations, mines, oil ﬁel({;, and exports of raw matcrials, brought
more industrialization than urbanization; hence the checks on family size
enforced by the urban industrialization of Europe and the New World
operated less effectively in the underdeveloped countries. Eventually fer-
tility rates did drop in most Asian countries, but in some that drop came
too late to prevent serious population pressure from arising before planned
economic development began.

Colonial policy may, at least in part, account for the difference in the
demographic patterns in the Asian-African countries and in Europe.
Initial investment in Europe and the New World was also directed in
large measure toward agricultural improvement, mining, and production
of raw materials for export. In advanced countries, this investment gave
rise to subsequent marked expansion of the secondary and tertiary sectors
of the economy. Colonial policy in most of the Asian countries did not
permit development of the secondary and tertiary sectors in the colonies
themselves. Where domestic entrepreneurship appeared in the “Western”
sector, it was usually discouraged. For example, when the development of
the sugar plantations and refineries in the mid-nineteenth centu?' in Java
led to a shift from rice cultivation to sugar planting on the part of Javanese
landowners, the Netherlands East Indies government sought to nip this
local industrialization in the bud by imposing a regulation forbidding the
sugar refineries to buy cane from native growers. Since the Javanese did
not have the capital or the technical skills for large refinerics, they had to
be content with simple refining methods, producing brown sugar for the
local market. Similarly, when smallholders’ rubber became an active
competitor of plantation rubber, the N.E.I. administration imposed a dis-
criminatory tax on smallholders’ rubber (in this case without much
success). Thus the secondary and tertiary sectors associated with industrial
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investment in the colonies developed in the metropolitan countrics rather
than in the Asian and African countries themselves. The financing, trans-
porting, storing, insuring, and processing of industrial raw materals took
place mainly outside the colonial country.

Industrialization which is confined to the production of raw materials
docs not lead to urbanization. Indeed, it can proceed very far without
seriously disrupting the pattern of village life led by most of the people.
One may conjecture that the disastrously long lag between the initial drop
in mortality rates and the subsequent drop in fertility rates is associated
with the peculiar form of industrialization in underdeveloped countrics,
a form which did not bring with it rapid urbanization.

One may doubt whether the reverse process, urbanization without in-
dustrialization, such as has taken place in a number of developing countrics
since the war, can be expected to have the same effect on fertility rates as
the combination of industrialization and urbanization in Europe during the
cighteenth and ninetcenth centuries. The growth of Calcutta, Bombay,
Tokyo, Manila, and Djakarta since World War II reflects the “pull” of
cmp?(,)ymcnt opportunities in industry less than the “push” of dwindling
opportunitics for advancement in rural society. There is, of course, no
assurance that this kind of urbanization will affect fertility rates in the
same way Western urbanization did.

Some sociologists and anthropologists might ask whether there would
be any reason for expecting twenticth-century Asian society to bechave
like eightcenth-century European society even if economic conditions
were similar. Two points might be made in reply. First, as a policy pre-
scription no onc would recommend urbanization as such; it is indus-
triaﬁmtion and urbanization together that hold the hope for rising per
capita income. Secondly, we have some evidence that even in Asian cities
fertility rates tend to fall below those of rural areas in the same country.
for onc thing, the extended family system tends to break down under
arban conditions; indecd, the wish to escape the responsibilities of the
extended family system is one of the motives for ambitious young people
moving from country to city.

fechnological Dualism

If the industrial investment which Jaunched the “population explosions”
m Asia, Africa, and Latin America had provided opportunities for pro-
ductive employment for the whole of the population increase, per capita
incomes could still have risen. But industrialization in the form common to.
underdeveloped countrics did not provide a proportionate increase in job
opportunitics, Analysis of production functions and factor endowment in
an cconomy with two sectors, two factors of production, and two goods,
is cnlightening in this regard. Although such a model is necessarily simpli-
fied, it approximates reality closcly cnough to provide significant results.
The two sectors are the industrial sector (plantations, mines, oil fields,
refinerics, ctc.) and a rural sector engaged in production of foodstuffs and
in handicrafts or very small industrics. The first of thesc scctors is capital-
intensive. Moreover, it cither is characterized in fact by relatively fixed
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technical cocflicients (fixed proportions in which factors of production
must be combined), or is assumed by entrepreneurs to be so. The effect
on employment patterns is much the same in either case. The other sector
has variable technical cocfficients; that is, the products could be produced
with a wide range of factor proportions. The two factors of production
are labor on the one hand and capital, including improved land, on the
other. The two products are in(fustrial raw materials for export and
necessities for domestic consumption.

Figure 14-1 represents the production function in the industrial sector.
Capital A
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Figure 14-1. The Industrial Sector

Units of capital are measured on the vertical axis, labor on the horizontal
axis. Fach curve is an isoquant representing combinations of labor and
capital producing the same output (sometimes called an “isopod”). As we
move away from the origin from curve O, to curves O,, O, etc., we move
up the “hill” of production to higher and higher levels of output. The
diagram is thus a kind of contour map.

The solid curves are drawn to conform to the case of “fixed technical
coefficients.” In this case labor and capital must be combined in fixed
proportions to get any output at all. Output can be increased only by
increasing the amounts used of both factors so as to maintain these propor-
tions. (Some production processes, such as petroleumn refining, actually
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come very close to having fixed technical cocflicients.) The production
process in this sector is also capital-intensive; rclatively large amounts of
capital and relatively small amounts of labor are used. Thus to produce an
output of Oy the industrial scctor will use OC, units of cnpitnl and OL,
units of labor. If OL, units are available, the excess labor supply will have
no effect on production techniques, and L,L. units of labor will simply
remain uncmploycd, or must scek ecmployment in the other sector, no
matter what the relation of wage rates to capital costs. As more capital
becomes available through time, more labor will be employed and output
will be expanded. The line EP,; is the expansion path o this industrial
sector. However, employment increascs re?ntivel little as investment and
output in the industrial sector expand along this path.

Perhaps technical coefficients are actually less fixed than entrepreneurs
think. If managers and technicians, used to particular methods of produc-
tion in Western countries which they accept without question as superior,
do not look for altcrnative techniques more suited to the factor endow-
ment, the effect is the same as if coefficients were technologically fixed.
The dotted portions of the isopods in Figure 14-1 indicate a situation in
which there is actually some flexibility in Elctor-proportions. It can readily
be scen that small changes in factor endowments (and in relative prices
of factors of production) would not bring marked changes in technique
even if entrcpreneurs learned that the production function was like the
dotted lines rather than the solid ones. But for very large differences in
factor endowment (and prices), such as that represented by the line
C.L,, a more labor-intensive technique would be used if its existence were
recognized by the decision makers.

Figure 14-2 represents the production function for the rural sector.
Here coefficients are variable: a wide range of techniques and of combina-
tions of labor and capital will give the same output. Accordingly the
proportions actually used will be adjusted to the factor endowment (and
to the consequent relative prices of labor and capital). In this context
capital includes improved land.

Now let us imagine that we begin with production at O, in each sector.
Then capital begins to flow into the industrial sector, mostly from abroad.
The industrial scctor expands along EPy. But we have already seen that this
industrialization generates a population explosion. In some countries and
some periods, the percentage rate of population increase considerably ex-
ceeded the rate at which capital was accumulated in the industrial sector.
Because of the actual or accepted fixed technical coefficients in that
sector, employment opportunities did not occur at the same rate as that at
which the population grew. Far from bringing a shift of population from
the rural to the industrial sector, industrialization, after its first impact,
may even have brought a relative decline in the proportion of total em-
ployment in that sector.

