Part Two

GLOBALIZATION, DISTRIBUTION AND GROWTH







The Issues at Stake 65

Chapter |

THE ISSUES AT STAKE

Since the late 1970s there has been a funda-
mental change in economic policy, first in the
industrial countries, and then in the developing
countries. In the latter this change has affected
not only macroeconomic policy, but also develop-
ment strategy. Emphasis has increasingly been
placed on a minimal role for the State, greater re-
liance on private initiative and market forces, and
increased openness and greater integration into the
world economy. It was thought that such a
reorientation of policy was needed not only to at-
tain a stable macroeconomic environment, but also
to accelerate growth and more generally to raise
living standards. Price distortions due to govern-
ment interventions and resistance to opening up
were assumed to be responsible for slow growth,
unequal income distribution and widespread pov-
erty. Growth based on global market forces, it was
thought, would thus be more rapid and widely
shared, allowing developing countries to catch up
with the industrial countries, and the poor with the
rich.

The world economy is in many respects more
closely integrated today than at any time in his-
tory. However, integration has not proceeded at a
uniform pace on all fronts. Among the asymmetries
of globalization is the fact that liberalization of
the world economy has proceeded so far in a lop-
sided way. For example, trade liberalization has
proceeded more slowly in products where devel-
oping countries are more competitive. By contrast,
many restrictions have been removed on the
freedom of movement of capital, where industrial-
ized countries have a comparative advantage.
Likewise, unskilled labour where the South has
comparative advantage, has far fewer employment

options than labour embodying capital (i.e. skilled
labour).

The outcome of unleashing market forces in
combination with asymmetries in liberalization
raises a number of concerns. There are a number
of trends suggesting that in many respects national
economies are polarizing rather than growing closer
together. Marginalization and poverty are perhaps
the most evident feature, but the tendency towards
polarization affects more deeply the socio-eco-
nomic fabric:

e Taken as a whole, the world economy is grow-
ing too slowly to generate sufficient employment
with adequate pay or to alleviate poverty;

e This has accentuated longstanding tendencies
for divergence between developed and devel-
oping countries. Moreover, greater gaps
between them have been accompanied by wid-
ening gaps within the South as a handful of
newly industrialized economies have pushed
ahead of other developing countries;

¢ Finance has been gaining an upper hand over
industry, and rentiers over investors. Trad-
ing in existing assets is often a much more
lucrative business than creating wealth
through new investment;

e Capital has gained in comparison with labour,
and profit shares have risen in developed and
developing countries alike;

e Growing wage inequality between skilled and
unskilled labour is becoming a global problem;
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*  The hollowing out of the middle class has
become a prominent feature of income distri-
bution in many countries;

e There is almost everywhere increased job and
income insecurity.

These seven “stylized facts”, documented and
analysed in the following chapters, pose a serious
challenge for policymakers. Some of these fea-
tures of the global economy may simply represent
temporary dislocations associated with a rapid shift
towards market forces and closer integration. Oth-
ers may be of a more permanent nature. However,
unless action is taken to counter these tendencies
for a widening of gaps between poor and rich coun-
tries, and between the poor and the rich within
countries, there is a risk of a serious political back-
lash that may nullify the gains from several positive
elements of recent economic reforms in developed
and developing countries alike. History shows that
growing inequality under conditions of stagnation
is a recipe for socio-political instability. The chal-
lenge at the close of the 20th century is thus, to
paraphrase the Austrian economist Joseph
Schumpeter, not to allow the destructive forces of
modern capitalism to gain an upper hand over its
creative forces.

The increasing gap between the poor and the
rich cannot be bridged unless growth is acceler-
ated. Recent experience has demonstrated that
there are limits to redistribution without growth.
Capital accumulation must consequently be put at
the top of the policy agenda. The association of
increased profits with stagnant investment, rising
unemployment and reduced pay is already widely
resented and threatens to raise questions about the
acceptability of placing an ever-increasing share
of national product in the hands of a few. Unless
incomes of this minority are used to create more
general prosperity, they may lose their social jus-
tification.

The idea that unfettered global market forces
will generate a process of catching up by develop-
ing countries which is accompanied by improved
income distribution has little historical or theoreti-
cal support. A much greater role needs to be played
by governments in the South in accelerating growth
and reconciling it with greater equality. This role
should be fundamentally different from the kind of
misguided interventions that pervaded many devel-
oping countries in the past. Despite increased
pressures arising from the advent of new tech-

nologies, transnational corporations and global
market forces, there remain many options for gov-
ernments to influence accumulation and growth as
well as the distribution of their benefits. Signifi-
cant disparities in economic performance among
developing countries today indeed reflect, in part,
differences in how these policy options are exer-
cised.