Thus the increased population had to scek a livelihood in the other,
variable-coefficient sector. At the beginning of the expansion process, no
factor of production was relatively abundant or scarce in this sector. For
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Figure 14-2. The Agricultural Sector

a while, the response to population growth was to bring additional land
under cultivation, so as to keep the ratio of labor to land relatively
constant; since other forms of capital were not availal_)le in any quantity to
this sector, the amount of land that could be gﬁ'ectlve]y worked by one
family was in any case limited. T}ms for a while the “optlmal:’ cqmblna-
tion of labor and capital (mostly improved land) could be maintained, as
output rose from O, to O;. Eventually, good land tended to bgcome scarce.
The ratio of labor to capital available in that sector rose steadily, and since
technical coefficients were variable, techniques in that sector became in-
creasingly labor-intensive. For exaxqple, irrlgateq rice culture was substi-
tuted for shifting dry rice culture. Finally the point was reached at output
0, where all available land was already cultivated by highly labor-intensive
techniques and the marginal productivity of labor f_cll belqw zero even
with the most labor-intensive techniques available; with continuing popu-
lation growth, disguised unemployment began. to appear. oo
Under these conditions there was no incentive for groups of individual
farmers or small enterpriscs to make marginal and unrelated investments
of capital in the labor-intensive scctor, even if they had capital to invest.
Nor had they any reason to introduce labor-saving innovations, even if
they knew about them and could finance them. Ar}d as yct thc_rf: is no
tecKnology designed to raisc output per man-hour without also raising the
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ratio of capital to labor. Labor as a group had no incentive to increase its
efforts, since the labor su%pl was already redundant. Thus methods re-
mained labor-intensive an I)évc]s of technique, man-hour productivity,
and economic and social welfare remained low.

This tendency toward “disguised unemployment” in the rural sector is
enhanced if technological progress takes a form favoring the capital-
intensive sector. There can be little doubt that this process is what in fact
occurred. Indeed, during the last two centuries little or no technological
progress has occurred in peasant agriculture and handicrafts, while tech-
nological progress in the plantations, mining, and petroleum sector has
been rapid. The tendency toward disguised unempYoymcnt in the rural
sector will also be aggravated if wage ratcs are kept artificially high by
trade-union activities or by government policy. Industrial wage rates that
arc high relative to productivity provide an incentive for the introduction
of labor-saving devices and consequently diminish still further the capacity
of the industrialized sector to absorb the population growth,

Esther Boserup suggests that diminishing average returns to labor may
sct in before land 1s used really intensively. Shifting agriculture, she
suggests, may be quite efficient in terms of manpower productivity;
given the possibility of varying periods of fallow, the distinction between
cultivated and uncultivated land virtually disappears. We should think in
terms of a continuum. of types of land use, ranging from still virgin land
which is never cropped, through land cropped at shorter and shorter
intervals, to land where a new crop is planted as soon as the last one is
harvested. The shift to more intensive agriculture as population pressure
mounts may bring a decline in man-year productivity even while some
land is still under shifting cultivation. Conversely the return from intensive
to shifting agriculture 1n parts of Latin America where population has
declined 1s not retrogression, but a rational adaptation to the factor
endowment.!

Conclusions

Putting togcther the theory of the population explosion with the theory
of technological dualism we obtain a deeper undcrstanding of some of the
“characteristics” of underdeveloped countries. We saw in Chapter 1 there
that the proportion of the total labor force in agriculture is virtually a
measurc of the degree of underdevelopment; the more people in agricul-
ture, the more underdeveloped the country. Yet we also saw that it is
precisely in agriculture that the spread in man-year productivity is greatest
as between advanced and underdeveloped countries. In the industrial
scctor, techniques are often advanced and productivity is high; in agri-
culture, techniques are labor-intensive and simple and productivity is
abysmally low. Why docs labor not shift from the rural to the industrial
sector, from low-yield to high-yicld occupations, in accordance with
orthodox theorv?

' lsthee Boscrup, The Conditions of Agriculiural Growth (London and Chicago,
1965).
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e e e e vativity b casitl ought to be bither
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industrial sector, where it is Jow. There is();vi(c,l Capltall] 'S pugh, than In ?he
actually are higher in the rural sector than in tllms:edt el seeron Gapret
Rosen, on the basis of his extensive knowled ‘ mf lllSmal T George
concludes that an important factor delayin theg <el . lt o Indlan' dimenons
industry has been the high returns onyingest ot i et o lndlgenqus
Interest rates on loans in the rural sector rzmmmflt e e
iri addition, the rural ca'pitalist, who usuall rgneakzom i i,
ping basis, is frequently in a position to ear)r’i a hallsdé((;:fll?: Oi]ol?itsziir:cmp-
lative investment in stocks OF food crops. It is casy to scf why th Pecul
capitalist is not attracted to industrial investment. But wh ) doc -,
1ridustr1al capital flow into agriculture, if returns there are reall o ntlt
higher tlian on the plantations and in the mines and oil ficlds? y 50 mue
Here is the most vicious of all the vicious circles encountered in a th
of underdevelopment. Labor does not flow into the industrial secto: (l)vr y
cause the supply of capital to that sector ‘is limited—each investmeci
project in an unuerdeveloped country competes against projects tln
Xgrfli(j(e(:iver ntihthe lmternl;;tional capital market—and technical)co]efﬁcien]t(s:
d, or thought to be so. The supply of domestic capital to tI I
sector is also limited. It is not directed toward i P niques
because although the elasticity of substitution o?lall)r:rp rf‘()):ltég it:l:l::;qufs,
high, the elasticity of substitution of capital for land is lov\? l{el-iti)\icl)e
small amounts of investment in tools, simple irrigation, seed selection, a ﬂ
fertilizer could bring the marginal productivity of ca’pital down to ,7 r
given the present ratio of labor to land. It may well be that in some ungrO,
developed countries the marginal productivity of both labor and fal is
close to zero in the rural sector. and capital is
_ The only way to overcome the redundancy of labor in the rural sector
is to increase the supply of the scarce factor. But the iwmmediately scarce
factor is land. The only way to raise the marginal productivity of capital
is to increase the.ratlo of land to labor a great deal. The produ)::tion fli) :
tion is highly discontinuous in this respect. Increasing the size of Itl::-
typical family farm from 2 acres to 3 will not raise the marginal :
ductivity of ca 1tal very much. The size must be raised to 20 orgZOO res
S0 th:it mechaulzarlon becomes profitable. With high population denasi:tx:(‘:s
such increases in size of holding can be attained only by liirin cople ot
of peasant agriculture into the industrial sector. For this kindgo r}(i rout
l\owever, cgpltal becomes the scarce factor once again. It re uirlZs Ecam,
investment in both the industrial and agricultural sectors. Nei?her a ri::wly
rural improvements on the present holdings nor industrialization \\%ll li:
itself, l?rcz;k thfough this particular vicious circle. Industrialization witliou)t
:l?c;g:::u tural revolution brought the underdeveloped countries where
The failure of foreign capital to flow into peasant agriculture must be

2 George Rosen, “Capital Markets and Underd i
2 cel . ;
Frame-Hypothesis for Empirical Rescarch,”‘lld.cll:Te.: eCl.':,l:l]S,El\‘/:l:i;?Tﬁ;;;: A Theoretical
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explained in somewhat different terms. The industrial and rural sectots are
not part of the same “economy” in the ordinary sense. Geographically, the
plnntnrinns. mincs, and oil fields are in the same country, but economically
they may be more closely tied to the metropolitan country providing the
capital, technical knowledge, and managerial skill than to the underdevel-
oped country in which the operation %S located. The men who launch,
organizc, finance, and manage these enterprises——even when they are
urbanites of the country itsclf—know little of peasant agriculture and
village life. The rural capitalist relies for his success on his person:\l and
firsthand knowlcdge of the villagers with whom he dcals; he lends to them,
sells to them, and buys from them. This is knowledge of a sort the forcign
or urban cnpitalist does not have and docs not wish to acquire. As for a
wholesale shift to mechanized commercial :\griculture, it is not an opera-
tion to be carried out on a pieccmcal private cntcrprise basis.

Indeed here is one of the major reasons for government intervention
in the development process. Once countries arc in the situation analyzed in
this chapter, only a unified and large-scale program involving more rapid
industrialization and bold schemes for agricultural improvement can
launch cumulative growth. In short, a “big push” is necessary.

Unlimited Supplies of Labor?