A realistic discussion of growth, distribution
and development should start from the recognition
that, in a market economy based on private prop-
erty, most resources are concentrated in the hands
of'a minority, whose spending behaviour determines
capital accumulation and growth. The main policy
challenge in the South is how to translate rising
profits into investment at a pace sufficient to un-
derpin a wider social contract in which inequalities
are justified by the extent to which they result in
rising living standards for the mass of the popula-
tion, leading eventually to reduced inequality. The
challenge is particularly daunting in the many coun-
tries where the rich take more than half of the
national product, but spend very little on activities
contributing to general prosperity. In meeting this
challenge it will be necessary for most developing
countries to phase carefully integration into the
world economy, tailoring the process, in each case,
to the level of economic development and the ca-
pacity of existing institutions and industries. In
these respects, governments of developing coun-
tries can draw valuable policy lessons from the
experience of the successful late industrializers in
East Asia.

However, if biased patterns of liberalization
and globalization continue to prejudice growth
prospects in developing countries by discriminating
against sectors where they can build comparative
advantage, the task will be a very difficult one. It
would also be difficult to redress the balance be-
tween labour and capital, industry and finance,
skilled and unskilled labour, or the poor and the
rich. Attaining greater symmetry in liberalization
remains a major challenge for the global commu-
nity.

An essential concomitant of a more open
world economy is the resolution of labour market
problems in the major industrial countries. As
examined in detail in TDR 1995, without faster
growth policymakers are faced with an unpalat-
able choice between high and rising unemployment
and growing wage inequality, or between open and
disguised unemployment. Thus, faster growth in
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the North is essential not only to address these
domestic problems, but also to remove systemic
biases in the current process of liberalization.

Solution of these problems depends on the accel-
eration of investment through both demand and
supply-side measures.
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The next chapter examines global growth and
convergence dynamics in a historical context, draw-
ing on the experience before the First World War,
when similar globalization pressures were at work,
as well as the more recent trends. Evidence shows
that divergence and polarization have been the
dominant trends in the world economy over the past
120 years, and that convergence has taken place
only within a small group of industrial economies.
Global market forces do not spontaneously create
the pattern of differential growth rates needed to
achieve economic convergence between poorer and
richer countries. Catching up by the former de-
pends on the success of national policies in
accelerating accumulation and growth, and on the
management and phasing of integration into the
world economy, a task which is greatly facilitated
when the world economy grows faster. However,
the considerably increased mobility of capital that
characterizes the current process of globalization
has not resulted in higher investment and faster
growth, but rather in higher profit shares at the
expense of labour.

Chapter III turns to income inequality within
countries. Itreviews the evidence on patterns and
trends in income distribution, examines factors
accounting for differences therein among countries,
and analyses why growth is associated sometimes
with rising and sometimes with falling inequality.
It concludes that it is very difficult to generalize
about how income distribution changes in the
course of economic development. The crude stereo-
type of East Asia as a region of low and decreasing
inequality is a misleading description, not only
because some countries of the region have rela-
tively high levels of inequality, but also because
even in more successful cases, inequality increased
during various episodes of their industrialization.
Two tendencies have been identified regarding the
more recent trends in income distribution in devel-
oping countries. First, there has been an increased
concentration of income in the hands of the richest

20 per cent of the population at the expense of the
middle class. Second, the growth-inequality rela-
tionship appears to have changed in the 1980s in
most developing countries in ways which imply that
growth now is more unequalizing. However, suc-
cessful experiences of postwar industrialization
show that government policies can shift the balance
of forces towards those making for lesser inequality.

Chapter IV discusses the impact of trade and
financial liberalization in developing countries on
income distribution. Attention is focused on the
evolution of wage differentials between skilled and
unskilled workers, the distribution of manufactur-
ing value added between labour and capital, the
impact of agricultural price reforms on domestic
terms of trade and agricultural incomes, and the
sources of increases in the share of interest and
other financial incomes. The evidence suggests that
the “big bang” approach to liberalization has
shifted the balance of forces towards those mak-
ing for greater inequality without always generating
additional stimuli for growth.

Chapter V reviews the effects of income dis-
tribution on accumulation and growth. It is first
argued that unequal income distribution can slow
both human capital formation, by reducing the ca-
pacity of the poor to invest in education, and
physical capital formation, by generating social and
political instability and uncertainty. The proposi-
tion is then examined that unequal income
distribution is essential for rapid growth because
the rich save and invest a greater proportion of
their incomes than the poor. It is shown that the
relationship between inequality and growth is
greatly influenced by the extent to which profits
are saved and invested. High reinvestment of prof-
its fosters growth with lower inequality in terms
of personal income distribution. Indeed, what dis-
tinguishes the East Asian NIEs from other
developing countries is a considerably higher pro-
pensity to save and invest from profits.