W. Arthur Lewis begins his well-known article on “Economic Devel-
opment with Unlimited Supplies of Labour” by asserting that many
underdeveloped countries conform to the Classical model, in which the
supply of labor is perfectly elastic at current wage rates.? The “widow’s
cruse” of workers consists of existing farmers, casual workers, petty
traders, domestic retainers, and additions to the labor force through popu-
lation growth. As his conclusions rest on this basic observation, let us
begin by examining the premise itself.

Some observers, including the present writer, have pointed out that the
optimism concerning development by absorption of isguised uncmploy-
ment from agriculture was unfounded. It is not possible to transfer large
numbers of workers permanently and full time from peasant agriculture
to industry without a drop in agricultural output, for during planting
and harvesting scasons, which together amount to several weeks pert year,
the entire labor force is occupied. It may even be necessary to bring back
members of the village who have gone off to take casual jobs in the
industrial sector. Reorganization of agriculture and a shift to relatively
extensive and mechanized techniques could releasc large numbers of
workers from ngriculturc, to be sure, but that requires a certain amount
of investment in the agricultural sector itself. Some observers have sug-
gcstcd that disguiscd unemployment has moved from country to city, and
cite as evidence the host of petty retailers. But even the urban peddler,
with three empty bottles in one basket and two right shoes in the other,
may be pcrformmg a real service, and so may be truly cmplnyed, if there

83 W. Arthur Lewis, “Fconomic Devclopment with Unlimited Supplies of Labour,”
The Manchester School of Economic and Social Studies, May, 1954.
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are customers with left shoes and customers who want empty bottles.
Thus, in the static sense, it may be questioned whether supply curves of
labor to the industrial sector are perfectly elastic.

If one puts the whole growth process in time, however, as one must to
get meaningful results, the Lewis model accords with reality in many
underdeveloped countries, as far as unskilled labor is concerned. The Lewis
argument does not require disguised unemployment. It requires three
conditions: that the wage rate in the industrial sector be above the
marginal productivity of labor in the rural sector by a small but fixed
amount; that investment in the industrial sector be not absolutely large
relative to population growth; and that costs of training the necessary
numbers of skilled workers be constant through time. The first condition
seems to be met in many countries. If the “population multiplier” operates,
population growth being accelerated by the very process of industrializa-
tion, the second céndition is automatically guaranteed. But even if in-
dustrial investment does not actually accelerate opulation growth, the
sccond condition can be met if employment i tﬁe industrial sector is a
small Froportion of the total and population growth is fairly high. Sup-
pose, for example, that the labor force is twenty million, that four million
are employed in the industrial sector, that the capital-job ratio in that
sector 1s $2,000 per man, and that the total labor force grows at the rate
of 2 per cent per year. To employ the total increase in the labor force in
the industrial sector would require net investment of $800 million next
year, or 10 per cent of the total stock of capital. Net investment on this
scale would double the stock of capital in about seven years, a rate of
growth beyond the wildest dreams of most underdeveloped countries.
Thus for all practical purposes the supply of unskilled labor to the
industrial sector can be treated as perfectly elastic, whereas in the rural
sector it is already redundant, in the sense that marginal productivity there
is below the subsistence standard of living.

Of course, the industrial employers are interested in skilled labor too.
Lewis argues that labor skills are only a “quasi-bottleneck”; if you have
unskilled workers, you can convert them into skilled ones.

In the short run, the need to train or import skilled workers may not
alter the argument very much; if the cost of training or importing is
constant, the elasticity of supply of skilled labor can still be infinite. As we
have seen, it is possible that the cost of training or importing technicians
may be high enough to induce entrepreneurs to use capital-intensive tech-
niques in those parts of their operation where skill is necessary, but this
fact does not change the argument either, unless these costs are rising.
The Lewis thesis is of dubious validity even for unskilled workers, if we
think in purely static terms, however; and if we think in terms of long-run
supply through time, the relevant question about the supply of skills is
whether the cost of training or imForting is rising through time. The
answer will depend on the nature o technological progress; if it is of a
sort that reduces both the capital-labor ratio and the capital-output ratio
simultaneously, the Lewis thesis may hold for skilled labor as well as
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for unskilled. _ ‘
Now if we accept the thesis, thq process of gro“{th will look.hke
Figure 14-3. Here w is the productivlty per man-}_xour in peasant agngul-
ture, and w is the conventional wage in the mdpstml sector. The r’nar.gmal
productivity of labor in industry is MMy, }vhlch ‘permlts the cgpltahst. to
earn a surplus, AM,;s. When he invests this surp .us——perhaps_npprov!rf)g
techniques at the same time—the curve of marginal productivity shifts
to MM, and so on. Industrial employment grows frorq N, to Ny, N, etc(i
The per capita income of workers and peasants femains \mch:!nged, an
the entire benefits of development accrue to cap!tahsts. Lew1§ suggests
three ways in which the process might be halted: if the expansion o the
industrial scctor is rapid enough to reduce the absolute population in the
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rural sector, raising the man-hour produ.ctivity in tha? sector,_aqd s0
raising w and w (this will not hagpen if the populatlpn multlph?r_ is
operating); if technological progress in the rural sector raises productivity
there, and so raises W and aw; or if the terms of trade turn against Fhe
industrial sector with rising prices of food and raw materl_als, and so bring
a rise in @ and w (this is the Classical.n]odel). The achievement of bal-
anced growth and generally higher living standards requires that the
process st be halted by either metho'd 1or methpd 2, \\-/hlle, at the same
time, measures are taken to continge investment 1n t.hc industrial sector.

Lewis applics his analysis to the impact of international trade. First, he
shows that technological progress in the export scctor of underdeveloped
countries helps only the workers of advanced countries. Suppose one
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man-day of labor in the advanced country, A, produces three food or three
steel, whereas in the underdeveloped country, B, it produces one food or
one rubber. The rates of exchange will then be one food equals one steel
equals one rubber. Now assume that productivity in rubber growing
trebles. Then one steel will buy three rubber. But the wage in B is still
equal to onc food (plus the conventional surplus In the industrial sector)
because the supply of labor to the rubber industry is unlimited. Thus
forei%n investment in the industrial sector of B can provide only addi-
tional employment and perhaps some tax revenues; in itself it cannot raise
per capita incomes. :

Now assume a man-day in A produces three food or three cotton
manufactures, whereas a man-day in B produces two food or one cotton
manufactures. The marginal man-day in A produces three food or three
cotton, and the 7arginal man-day in B produces zero food and one cotton.
On the principle of comparative advantage, B should export cotton manu-
factures and import food. But w in cotton manufactures is two food in
country B; and w is three to six food in country A. In money terms, it is
cheaper for B to export food and import cotton.

Lewis seems to be correct in his conclusion that countries with inade-
quate agricultural resources relative to their population (India, Japan,
Egypt, the United Kingdom) should export manufactures and import agri-
cultural products. It is impossible to imagine India as a truly efficient
agricultural country, but it is easy to sece India as an efficient producer of
steel and textiles. This kind of misallocation of resources occurs in many
underdeveloped countries. The implication is that planning must be based
on “shadow prices” as they would prevail after a drastic structural change
has been achieved.

Finally, Lewis indicates a way out of the vicious circle. Suppose a man-
day in A produces five food or five cotton textiles, and a man-day in B
produces one food or three cotton. Wages in B are one food, and B will
export textiles. Wages in A are five food; A gets all the benefit from trade.
Now suppose productivity is raised in B’s cotton-manufacturing industry.
The wage in B is unchanged, and the entire benefit goes to A, as before.
But if productivity is raised in B’s food production, B's wage will rise.
Then cotton prices will also rise, to the benefit of B and the disadvantage
of A. Thus economic development requires raising productivity per man-
day—not per acre—in the peasant a riculture sector. Given the rates of
population growth in that sector, raising productivity per man-day almost
certainly requires—sooner or later—a shift to more extensive and more
mechanized agriculture.

One final point may be noted. The current nationalist policies, with
their emphasis on training and upgrading domestic labor and their limita-
tions on immigration of skilled workers, managers, and technicians, may
mean that skilled workers will be a more serious bottleneck to future
expansion than they have been in the past. It is a question whether tech-
niqll(les of training, as well as of Froduction, can be improved sufficiently
to keep training costs per unit of output, at least, from rising as industry
expands.
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Development of the Labor Surplus Economy

One of the most ambitious efforts at a theory of underdevelopment to
appear in recent years is that of John Fei and Gustav Ranis.* It docg not

retend to complete generality: “It is the purpose of this book,” the
authors statc in their preface, “to prescnt a theory of development relevant
to the typical labor surplus type of ?ndcrd_eve!opcd economy :m‘fi to ex-
tract some policy conclusions from it.”” It is time, they say, to “venturc
beyond the customary cclectic survey of grm.vth (rroblcms .and ideas and
towards the evolution of a particular theory aimed at a particular type of
economy.” In their view, efforts at a com letcly general theory are less
likely to be fruitful, in our present state o knowledge, than “attempts to
generalize from s ecific country experiencg.” The theory presented in
their book, accordingly, is limited to “a particular type of un erdeveloped
economy, the labor surplus type.” It is clear, however, that the authors
consider this type of economy common enough; and tl‘le theoretical con-
struction they build to analyze this kind of economy is one of the most
claborate yet to be presented in the whole field of economic development.

The Basic Model

The fundamental features of the labor surplus economy, on which the
entire analysis rests, are as follows: (1) The supply of' land i§ slmrp)y
limited. (2) There is a “constant instimtiopal wage‘j in thp industrial
sector. The supply of labor is perfectly elastic to the industrial sector at
this wage, which is taken to be slightly above the real wage in the agricul-
tural sector, as in W. Arthur Lewis’s “unlimited supply of labor” modecl.
Workers do not have to be “bid away” from the agricultural scctor
through raising wage rates above current levels, at .lcast in th_e initial
stages of industrialization. (3) Labor is redundant in t!\e agricultural
sector. There exists some number of workers in the agricultural sector
with zero marginal Froductivity, wl}o can be .transferrCfl-—completc|y,
permancntly, and full time—without investment In the agricultural SCCtO‘l;
and without a fall in agricultural output. 4) '.l"her.e are “well-behaved
isoquants in the industrial sector. This assumption 1s fundnmcm'a'l to the
analysis. Any number of workers whatsoever can be gl)so.rbcd into the
industrial sector, with no additions to the stock of capital in that sector,
and without innovations, by resorting'to knowr} techn.ique.s \\'high are
increasingly labor-intensive. (§) For this reason, innovation in the indus-
trial sector as such leads to a transfer of workers to the industrial scctor.
Innovations of any kind raise the marginal physigal productivity of labor,
and employment will accordingly increase until thg marglpal physical
productivity of labor is once again reduced to .the cx:mv‘:al minimum wage.
The increase in employment depends on the “intensity  of the innovation
(the magnitude of the increase in labor productivity) and on its capital-
using or labor-using bias. As in the Classical model, innovation secms to be

4 John C. H. Fei and Gustav Ranis, Development of the Labor Surplus Economy:
Theory and Policy (Homewood, Iil,, 1964).



310 THEORIES OF UNDERDEVELOPMENT

!argely limited to the industrial sector. (6) The transfer of labor to the
industrial sector is limited by the size of the agricultural surplus. If the
attempt to shift workers from agriculture to ingustry results in a shift of
the terms of trade against the industrial sector, industrial money wage rates
must be raised, thus limiting the increase in employment. (7) Capital
accumulation as such also increases employment in the industrial sector.
The transfer of the agricultural surplus to the industrial sector is easiest
if there are “dualistic landlords,” who operate in both sectors and invest
agricultural profits in industry. (Indeed, it is so much easier if dualistic
landlords exist that it is not quite clear from the book how it is to be
accomplished otherwise.) '

The basic diagram of the Fei-Ranis model is reproduced in Figure 14-4.
Both the upper and the lower parts of the diagram apply to the industrial
sector of the economy. Each part shows one cross scction of the produc-
tion function: the upper part presents the usual isoquants (or isopods), the
curves showing combinations of labor and capital that will produce the
same output, with output rising as we move from Q, to Q, to Q.; and the
lower part is the usual curve of marginal proauctivity of labor, showing
additions to total output as more units of labor are combined with a fixed
stock of capital (and land). As the stock of capital is increased from Ko
to K, to K, in the upper figure, the marginal productivity curve in the
lower figure shifts from M, to M, to M,, ctc. To maximize profits (the
shaded area bounded by the marginal productivity curve and the supply
curve of labor), employment will be extended to the point where the
marginal productivity is equal to the real wage rate. With a capital stock
of K,, this (FOim is reached with employment of L. As the stock of capital
is increased to K, Kj, etc., employment will rise to L,, L,, etc., taking us
along the expansion path in the upper diagram.

Up to the point L, additional labor can be attracted into the industrial
sector as a constant real waFe. But beyond that point the real wage rate
must be raised in order to Iure more labor away from the rural sector,
either because labor becomes scarce in agriculture or costs of food rise or
both. Beyond this “turning point” capital accumulation in the industrial
sector must proceed at an ever-faster rate if employment in that sector is to
continue expanding at the same rate—or something else must happen to
shift the marginal productivity curves upward and to the right.

The various factors influencing the rate of labor absorption into the
industrial sector are pulled together in the fundamental equation,

WL 3 7I'K +2£'-_].
€L,

The dependent variable “zL,” is the rate of labor absorption, most easily
thought of as the percentage rate of growth of industrial employment
through time. The term “xK” is the rate of capital accumulation through
time. “By,” is the degree of labor-using bias, or deviation from “neutrality,”
of innovations. Completely neutral innovations would leave the ratio of
capital to labor unchanged; the more innovations deviate from neutrality
in this sense, in the direction of raising the labor-capital ratio, the higher
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is B, “J" is the “intensity of innovation,".or “t.he fractignal inctease lr;
output due entirely to the passage of one ux:nt_of time, holding .both caglta
and labor constant.”” In simpler language, it is the rate at which pro u‘c-
tivity is raised through time by techngloFlcal progress, and n}a%'b)e
thought of as the rate at whicl.\ the marginal produgnvxty cgrvtla of labor
is shifted upward and to the right through innovations. ey, 15 ncl: :')ate at
which the marginal productivity of labor fnll.s as the ratio of fa or 'tlo
capital is raised. Thus the equation states the truism that ic rate of glro“t h
of industrial employment depends on the rate at which marginal pro-
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ductivity of labor falls with increased employment (other thihgs being
equal), on the rate of capital accumulation in the industrial sector, on the
extent to which innovations release or absorb labor, and on the rate at
which productivity is raised by technological progress.

The concepts and their interactions are illustrated further in Figure
14-5, which 1s an elaboration of Figure 14-4. We have added a curve
showing the shift in the curve of marginal productivity of labor that
would constitute a “neutral” innovation, with which actual shifts may be
compared. We begin with a stock of capital K, and employment L,. Then
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technological progress raises the marginal productivity of labor to the
dotted curve AM'y. Because the innovation is labor-absorbing in character,
employment rises to L’; even without any capital accumulation. In the
upper diagram this shift is shown by redrawing Q, and Q'y. If in addition
the stock of capital is increased to Kj, the equilibrium position shifts to E',
and employment increascs to L',.

Reiterating the fundamental equation in terms of this diagram, the
authors state that the rate of labor absorption depends partly on the rate of
capital accumulation, whereas the absorption due to innovations alone, with
fixcd capital stock, depends in turn on three factors:

1. The “hcight” of point F relative to point E,, representing the intensity
of the innovation, that is, how much the original production contour has
been blown up.

2. The “height” of point G relative to point F, representing the degree
of labor-using bias of the innovation.

3. The “stecpness” or “flatness” of the M’y curve representing the rela-
tive strength or weakness of the law of diminishing returns to labor. (The
“flatter” M’y the further to the right equilibrium point E';.)

Successful economic development requires “structural change” in the
sensc of growth of industrial employment more rapid than the growth of
total employment. This condition can be expressed as a “critical minimum
éffort criterion” derived from the basic equation above, letting “mp” stand

for the rate of growth of total employment through time:

B.+]

€LL

wp < wp =g +

Thus for “success” we neced capital accumulation, technological progQ
ress in the modern sector, preferably of a labor-absorbing type, and im-
provement in agricultural productivity, to prevent excessive increases in
the industrial real wage which would slow down the relative transfer of
labor from the traditional agricultural to the modern industrial sector.