68 Trade and Development Report, 1997

The final chapter draws on the East Asian
experience and examines how governments have
influenced the emergence of a dynamic capitalist
class with high “animal spirits”. It first discusses
the key policy instruments and institutions used in
animating the investment-profits nexus - that is,
the dynamic interactions between profits and in-
vestment whereby profits constitute simultaneously
an incentive for investment, a source of investment
and an outcome of investment. This is followed

by a discussion of policies aiming at discouraging
luxury consumption by the rich. The chapter con-
cludes with an examination of the role of
profit-related payments to labour in reconciling dis-
tributional and growth objectives. While some of
the policies reviewed in the chapter were introduced
at a time when globalization forces were less domi-
nant, they nevertheless hold lessons which remain
relevant and in varying degrees applicable to many
developing countries today. M
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Chapter Il

GLOBALIZATION AND ECONOMIC CONVERGENCE

A. Introduction

The gap between the richest and the poorest
countries in the world is vast. Average per capita
income in the richest countries is some 50 times
that in the poorest. The persistence of very low
standards of living for much of the world’s popu-
lation should be seen as among the most pressing
challenges facing policymakers at both the domes-
tic and the international level. Recent trends also
suggest that it is not only those developing coun-
tries on the lowest rungs which are finding it
difficult to raise living standards for the majority
of their citizens. With the notable exception of the
newly industrializing East Asian economies,
growth in most developing countries slowed sig-
nificantly in the late 1970s or early 1980s, often
involving an absolute drop in per capita income.
Although some countries have recovered quite
strongly since the late 1980s, many have contin-
ued to experience slow and fragile growth which
has further widened the gap between their average
living standards and those of the richest countries.

This picture contrasts with much economic
thinking which holds that the economic profile of
developing countries in terms of their resource en-
dowments and distance from the technological
frontier should give rise to a very fast pace of eco-
nomic growth and a reduction of income gaps
across the world economy. While a variety of ex-
planations have been offered for why economic

theory and reality diverged in such a striking way,
emphasis has increasingly been placed on the re-
sistance of many developing countries to integration
into the global economy. On this view, only a swift
and complete removal of restrictions on flows of
goods and factors of production across borders can
reverse decades of under-performance and close
income gaps among countries. This conclusion is
often given added weight by reference to the 19th
century globalization experience.

This chapter surveys global growth and con-
vergence dynamics. It begins (in section B) by
introducing the concepts of “globalization” and
“convergence” and considers how globalization can
be expected to accelerate growth in developing
countries. A brief review of convergence trends
before the First World War is then made, followed
by a more detailed account of the trends since
World War II (sections C and D). In the light of
this discussion, sections E and F examine the im-
pact of increased trade and greater capital mobility
on growth and convergence, drawing on recent
experience. Particular attention is paid to how
these international economic forces interact with
such traditional elements of economic growth as a
fast pace of investment and technological upgrading,
and whether globalization has altered fundamen-
tally the issues facing policymakers in developing
countries.
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B. Globalization and convergence

The concept of globalization refers both to
an increasing flow of goods and resources across
national borders and to the emergence of a com-
plementary set of organizational structures to
manage the expanding network of international
economic activity and transactions. Strictly speak-
ing, a global economy is one where firms and
financial institutions operate transnationally - i.e.
beyond the confines of national boundaries. In such
a world goods, factors of production and financial
assets would be almost perfect substitutes every-
where and it would no longer be possible to consider
nation States as distinct economic identities with
autonomous decision-making power in the pursuit
of national objectives. Those public goods that
are needed to maintain an open market system, such
as secure property rights and a stable monetary
system, would become a global responsibility.
Overall economic performance would depend upon
the response of firms to global market incentives
and the effectiveness of global regulations.

The world economy is far from such a
supranational paradigm. A more apt description
of the current situation is global economic inter-
dependence, where cross-border linkages between
markets and among production and financial ac-
tivities are now so strong that economic
developments in any one country are influenced to
a significant degree by policies and developments
outside its boundaries. Nevertheless, resource en-
dowments, institutional arrangements and policy
choices matter very much to national economic
performance, as well as to the way international
forces influence that performance.

Over the past two decades growing cross-bor-
der linkages have exerted powerful influences on
the shape of the world economy (table 24). From
1973 to 1994, the volume of world exports grew
at an average annual rate of around 4.5 per cent.
However, since 1985 the difference between the
growth of exports and that of world output has in-
creased significantly. As a consequence, world
exports of goods and services in relation to world
output rose from 12.1 per cent to 16.7 per cent

over this period. Although this increase in aggre-
gate trade flows has been no faster than in the
period before 1973, there have been qualitative
changes in the pattern of trade which have strength-
ened global economic integration. These include
the rise of manufactured exports from low-wage
to high-wage economies and the growth of intra-
firm trade accompanying a finer geographical
separation of production activities.

Notwithstanding, international trade has not
been the main catalyst for accelerating global eco-
nomic integration. That role has been played by
international capital. Cross-border financial flows
have risen spectacularly over the past two decades,
and the scope and depth of financial integration
has far outpaced that in goods markets. The aban-
donment of fixed exchange rates in the early 1970s
opened the flood gates to short-term capital flows;
average daily trade in the global foreign exchange
market has risen from $15 billion in 1973 to $880
billion in 1992 and over $1,300 billion in 1995.
From 1980 to 1993, cross-border sales and pur-
chases of financial assets rose from less than 10
per cent of GDP in the United States, Germany
and Japan to 135 per cent, 170 per cent and 80 per
cent, respectively. International banking has also,
over this period, grown considerably faster than
world trade or output. The increase in flows has
been accompanied by a series of more qualitative
changes, including a shift in the composition of
private capital flows from bank lending to equity
and portfolio investments, particularly in respect
of capital flows to developing countries. More-
over, the holding of foreign securities in the
portfolios of institutional investors from the ad-
vanced economies has been accompanied by a
tremendous pace of financial innovation designed
to reduce investors’ exposure to credit, liquidity
and exchange risks.!