From this model the authors derive a simple and not very original
formula for launching economic development. First, the total agricultural
surplus should be raised; and then there should be as much investment and
capital-saving (labor-absorbing) innovation in the industrial sector as
possible. “Our analysis indicates,” the authors conclude, “that besides
accumulating as much capital as possible [either domestically or via
foreign aid] the economy should seek innovations of as high intensity as
possible and, given intensity, subject to as high a labor—usth bias as
possible.” No one could quarrel with this formula; the problem is to
arrange its application in particular cases.

Major Questions of Fact

The validity and applicability of the model, of course, depends on the
extent to which the basic assumptions conform to reality. The authors
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would no doubt agree that all developing countries are not fundamentally
short of land; slash-and-burn agriculture still exists in a number of devel-
oping countries, including Brazil and Thailand. More serious questions
arise regarding the “redundancy of labor.” The question of “:iisguised
underemployment” or “redundancy of labor” is a complex one that has
Fivcn rise to a substantial literature, some of which will be considered be-
ow. This literature is ignored by Fei and Ranis, who simply state the
existence of redundant labor as though it were a well-known fact. As
already suggested, however, the truth is that redundant labor of the kind
assumed by the authors is probably non-existent; Dr. Yong Sam Cho,
whose study is outlined in the following scction, found none in Korea.
Even in so densely populated an area as Java there are still labor shortages
in planting and harvest seasons. The same is true of small and rapidly
industrializing countrics like Greece. What one finds is not chronic under-
employment, but extreme seasonal variations, combined with work-sharing
devices and short hours during the off-seasons.

Fci and Ranis fail to make the all-tnportant distinction, on which
Cho’s analysis rests so heavily, between marginal productivity in terms of
numbers of workers, and marginal productivity in terms of hours per
worker. The work-sharing devices typical of Asian countries are such, and
the hours so short, that the marginal Productivity of individual workers
is not zero. Labor is “redundant” only in the sense that if real wages could
be raised so as to permit more hours of work to be undertaken per man,
the same agricultural output could be produced for smaller numbers. of
people. Moreover, not all of those who could be released, even in this sense,
are actually available at the “constant institutional wage”’; only those who
are, in Cho’s terms, “marginal men” in both economic and social terms are
thus available. No country has a “reserve army” of agricultural workers,
completely unemployed, who can be transferred the year around with no
rise 1n industrial wages, no investment in the agricultural sector, and no
drop in agricultural output.

In particular the assumption that any number of workers can be com-
bined with a fixed stock of capital is unrealistic and misleading. We have
scen above that it is a good £al more useful, in explaining how under-
development and technological dualism have appeared, to make the re-
verse assumption of fixed technical coefficients in the industrial sector. Of
the two extreme assumptions, the latter explains a wider range of reality.
If, for example, the modern sector consists mainly of rubber plantations,
tin and bauxite mines, and petroleum fields and refineries, how is one to
combine an unlimited number of workers with a fixed stock of capital in
these industries, and still achieve enough increase in output to justify the
increase in employment? Much depends on the particular product-mix
in the actual modern industrial sector of the country concerned.

Historically, innovations in the modern sector have been labor-saving
to a substantial degree. Fei and Ranis scem to regard this fact as a matter
for regret, if not actually a sign of perverscness on the ert of entre-
preneurs and government authorities concerned with industrial invest-
ment. Throughout their analysis, they miss the fundamental point that
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innovations can be both labor-saving and capital-saving, and still be labor-
absorbing and capital-absorbing during the gestation period. In the United
States even the railroad, certainly a heavy absorber of capital and a signif-
icant creator of employment during the period of railroad construction in
the nineteenth century, was both labor-saving and capital-saving once jn
place; both labor costs and capital costs per ton-mile were lower in railway
freight trains than in wagon trains. If investment is maintained on a high
and increasing level, employment can go on increasing even if each suc-
cessive individual innovation is labor-saving, in the sense that it reduces
labor costs and increases output per man-hour. If at the same time the
ratio of capital to labor gocs up, this incidental result seems little reason
for concern.

Fei and Ranis also overlook the fundamental fact that a good many
small-scale and labor-intensive activities have high capital-output ratios.
They seem to take it for granted that if the capital-labor ratio is reduced
the capital-output ratio will be reduced as well. The limited rcsults of
research undertaken thus far, however, suggest that over a very wide
range of industrial activity the reverse is the case. One of the many
“vicious circles” with which “the road to development is paved” is this
one: underdeveloped countries cannot afford “labor-intensive” techniques,
in the sense of low capital-labor ratios, because they are too expensive in
terms of capital—they have high capital-output ratios. This fact is surely
at least one part of the explanation of the famous “Leontief paradox,”
the discovery that through its international trade the United States €XpOrts
labor and imports capital.

As for their “dualistic landlords,” these no doubt existed in Japan, and
they exist today in the Philippines and td some degree in the Brazilian
State of Sio Paulo. But they do not exist everywhere, and they are not
easy to create where they ci; not exist. The alternative, of course, is for
the state itself to play the role of “dualistic landlord,” shifting agricultural
surpluses to the industrial sector. But that is precisely whar all governments
interested in development are trying to do, and it is precisely what proves
to be so difficult from a political and administrative point of view.

Success and Failure

Fei and Ranis apply- their theory to cases of success and failure. In the
“success story,” an original rise in the total agricultural surplus raises the
real income of industrial workers, thus “shaking loose” labot from agricul-
ture, and as an impact effect, raising the return to invest ent in industry
relative to investment in agriculture. Indeed the return/to investment in
agriculture actually falls initially. Thus the dualistic landlorfl shifts cagltal
from agriculture to industry, As employment in the industrial sector rises,
the marginal productivity of labor industry fal‘ls, :}nd eventually the in-
dustrial real wage returns to the customary institutional wage. Tlic terms
of trade shift back to agriculture again, and the incentive to raisc total
agricultural surplus further is restored. Thus a new cycle of development
begins and the process becomes cumulative. ‘
+ In the failure case, there is no risc in the marketable technical total agri-
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cultqral surplus. Thus the effort to expand the industridl sector entails a

- continuous worsening of the terms of trade of the industrial sector and a
rise in the industrial real wage. This rise in the industrial real wage in turn
leads to the introduction of labor-saving innovations in the industrial sec-
tor, thus choking off the increase in industrial employment.

Once again, this case of “failure” seems oversimplified and does not fit
the cases of “failure” most familiar to this writer. It overlooks, for ex-
ample, the fact that the product of the industrial sector s frequently sold
in the world market, whereas the product of the agricultural sector is sold
in the domestic market. Indonesia is as clear-cut a case of failure as one
could find, but there is no evidence of improving terms of trade between
the agricultural and industrial sectors of Indonesia itself; indeed, the evi-
dence suggests just the reverse. What has happened in Indonesia is that
because of the very low elasticity of substitution of labor for capital in the
industrial sector, the capital-intensive nature of the most efficient tech-
nology in that sector (efficient in terms of ca ital-output ratios), the
limitation of technological progress of the industrial sector, and the nature
of the technological progress, the absorption of labor into the industrial
sector—despite rapid expansion of that sector—never kept pace with
population growth in the country as a whole. When World War II began,
only 7 per cent of the labor force had been absorbed into the modern
sector. The other 93 per cent of a large and rapidly growing population
had to find a livelihood in the traditional sector, where their productivity
was inevitably low.

Population growth is a factor that seems not to enter into the Fei-Ranis
model. Despite the complexity of the diagrams, and the emphasis on inno-
vation, the whole analysis remains essentially neoclassical and static.

The anal{ysis includes two casc studies, Japan as a “success story” and
India as a failure. Japan’s success is attributed mainly to a rapid rate of
innovatiorr, initially of a capital-saving and labor—absorhing nature. About
80 per cent of the total growth of the industrial labor force is attributed to
such innovation, capital accumulation accounting for the other 20 per
cent. According to the figures presented, the capital-labor ratio actually
fell in Japan between 1888 and World War I, and this fact is given high
marks in explaining the success of Japan. Japan also succeeded in reducing
the absolute size of its agricultural labor force after 1898, .

On the other hand, in India there was a “premature deepening” of
capital, with an increase in the capital-labor ratio throughout the whole
period, 1949-60. The industrial labor force grew very slowly, and the

agricultural labor force continued to increase. Thus India has yet to reach
a critical minimum effort.

The authors summarize the comparison as follows:

The contrast between these two historical cases is unmistakably clear. Con-
tinuous capital shallowing in Japanese industry between 1888 and the end of
World War 1 is evidence that Japan made maximum use of her abundant factor,
surplus agricultural labor, while adopting labor using (or, at lcast, not very
labor-saving) innovations. The continuously positive labor absorption due to
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innovations corroborates this finding. India, on the other l!anfl. scefn;‘s todh:'n‘e
resorted to very labor saving innovations from the very beginning o | ,crc ¢ eixt:l:
opment effort, thus yielding to the temptation of an lpfzreas;ng) ip tal-
intensive industrial structure and neglecting the potentialities o :]\ malx ;nb
utilization of her abundant, and rapidly growing, surplus agricultural labor
force.

This statement of the contrast betweep Ja.p:m and India is a dlstnrgmln
of the facts. Has India stubbornly and misguidedly refused to used c:‘upét.a -
cheap, labor-intensive techniques? -O'n Fhe contrary, the secon‘ ’n l::]l:
Five-Year Plan states clearly that if ic is a choice between em}:l 0‘) mle t
and income, employment should be given prefcrence.; andd:.a goo h( :1“ 1;)‘-
experimentation and research has bcer} cqnductcd in India (\‘wt ‘.1 ;m
scale, labor-intensive activities. The point is that these pgovc md)icch-
expensive in terms of capital—as stated above; the pr|o uc:s. :Ln cch-
nologics with the low capnml-labor ratios turned out tod];\fvc ig lct[\)\.—c'c -
output ratios. Moreover, the statement ignores bhoth th.e i grel?cer f)fc ween
the choice of technology and .the 'chm.cc of product-mlx,h and the di 1 ;49 <
between launching industrial.lmnon in 1888 apd launching 1tdm Joa t ~
scems likely that the change in the pmduct-mn'( had'more t:i) ¢ (:iqtcnt the
drop in capital-labor ratios in Japan t!\an any ingenious and ins ‘the l)qs.is
of labor-using, capital-saving innovations. Industnahmtlm} on ‘ h“(.)w
of toys and silk scarves is not a process that other countries ca nrqtivé
launching their industrialization to.day,5 For some cour;ftirl'cs, c:nmlpm).lo N
advantage forces them into indusfrles where thq most e cnenht tech ¥ hg['
—efficient even in terms of capital-output ratios—is one that is mghty

ital-intensive.

Cail)tl::ny case, the figures themselves are suspect. Th.e autll:ors t\avcf e(!:c::j
to use a depreciation rate of 20 per cent in caICl.lla'tm t ehra €0 t;Ein

accumulation in Japan. For th_e kind of mdustnahzanpn that \Yarsc bd"g
place, and for the rate at \Vhl.Ch new plants anq eqm;;)m.ent l‘: esc‘ectiog
built up, this rate of depreciation is sx_lrely too high. O vious t\,l sclection
of a lower depreciation rate would assign a greater role ltlo capi nm coum-
lation in the explanation of Japan’s growth, and a sma e‘r (;m(;:l innova-
tions. Moreover, the estimate of the 'stock of ca.pltal exclu ﬁ h:m(. Even
with a realistic “shadow price” for improved rice land (“tl lcl C:)mdo“ht
rather high) the capital-labor ratio fo.r the economy as_r :;1 who (;et:sion uhe
rosc in Japan during the first phase of md}lstrmhz:.ttlon.l he I‘ms’inie on left
by Fei and Ranis that growth can be agh'levcd with re atldv.tlz.y e n[:r(.)-
accumulation, Provided only th;}t decxslon-_makgrs are ld ggenof intro

ducing innovations of a labor-saving nature, is quite mlsl’t’:a ing. l?i , ‘i[;

there is no reason to suppose that the “rcst,dual factor” was :;ot .tqg‘f. n

Japan as elsewhere; but the “residual factor” does not operalt(e ZZ :) .Z n,tc
needs capital accumulation ancll resource drlistcyovery to make it operate.
still no primrose paths to prosperity. o
Tl;ir::yrec:sc, the rl:mdcl dncrs’ not lend to fundamentall.y. new ?rezﬁl;:}:lt]lo?;
for polfcy. Government action to create the prccondltmns of g .

8 The Japanese “success story” is outlined in Part V1, Case Studies.



318 THEORIES OF UNDERDEVELOPMENT

proyide the necessary social overhead facilities and infant-industry pro-
tection, to give the economy the necessary psychological impetus Pand
thus supplement the contribution of the dualistic landlords, these polic

conclusions would be obtained without the authors’ very labdrious aniz)ilysizi

General Appraisal

These flaws do not completely destroy the Fei-Ranis model. It contains
elements of fundamental truth, and with modifications can still cast li ht
on th.e problem of underdevelopment. The rate of structural chag e
_(relative growth of industrial as compared to agricultural em lo mcn%)
is indeed a fundamental aspect of the development proccss. ’Illie )i"ite of
such structural change is surely limited by the degree of success in raisin
agricultural output. The rate of capital accumulation in the modern (ang
traditional) sector, the pace and nature of technological progress and the
speed \yith which the marginal productivity of labor falls with increased
industrial employment are obviously important factors in the outcome. But
the whole process of launching and sustaining economic development in
countries with a large volume of low—produCtivity employment in a tra-

ditional agricultural sector is a good deal i i
by e ovpgest g eal more complex than the Fei-Ranis

Does Disguised Unemployment Exist?

The extent to which “disguised unemployment” exists in underdevel-
oped countries, and the degree to which it offers a source of “free” in-
creases in our gross national product, is one of the major questions that
recur in tlie llterature on development of underdeveloped countries. At
the begmmng of his thoughtful book, Dr. Yong Sam Cho states that his
objectives are “to examine the most respected concepts in theories on sur-
plus labor in underdeveloped agricultural economies, particularly in the
literature on ‘disguised unemployment’ and to point out their )ilaws ne
He also endeavors to measure surplus labor in rural Korea. .

.Dr.' Cho notes the vagueness and ambiguities in current concepts of
disguissd unemployment: the amount of capital stock available is “‘more
or less” fixed; population growth reduces the marginal productivit of
employed labor “to zero or to near zero (or even to a negative valli,e) »
His own basic definition, however, is also subject to ambiguities ‘:In m
analysrs,” he says, “such limited changes (as reshuffling of Workers re):
placing one person with another, etc.) are purposely assumed to be com-
patible with the ceteris paribus assumption. However, the followin
changes are considered to be incompatible with the assumption: a decreas%
in total farm output; an increase in capital (monetary or real); the intro-
duction of new teclmologies, including the adoption of impr’oved seeds
or new crops; the diversification of agriculture to compensate for its sea-
sonal nature; and the consolidation of scattered and fragmented land hold-

8 Yong Sam Cho, Disguised Unemploynient in Und 1 i
Reference to South Korean A yiwltgrey(Berkdley, ’119;;;{.8 veloped Areas, With Specia
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ings. A change in social institutions is, of course, not compatible with the
ceteris paribus assumption.” With these restrictions, it is a little hard to
envisage what the “Jimited changes” compatible with the ceteris paribus
assumption may be.

Pr. Cho reminds us that the term “disguised unemployment” was first
applied by Joan Robinson to those workers in advanced countries during
the Great Dcpression who were driven into such occupations as selling
matchboxes in the Strand, where their productivity was much lower than
in the occupations they had left. Dr. Cho complains that Mrs. Robinson’s
definition is unusable because the distinction between regular and inferior
occupations is not clear-cut. This obscrvation is no doubt correct for
underdeveloped countrics, but within Mrs. Robinson’s context the dis-
tinction between “inferior” and “regular" occupation was not so difficult.