Direct investment flows have also made a sig-
nificant contribution to global economic integration
in the sphere of production, and at a pace consid-
erably faster than trade in goods and services.
During the 1970s, annual flows of foreign direct
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Table 24

INDICATORS OF THE GROWTH OF INTERNATIONAL ECONOMIC ACTIVITY, 1964-1994

(Average annual percentage change)

World export World FDI International World
Period volume flows bank loans real GDP
1964-1973 9.2 34.0 4.6
1973-1980 4.6 14.8 26.7 3.6
1980-1985 24 4.9 12.0 2.6
1985-1994 6.7 14.3 12.0 3.2

Source: J. Perraton, D. Goldblatt, D. Held and A. McGrew, “
Vol. 2, No. 2, July 1997.

investment (FDI) averaged $27.5 billion, rising to
$50 billion in the first half of the 1980s and $166
billion in the second half. Following a dip in the
early 1990s, they reached $318 billion in 1995.
There has been a steady shift towards FDI in serv-
ices, which now accounts for well over half of the
total stock of FDI. In addition, there has recently
been an increase in the flow to developing coun-
tries (accounting for over one third of total inflows
in 1993-1996), much of it linked to export-oriented
manufacturing. These trends have increasingly
been associated with a more elaborate system of
intra-firm flows of goods and services as well as
inter-firm alliances of various kinds, thereby add-
ing a deeper layer of integration than was
previously incorporated in international trade or
financial capital flows.

The reach and effects of these cross-border
flows have been greatly influenced by the pace at
which various legal and political obstacles to trade
and factor movements have been removed (open-
ness), the ability of domestic producers to establish
a strong position in the international division of
labour (competitiveness), and the extent to which
rules, institutions and technologies have been stand-
ardized internationally (harmonization). Whether
greater openness, competitiveness and harmoniza-
tion will ever lead to a truly global economy in the
sense described above is very much open to ques-
tion. However, there is a growing expectation that
they will generate income convergence in the world
economy by pushing growth rates in developing

The Globalisation of Economic Activity”, New Political Economy,

countries above those in the advanced countries
through a combination of efficiency gains, faster
capital accumulation and rising productivity (see
box 4).

The contribution of trade to accelerated
growth in developing countries should come
through the familiar efficiency gains associated
with greater uniformity in prices for internation-
ally traded goods as well as more dynamic gains
linked to heightened international competitiveness
and the advantages of specialization. Moreover,
according to traditional trade theory, even in the
absence of capital and labour mobility, convergence
of factor prices should accompany greater open-
ness; workers of comparable skill will be paid the
same in the developed and developing worlds and
owners of capital will likewise obtain the same rate
of return on their investments.

Capital mobility strengthens considerably the
role of international trade in bringing about con-
vergence by linking international economic forces
more directly to economic growth. Free capital
movements should allow savings to be pooled and
allocated globally, improving the international al-
location of resources and equalizing rates of return
on capital (adjusting, of course, for differences in
risk), as capital moves from low-return locations
in the North to high-return locations in capital-
scarce developing countries. Simultaneously with
these gains, capital mobility, particularly in respect
of direct investments, should further accelerate
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Box 4

MEASURES AND CONCEPTS OF ECONOMIC CONVERGENCE

Economic convergence concerns the gaps in living standards between countries: are they closing
or widening, and at what speed? Posing this question immediately raises that of the variable (or
variables) that need to be considered. Some studies concentrate on real GDP per head, per worker
or per worker-hour, others look at total factor productivity (TFP), while yet others focus on factor
prices, such as real wages or rates of return on capital. Each measure provides different informa-
tion and can behave quite differently over fairly long periods. Consequently, the ranking of
countries depends on the particular measure used.

Still, labour productivity remains as good a measure of convergence trends as any other. Produc-
tivity not only links the long-run competitiveness of domestic firms and sectors in international
markets to rising living standards but also provides a basis for establishing economic leadership
among countries. Although productivity and per capita income measures are not identical be-
cause of differences in demographic and employment trends, a sustained improvement of in-
comes is unlikely without an increase in productivity.'

It is now customary to distinguish between two types of convergence; beta convergence and sigma
convergence. Sigma convergence is concerned with the dispersion around the mean of per capita
income, or a related variable in a group of economies, the dispersion typically being measured by
the standard deviation or the coefficient of variation. Other measures used include the Gini
coefficient, the ratio of the highest to the lowest income or of the average relative to the highest.

Beta convergence is concerned with the relative growth performance of rich and poor countries.
Convergence occurs when there is an inverse relationship between the initial value of a given
variable (such as per capita income or productivity) and subsequent GDP growth. Thus, if coun-
tries with lower initial values of this variable grow faster, they can be said to be catching up with
richer countries. However, even if poorer countries grow faster, their absolute income gap with
the richer countries can increase for quite sometime, if there is a large initial inequality. Indeed,
unless the ratio of growth rates between a poor and rich country equals or is greater than the ratio
of their starting incomes, the absolute income gap will first increase, reach a maximum, and
subsequently decline.