Dr. Cho points out early in the book that the problcm of manpower
utilization in underdcveloped agricultural countries is not cyclical or
chronic unemployment, but underemployment reflected in the willing-
ness of 2 ricultural workers, who do not have regular employment during
the who%e year, to work at existing wage rates. This so-called structural
underemployment, he says correctly, “is no more than og)en (and visible)
unemployment which arises from seasonal variations 0 agricultural op-
eration.” “The position taken by Alfredo and Ifigenia de Navarrete onl this

oint,” he says, “is no different from saying that disguised underemploy-
ment in underdeveloped agricultural countries is the same as open unem-
ployment in economically advanced countries. To claim that hidden (or
disguised) unemployment are identical is absurd.” 7

Nurkse’s definition of disguised unemployment is clear enough: the
agricultural population that can be removed from the Jand with unchanged
agricultural techniques and without reducing agricultural output. Nurkse
believed that “a large part of the population engagcd in agriculture” fell
into this category. Such is not the case: as Cho rightly oints out, “Almost
every point in Nurkse's analysis fails to be congruent with the facts.” Very

few countries indced have surplus agricultural population in this sense.
Rosenstein-Rodan avoids this articular trap, defining disguised under-
employment as the amount of idle work force, ‘n terms of man-equivalent
hours, that exists at the peak of the agricultural operation. Rosenstein-
Rodan’s “removable disguised underemployment" consists of workers
who are employed less than fifty-one days per year (or less than two
calendar months).? “Fractional disguised underemployment" consists of

eople who are partially employed for more than fifty-one days during
the year. The latter, says Rosenstein-Rodan, are not removable. Thus
Rosenstein-Rodan’s underemployed are not “disguised" but are visible,
chronic idle labor. Cho also maintains that even the fractional disguised

1 Alfredo and Ifigenia de Navarrete, “Underemployment in Underdeveloped Econ-
omies,” in A. N. Agarwala and S. P. Singh (Eds.), The Economics of Underdevelop-
pient (Bombay, 1958), pp- 342-43.

sp, N. Rosenstein-Rodan, “Disguised Unemployment_and Underemployment in
Agriculturc," Monthly Bulletin of Agricultural Economics and Statistics, Vi (July-
August, 1957).
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underemployment could be utilized for economic development projects in
and near the villages; in this sense these are also removable.

Dr. Harvey Leibenstein has still another concept of disguised unemploy-
ment: with additional resources or means of creating additional employ-
ment opportunities of the right kind, more effort could be obtained from
the existing labor force. This type of unemployment is due to the seasonal
nature of the production process in agriculture. Thus, says Lichenstcin,
agricultural labor suffers from disguised unemployment in the same sense
that taxi drivers do. Leibenstein might have added “directors of com-
panies,” who may work only a few hours a weck, and would be capable
of putting in more hours if need be, although their incomes are very high.
Cho rejects this concept too as essentially useless and misleading.?

For some obscure reason, Dr. Cho also rejects the effort of K. N. Raj to
associate disguised unemployment with the social organization.’ Accord-
ing to Cho, this atfempt “adds further confusion,” overlooking the fact
that visible idle labor resulting from technical and institutional conditions
exists in various types of social organizations., Yet Cho himself regards
the “tradition-directed society” as a major part of the explanation of the
existence of disguised underemployment. Certainly, there can be no doubt
that work-spreading devices do exist in village societics where there is a
redundance of labor.

Disguised Unemployment or Low-Productivity Employment?

Having shown the welter of confusion surrounding the concept of dis-
guised unemployment, Dr. Cho might well have concluded, as docs the
report of the ILO Expert Group on Employment Objectives in Economic
Development, that the whole concept was a nuisance and better eradicated
from the literature altogether. As K. N. Raj pointed out during the dis-
cussions of the ILO Expert Group, all concepts of disguised unemployment
really reduce to “employed unemployed.” The nature of the problem is
made much clearer if so-called disguised uncmployment is referred to
simply as low-productivity employment.

The Cho Model

Although Dr. Cho’s concept and measure of disguised unemployment
are not free from the shortcomings inherent in the concept itself, his
analysis makes a fundamental contribution to the understanding of under-
development. The basic idea is that the number of hours of work provided
by individual workers is a function of the level of wages. His analysis re-
lates to societies where agricultural incomes are so low that only an in-
crease in agricultural wage rates will permit the increase in caloric intake
necessary for a man to work additional hours. Cho maintains that in such
countries we may even have “disguised employment,” in the scnse that
the caloric intake is too low for the number of hours work put forth,

¥ Harvey Leibenstein, Economic Backwardness and Economic Growth: Studies in
the Theory of Economic Development (New York, 1960), pp. 62-66.

1 K. N. Raj, Employment Aspects of Planning in (ynderdevelaped Econamies
(Cairo, 1957), pp- 4-5.
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resulting in malnutrition and excessive fatigue. It is clear, therefore, that
the whole analysis applies only to the poorer countries of Asia, Africa,
and Latin America; many countries commonly regarded as underdevel-
oped would not be included.

Cho introduces the concept of a “marginal individual” who is “poised
in uncertainty between two or more apparently different social worlds.”
These are people on the farms wondering if they should go to the city, and
people who have gone to the city wondering if they should go back to the
village. The economically margfnal individuals are those who are tempted
by a higher level of living in another occupation. To be considered with-
drawab%e surplus labor, Cho insists, individuals must be marginal in both
the economic and the social sense.

Cho next defines a “technical wage” as the minimum wage necded to
sustain an employed worker, in a biological sense. In Cho’s analysis the
supply of labor is divided into the number of hours per worker, dependent
on the wage level, and on the number of workers.

Another fundamental feature of Cho’s model is that the position and
shape of the marginal productivity curve of labor is also a function of -the
wage rate. His marginal productivity curves refer only to the number of
workers. With a higher wage rate, each man works more hours. There-
fore the marginal productivity curve starts higher, but falls more rnridly,
the higher the wage rate. In Cho’s own words, “This higher marginal pro-
ductivity declines more rapidly because, given a total output to be pro-
duced, the aggregate number of workers required to accomplish the task
decreases as the wage rate rises (or increases as the wage rate falls).” !
The restriction of “a total output to be produced” may secm an excessive
one, although it is a part of the Cho analysis that a given output must be
produced to provide the biologically minimum wage for the number of
hours of work expended, plus a margin for necessary saving. The analysis
could be made more general, however, if instead of fixing total output, he
simply fixed the total land supply. In a good many Asian socicties, the
assumption that the supply of land is fixed is realistic enough.

In a “capitalistic” system, the entrepreneur will choose a w:;ge level that
will maximize the ratio of the number of hours of work offcred to the
wage bill, thus maximizing output per unit of wage paid, or minimizing
wages per hour. Under those conditions there can be only open uncmploy-
ment representing the difference between the number of workers willing
to work at that wage, for the number of hours that are biologically possible
at that wage, and the number of workers the employer wishes to engage.

In a traditional society, however, a system of work-sharing is in effect, so
that all workers are absorbed. Limitations are imposed on the level of total
output-and-consumption by the necessity of providing savings (in the
form of sced, for example) for next year’s cultivation. The argument hcere
secms to be that an increase in output requires an increase in consumption,
and at some point the increase in consumption nceded for additional hours
of work for cach member of the labor force exceeds the increase in output

1 Cho, 0p. cit., p. 41,
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obtained by the increase in hours, We are confronted here with a question
of fact. It is doubtful whether, even in so densely populated an area as
Java, for exam?le, caloric intake cver rises faster than output, as the num-
ber of hours of work per day increascs, within the range of positive mar-
ginal productivity for numbers of workers. It may be a more accurate
description of what takes place to say that the marginal productivity of
labor really does fall to zero, in the sense that more workers added to the
fixed amount of land can bring no increase in total output, except of
course during the planting and harvcstinF seasons. (Seasonal underemploy-
ment is common to agriculture everywhere—including large-scale wheat
farming in Canada or sheep grazing in Australia.)