Two approaches to beta convergence are usually distinguished. The traditional approach in-
volves the argument that there is an inherent tendency for the poorer countries to grow faster than
the richer ones since, on the conventional analysis of growth economics, greater effort is needed
to raise output at higher levels of income.? Thus, poor countries should grow faster than wealthy
ones as long as their savings rates and technology are identical. Convergence on a common level
of income is then only a matter of time.

In the alternative approach (“conditional convergence”), however, poorer countries have the po-
tential to grow faster than advanced countries, but only if they satisfy certain conditions. If these
conditions are not satisfied, their growth rate may be below their potential, or even below that of
richer countries. Because conditional convergence is closely related to policies needed for catch-
ing up, it takes up many of the traditional concerns of development economists.

Early empirical research on differences in long-term growth performance among countries found
little support for unconditional convergence. In response, more recent growth models have al-
lowed for conditioning influences and a larger role for economic policy.> However, much of this
literature has focused on whether developing countries are below their own long-run potential
growth rate as determined by labour force growth, savings and technological progress. Because
these factors are thought to be beyond the influence of policymakers, the scope to influence con-
vergence is limited to reaching their potential growth rate. As a consequence, it has largely
avoided the central question concerning the best policy and institutional arrangements for accel-
erating economic growth at different levels of development. After a comprehensive survey of this
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Box 4 (concluded)

recent literature, one prominent contributor has concluded that “policymakers who want to pro-
mote growth would not go far wrong ignoring most of the vast literature reporting growth regres-
sions. Basic theory, shrewd observations, and common sense are surely more reliable guides for

9 4

policy”.

For a discussion of why productivity matters and the different ways of measuring it, see W. Baumol, S.

Blackman and E. Wolf, Productivity and American Leadership: The Long View (Cambridge, MA: MIT

Press, 1989).

Vol. 70, 1956.

R. Solow, “A Contribution to the Theory of Economic Growth”, The Quarterly Journal of Economics,

See, for example, N. Mankiw, D. Romer and D. Weil, “A contribution to the empirics of economic

growth”, The Quarterly Journal of Economics, Vol.107, 1992; and R. Barro and X. Sala-i-Martin,
“Convergence”, Journal of Political Economy, Vol. 100, 1992. For a general review of these studies,
see J. Fagerberg, “Technology and international differences in growth rates”, Journal of Economic

Literature, Vol. XXXII, Sept. 1994.

G. Mankiw, “The Growth of Nations”, Brookings Papers on Economic Activity, 1995 (Washington,
D.C., The Brookings Institution, 1995), pp. 307-8.

growth through higher rates of accumulation and
the transfer of technology and organizational skills.

In an interdependent world economy the fun-
damental issue is not whether these global forces
bring potential benefits to developing countries,
which they clearly can do. Nor is it only a matter

of weighing the costs against the benefits from a
full and swift subordination of the domestic
economy to global market forces. Rather, it is how
to best manage the interaction of domestic and in-
ternational economic forces so that it leads to faster
economic growth and rising living standards, par-
ticularly in developing countries.

C. Lessons from the 19th century

Assessing the impact of contemporary
globalization trends is made difficult by the fact
that they have been in operation over relatively few
years. Most accounts accept that the mid-1970s
mark a turning-point in international economic re-
lations, although a noticeable acceleration in
globalization trends only appears from the mid-
1980s. However, globalization pressures are not
unique to the late 20th century. Indeed, there are
enough features in common between the past two
decades and the half century before 1913 for some
observers to interpret contemporary trends in the

world economy as a return to this earlier episode
of globalization, following a long interregnum of
inward-looking, nationally-oriented development
strategies in most developing countries.?

Like the current period, the late 19th century
was characterized by a steady, but not spectacu-
lar, expansion of international trade. According
to one recent estimate, the share of exports in world
GDP rose from 5 per cent in 1870 to 8.7 per cent
in 1913.3 Also, as in the current period, cross-
border capital flows assumed a much more
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prominent role in shaping the world economy. By
1913, the annual flow of international capital had
reached 5 per cent of the GNP of the capital-ex-
porting countries, notably the United Kingdom but
also France and Germany.* The typical investment
involved government bonds with long maturities,
often of many decades, but FDI appears to have
accounted for one third of the total stock of over-
seas investment by 1913.

These expanding trade and capital flows were
closely interlinked. The growing demand for food
and raw materials in Europe and North America
encouraged FDI in primary sector activities; com-
modity exports accounted for over 60 per cent of
world trade at both the beginning and the end of
the period, and 55 per cent of the stock of FDI in
1914 was in this sector.> Complementary portfo-
lio investment flows financed infrastructure
projects, particularly railway construction, in the
same primary-exporting countries.® In addition,
because many of the resource-rich economies were
also labour-scarce economies, the emerging growth
opportunities attracted large inflows of unskilled
workers, particularly from the poorer European
fringe.”

Expanding cross-border linkages in the 19th
century were, in part, driven by and reinforced with
the help of new technologies in transport (railways
and steamships) and communications (the telegraph
and telephone) as well as new organizational ar-
rangements to harmonize standards and reduce
cross-border transaction costs. The most signifi-
cant of these was the gold standard, which was
adopted by a number of countries during the 1870s
and provided a stable international monetary and
payments framework for the growing volume of
trade and financial transactions. But other public
organizations (such as a rudimentary international
patents system® and the Universal Postal Union),
as well as the emergence of the multinational en-
terprise’, were integral features of the globalization
process during this period.

In line with much conventional thinking on
globalization in the late 20th century, this earlier
period has been described as one where interna-
tional trade and capital flows strongly biased
growth in favour of poorer economies, accelerat-
ing convergence in living standards in the world
economy. At best, this is a very one-sided assess-
ment of the period, concentrating on trends in its
most dynamic subregion, where a large part of
cross-border flows was concentrated.

To a very large extent the growing volume of
cross-border flows of goods, capital and labour did
not bring together a rich North and poor South in
a new international division of labour, but rather
helped to integrate the emerging industrial econo-
mies of Western Europe and North America with a
small group of rich primary-producing economies
elsewhere in the Americas and in Oceania.' To
varying degrees this dynamic core also established
links with a diverse collection of peripheral coun-
tries struggling to modernize their economies.
Large parts of the developing world, by contrast,
were forcefully integrated into the world economy
through colonial ties.

From recently published OECD data it is clear
that divergence was the dominant trend for the world
economy during the period 1870-1913 (chart 1). A
group of core countries did converge during this
period, but the pace was slow. Indeed, if the two
fastest-growing outliers, Argentina and Canada, are
taken out, core convergence switches to divergence.
Even in this core, the absolute income gap between
the top and the bottom, in terms of per capita in-
come, increased significantly. Moreover, during
this period the United States embarked on its own
successful industrial take-off which allowed it not
only to overtake Great Britain as the world’s lead-
ing economy but also to forge ahead of even the
most successful industrializing economies of Eu-
rope (chart 2). A stronger convergence trend did
occur in Western Europe, where initial starting
conditions were broadly similar and the leading
industrial nations were being chased by a larger
group of late industrializers, among which the star
performers were Germany and some Scandinavian
economies.!" However, even in this case the trend
to convergence became strong only after 1900,
and if Eastern and Southern European countries
are included the trend switches to divergence.

International economic forces were certainly
a factor accounting for rapid growth in some of
Western Europe’s high-performing economies.
However, the links between globalization and con-
vergence were neither simple nor direct. According
to arecent estimate, European migration accounted
for all the real wage convergence, almost three
quarters of the GDP per worker convergence, and
perhaps one half of the GDP per capita conver-
gence.'> Among the countries where there was
wage convergence only a few achieved a rapid in-
crease in output and productivity growth in the late
19th century. For example, at the beginning of the
period 1870-1913 Sweden, Italy and Ireland had
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Chart 1

INCOME CONVERGENCE AND DIVERGENCE AMONG COUNTRIES IN 1870-1913
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Source: UNCTAD secretariat calculations, based on A.Maddison, Monitoring the World Economy, 1820-1992 (Paris: OECD, 1995).
Note: Growth rates of GDP per capita are annual averages for the period. The country groupings are as follows: Western
Europe: Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway, Sweden, Switzerland, United
Kingdom. Europe: Western Europe plus Czechoslovakia, Hungary, Ireland, Portugal, Russia, Spain. Core of dynamic
countries: Europe plus Argentina, Australia, Canada, New Zealand, United States. World: core dynamic countries plus

Brazil, China, India, Indonesia, Japan, Mexico.

comparable levels of per capita income, and in all
three countries real wages had converged towards
those of higher-wage economies by the end of the
period. However, only Sweden exhibited strong
output growth that was accompanied by a genuine
process of catching up linked to successful indus-
trial take-off. While international trade and capital
movements certainly played a part in this process,
they were not the handmaidens of Sweden’s indus-
trial growth (see box 5). Indeed, in that country,
as in the other most dynamic economies of North
America and Europe, industrial output grew faster
than trade during this period while the expansion

of industry was itself a stimulus to trade through a
growing demand for raw materials (see table 25).

The difference between success and failure
during this earlier period of globalization rested
on a series of domestic institutional reforms, in-
cluding the strengthening of property rights and
commercial laws, improvements to the educational
system, the creation of more efficient and nation-
ally integrated markets, and the emergence of new
forms of financial intermediation, which helped
nurture an industrial entrepreneurial class willing
to commit their resources to larger investment
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Chart 2

PRODUCTIVITY LEVELS? IN WESTERN EUROPEAN COUNTRIES IN 1870 AND 1913
RELATIVE TO THOSE IN THE UNITED STATES

(United States productivity = 100)
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a GDP per hour worked.

projects and over a longer time span. In most suc-
cessful late industrializing economies, these
institutional reforms were carried out by a mod-
ernizing State.'* However, governments, through
guarantees, loans and cash grants, also assumed a
more active role in creating new markets and initi-
ating and coordinating large infrastructure projects.
Technology and industrial policies were also used
to nurture infant industries. In all the successful
late industrializers tariff levels on imported manu-
factures rose - in some cases, such as the United
States, from already high levels.!> But more ac-
tive industrial policies were also used to support
upgrading, particularly in the emerging engineer-
ing and chemical industries, including through
publicly funded training and industrial research.'®

Successful industrial take-off at home pro-
vided the basis for entry into the international
economy in a way which reinforced growth and
development. It also helped attract the foreign capi-
tal needed to finance growing import requirements
and large-scale infrastructure development and to
gain access to modern technologies. Furthermore,

it made it possible to join and stay on the gold stand-
ard, which in turn facilitated capital inflows and
raised investment expectations.!”