Dr. Cho's argument, in any case, is that in traditional societies the wage
level is set so that the supply of labor hours is restricted to a point where
the marginal productivity of labor is still positive, with all members of the
labor force employed. In this equilibrium position there is surplus labor
(and zero marginal productivity) only in the sense that the numbers of
workers could be reduced and their hours increased by raising the wage
rate (leaving the wages bill unchanged) if the social system did not require
work-sharing among all members of the labor force. But this surplus is
effective, and thus true disguised underemployment exists only if some of
the workers are “marginal” in both the economic and social sense.

Cho's fundamental diagram is reproduced in Figure 14-6. On the
horizontal axis the number of hours worked per day (or week) by each

WAGE PER MAN PER DAY

W-L
1 M3
M,
33 Ml
I | W
| Iow,
Lo | o
[ | |
i | |
< - I -
WP, MP,N; N, MP, N, O H, H, H, .
NUMBER OF WORKERS LABOR HOURS PER MAN PER DAY

Figure 14-6. Wage-productivity relationship of wage labor.
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;i:dntcl)';n);?zrlslr:&\.v whether or not N;N; workers are actually “marginal”

In his conclusions, Dr. Cho states his position as follows: “Marginal
men are those who are most susceptible to making ncw adjustments in
situations of change, owing to their marginal economic and social situa-
tions. Therefore, only the idle labor of marginal men may be considered
as true surplus labor which can be removed from the land without creatin
problems. Self-supporting family workers are not socially marginal ing-
dividuals i)ecause they are steeped in tradition and, by and large, prefer
thc' sccurity, the personal dignity, and the lack of imposcd pressures
\vi\ich accompany land ownership and self employment.”!? Dr Cho
reiterates that if there is chronic open unemployment, in the sense of
excess labor over and above the pcai: requirements, it can be withdrawn
without difficulty; but if there is only seasonal unemployment, then
petrmanent removal of the unemployed is impossible. Thus in estil,nntin
the numbers of workers who can be removed, seasonal unemployment musg
bg sharply differentiated from chronic unemployment. “In the tradition-
directed society, in which open unemployment is not acceptable, under-
employment is characteristic, and the system of earnings is based on the
practice of sharing. We have deduced in our model that the openly un-
employed under the hypothetical capitalistic society would be true surplus
labor (of the techuical type), but that current underemployment under
the traditional social arrangement is not true surplus labor (of the tech-
nical type).” Finally, “Technical underemployment is true (or removablc)
§urplus abor when it is chronic, but tradition-directed underemployment
is not true surplus labor even when it is chronic under the ceteris-paribus
assumption.” 13

Underemployment in Korea

Having cleared away the concept and analysis of disguised underem-
ployment, Dr. Cho proceeds to measure the amount of surplus labor in the
South_ Korcan economy. This measurement first requires a statement of
statistical sources and concepts. Active population, for example, is defined
as those persons between fifteen and fifty-nine years of age. The estimated
work year is 280 days for men and 268 for women. Cho has some difficult
in deciding what is a normal work day, but ends by accepting “the ri izi
Western standard of eight hours a day.” The labor force participation
rates are similarly estimated, and also the amount of labor available. Dr
Cho assumes a labor participation rate of 1.0 for all male farm workers in
the fifteen to fifty-nine age range and 0.6 for female workers in the same
age range.

On this bosis he reaches the following conclusions: First, there is much
seasonal variation in employment in Korean agriculture; second, there are
shortages of family labor in the peak agricultural seasons—there is no
chromc. underemployment, only scasonal underemployment; third, self-
supporting family workers suffer relatively more underemployment than

12 1bid., p. 141.
8 [bid., pp. 49-50.

INTERACTIONS OF SECTORS 325

attached wage workers. About 32 per cent of the total labor time available
annually is unutilized, but disguised unemployment in the sensc of chronic
idle labor does not exist. Approximatcly 62 per cent of the unutilized labor
(or about 19 per cent of the total labor available) represents traditiol
directed underemployment. Technical underemployment is approximately
12 per cent of the total labor available, or 38 per cent of total unutilized
labor.

Cho rejects Nurkse's scheme for transferring surplus Jabor to the indus-
trial sector as inapplicable in the Korean context. “It is impossible to with-
draw any labor pcrmnncntly if, as in Korea, there could be an actual
seasonal shortage of labor. Only if the labor shortage during peak seasons
were climinated would there be any chronic underemployment that could
be pcrmanently withdrawn.” He suggests that this objective might be
achicved by providing morc and better food during these peak months, so
that farm workers could work longer hours during these peak scasons. He
also recomimends that subsidies to promote agricultural production should
be allocated to a fund for community capital improvement projects, rather
than being given to individua! farm households. He further recommends
that some of the rent paid to absentee landlords should be retained for
rural capital projects. He prefers a land property tax to an income tax on
incentive grounds. He believes that this development program “would not
only put to work unutilized labor in much-needed rural capital improve-
ment projects, but could also pave the way to the gradual dissolution of
those traditions and institutions that contribute so heavily to the economic
stagnation of a typiCal undcrdcveloped world community.”

The proposal for using surplus labor in the off-season for development
work projects in the neighborhood of the same villages is, of course, not
new; as far as it goes is beyond reproach. The really important conclusion,
however, is that disguised unemployment or underemployment in rural
arcas does not provide the basis for an “up by the bootstraps” approach
to economic development. Releasing any signiﬁcant number of workers
permanently from rural areas will require capital investment in the agri-
cultural sector, to raise productivity and permit (in Cho’s model) longer
hours to replace larger numbers, while at the same time investment is made
in the industrial sector to provide alternative job opportunities. Thus, we
are led once again to the “big push” as the sole recipe for launching sus-
tained economic growth.

The Agricultural Lag

All this is not to say that increases in agricultural productivity are
unimportant in the development process. On the contrary, increasing con-
cern is being expressed among development economists regarding the
“agricultural lag.” This lag is particularly striking in Latin America. Agri-
cultural productivity is low in all developing countries, almost by dcgni-
tion; but in some countries the low output per man-year reflects over-
crowding on the land, a phenomenon which is still relatively rare in Latin
America. In Latin America more than any developing region, perhaps, the
gap between actual and potential agricultural productivity, with existing
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population densities in agriculture, scems necdlessly large. Moving large
pumbers of people from rural to urban occupations requires an increase
in the supply of foodstuffs and agricultural raw materials to the industrial
urban.sector. If these increascd requirements for food and agricultural rav\;
matgnals are not met by increased domestic production, they must be met
by imports, increasing the burden on the industrial sector. Any country
that ignores agricultural improvement in the course of economic develop-
ment doe_s so at its peril, as one socialist country after another has learned.
In short, industrialization and agricultural improvement are not alternative
roads to economic development, but are completely complementary.

]5 Balanced versus
Unbalanced Growth

The last few years have brought a concentrated attack on “gradualism”
and “incrementalism” as an approach to economic development policy.
Any such approach is foredoomed to failure, the argument goes: by its
very nature, the development process is a series of discontinuous “jumps.”

- The functional relationships among the causal factors in economic growth

are full of “lumps” and «discontinuities”; hence a minimum effort or “big
push” is nceded to overcome the original inertia of the stagnant economy
and start it moving toward higher levels of productivity and income. To
cxplain this basic conci{)t, economists often resort to analogy. Leaning
on a stalled car with gradually increasing weight will not get it started, for
it needs a big push.

Essentially, all the arguments in support of the “big push” are related to
the old idea of “external economies”: benefits which accrue to the society
as a whole, or to some members of it, in a fashion that does not bring a
direct return to the investor concerned.! The basic concept is thus an old
one. What is new is the importance attached to it in theories of develop-
ment.

1 This somewhat loose and general definition of external economies has been chosen
deliberately over the more rigorous definitions available in the literature. For economic
development the important consideration is that certain investments are clearly “profit-
able” for the society as 2 whole, but are unproﬁ(able to the individual private investor
because the institutional framework does not permit him to charge a price for the by-

roduct benefits his investment brings. It has not seemed worthwhile to digress here on
the history of ideas about external economies or to try to unravel the contcmporary

discussion of the concept.