Elsewhere in the world economy the impact
of international factor flows was very different. In
some land-rich economies, mobile factors chased
each other into primary sector activities, sometimes
generating rather spectacular growth, as in Argen-
tina and Mexico, and also, towards the end of the
period, Russia. But in these cases, a class of strong
industrial entrepreneurs failed to develop, capital
remained quite footloose and speculative investment
was widespread. There consequently tended to be
a more unstable growth path than in the industrial-
izing economies of the period.!® Finally, in
economies under colonial rule there were limited
growth opportunities. In many cases, dependence
on raw material exports was associated with en-
clave economies, often dominated by food products,
which constitute the least dynamic and most vola-
tile sector of world trade. At the same time, these
economies became markets for manufactures from
the industrial core, and although these markets were
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Box 5

SWEDEN’S PATH FROM THE PERIPHERY

In the period 1870-1913 Sweden was among the fastest-growing countries in the world, breaking
its reliance on traditional commodity exports and rapidly upgrading its industrial capacity. Al-
though Sweden maintained close links with the international economy during this period, its
rapid growth cannot be explained as the spontaneous outcome of globalization forces. Rather,
institutional reforms, new types of policy intervention and measured integration with the world
economy were at the heart of its successful industrialization process.

Sweden’s modernization began in the early 19th century with a series of institutional reforms in
agriculture, trade liberalization, a tightening of property rights and improvements to its educa-
tional system.! These marked a break with an earlier mercantile tradition and encouraged a
fledgling domestic entrepreneurial class to build on established industrial traditions, such as in
iron, as well as to move into new activities such as timber. As late as 1880 iron and timber still
accounted for 56 per cent of total exports and 45 per cent of industrial employment. However, new
and more sophisticated industries subsequently emerged, including pulp and paper, chemicals
and steel, that employed large-scale modern manufacturing methods. Most importantly, a capital
goods sector emerged with close links to agriculture and to the timber and metals industries. By
1914 these newer industries accounted for over 60 per cent of total exports.

The share of exports in GDP rose modestly from 18 per cent in 1870 to 22 per cent in 1913, and
industrial output grew faster than exports. While export growth was made possible, in part, by
the low tariff barriers in leading markets, particularly the United Kingdom, it was rapid produc-
tivity growth through the introduction of more capital-intensive production methods that allowed
Sweden to enter new markets (Germany and North America).

Efforts to upgrade the industrial base relied heavily on collaboration between the public and pri-
vate sectors. Typical of such collaboration was infrastructure development, initially in railways,
but subsequently in other areas, such as telegraph and telephone services and power supply. In
this process, the State sought not only to provide key ingredients for fast growth, but also to
facilitate entry of domestic producers into new markets, particularly in the more demanding capi-
tal goods sector. Moreover, the need to raise capital abroad was instrumental in deepening Swe-
den’s financial structures and, under close government supervision, establishing closer links be-
tween finance and industry along the lines of the German banking system.?

Significantly, the effectiveness of the State in this respect was helped by a series of reforms
during this period, removing cumbersome procedures and overlapping responsibilities, creating
new agencies with better links to emerging industrial activities and introducing new recruitment
procedures to ensure a more professional bureaucracy.?* New types of industrial policy were also
introduced. As in most of Western Europe and North America, infant industry protection was an
important component of late industrialization in Sweden; although they were not as high as in
some other countries, average tariffs on manufactured products rose from around 4 per cent in
1875 to 20 per cent in 1913. These measures were accompanied by various subsidies to support
rationalization and the adoption of new technologies, particularly in the newly emerging engi-
neering industries, where R&D was critical to maintaining competitiveness.

The role that education played, however, is controversial; see L. Sandberg, “The case of the impover-
ished sophisticate: Human capital and Swedish economic growth before World War 1", Journal of Eco-
nomic History, Vol. XXXIX, 1979; K. O’Rourke and J. Williamson, “Around the European periphery
1870-1913: Globalization, schooling and growth”, NBER Working Paper, No.5392 (Cambridge, MA:
National Bureau of Economic Research, 1995).

Sweden’s long-term borrowing abroad represented about 50 per cent of its gross domestic investment at
its peak in the 1880s, much of it for public infrastructure; see M. Panic, European Monetary Union:
Lessons From the Gold Standard (London: Macmillan, 1992), table 3.2 and 3.3; A. Lindgren, “Long-
term contracts in financial markets: Bank-industry connections in Sweden, illustrated by the operations
of the Stockholm Enskilda Bank™, in M. Aoki et al. (eds.), The Firm as a Nexus of Treaties (London:
Sage, 1990); and I. Nygren “Transformation of bank structures in the industrial period: The case of
Sweden 1820-1913", Journal of European Economic History, Vol 12, No. 1, 1983.

3 R. Torstendahl, Bureaucratization in Northwestern Europe, 1880-1985 (London: Routledge, 1991).
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Table 25
GROWTH OF TRADE AND INDUSTRY IN SELECTED COUNTRIES, 1870-1913
(Annual average volume change in per cent)
Manufacturing Per capita
Country/region Exports industry? GDP
Western Europe 3.2 3.0 1.3
Germany 4.1 4.5 1.6
Sweden 3.1 3.5 1.5
Denmark 3.3 3.4 1.6
Switzerland 3.9 3.1 1.5
Italy 2.2 2.6 1.3
Belgium 4.2 3.2 1.0
Great Britain 2.8 2.0 1.0
Netherlands 2.3 3.0 0.9
United States 4.9 5.7 1.8
Canada 4.1 53 2.2
Russia . 3.0 0.9
Japan 8.5 3.0 14

Source: UNCTAD secretariat calculations, based on A. Maddison, Monitoring the World Economy, 1820-1992 (Paris: OECD, 1995).
Output of manufacturing industry is from Paul Bairoch, “International Industrial Levels, 1750-1980", Journal of European

Economic History, Vol. 11, No. 2, Fall 1982.
a 1860-1913.

small by world standards, imports could prevent
the emergence of domestic industries or, worse still,
could lead to deindustrialization."

The evidence from the last century does not
suggest that global forces will spontaneously cre-

ate the pattern of differential growth rates needed
to achieve income convergence. Rather, the lesson
to be derived from the globalization episode before
1913 is that there is still an important role for ac-
tive government policy if poorer countries are to
benefit from international market forces.

D. Contemporary convergence trends

1. Global trends

Since 1950 there has been a steady process of
economic integration which has continued even
against the growing uncertainties and intermittent
crises of the 1970s and 1980s. Indeed, in certain

respects, the process of integration has accelerated
recently and drawn in many more developing coun-
tries and economies in transition. Table 26 provides
some broad economic indicators for the leading
industrial economies over these four decades. The
Bretton Woods era, ending in the early 1970s,
achieved an unprecedented degree of growth and
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Table 26

INDICATORS OF ECONOMIC PERFORMANCE IN THE G7 COUNTRIES UNDER VARIOUS
INTERNATIONAL MONETARY REGIMES

Gold standard

Bretton Woods? Floating rates

(1881-1913)

(1946-1958) (1959-1970) (1974-1989)

Indicator Mean Variation®

Mean Variation®

Mean Variation® Mean Variation®

Real growth per capita® 1.5 25
Inflation® 1.0 3.4
Real long-term interest rate 3.5 0.7
Change in real exchange rate? 0.9 0.9

4.3 0.5 4.5 0.4 2.2 1.1
3.9 1.5 3.9 0.5 7.2 0.5
2.0 2.0 2.7 0.4 2.7 1.6
5.8 1.5 2.0 1.0 8.2 0.8

Source:
publication, Sales No. E.97.11.D.2), table 1.

Average annual percentage change.
Average year-to-year absolute rate of change.

QO T

stability, leading some observers to dub it a
“Golden Age”. Asnoted in section B, rapid growth
in this period was accompanied by expanding trade
and capital flows. Growth was also rapid in many
developing countries during the 1960s and 1970s,
often accompanied by profound economic, politi-
cal and social changes associated with increasing
industrial activity. However, the benefits were
partly offset by relatively fast population growth,
especially in Latin America and Africa. This
“Golden Age”, too, ended abruptly with a “growth
meltdown” in many developing countries in the late
1970s and early 1980s.%°

For this period as a whole, poorer countries
grew on average more slowly than richer ones, giv-
ing rise to a trend of divergence in the world
economy.?! Taking real per capita GDP growth in
OECD countries as a benchmark, over the past four
decades strong economic catch-up has been a fea-
ture of a small group of newly industrializing
economies in Southern Europe. Some developing
countries, particularly in East Asia, have also sus-
tained growth rates well in excess of the wealthiest
nations (table 27). However, for most other devel-
oping countries per capita growth rates have either
lagged behind, or been only marginally above, those
of the advanced countries. This pattern did not

D. Felix, “Financial globalization versus free trade: The case for the Tobin Tax”, UNCTAD Review, 1996 (United Nations

By December 1958, all European G7 countries had removed all exchange controls on current account transactions.
Relative dispersal of annual observations around each period’s mean value, as measured by the coefficient of variation.

fundamentally change as growth slowed down in
the North; since the early 1980s growth also slowed
down in much of the developing world, particu-
larly Latin America and Africa.

As a consequence of these trends income gaps
have widened. From 1965 to 1995 average per
capita income (in terms of purchasing power par-
ity) in Africa fell from 14 per cent of that of the
industrialized countries to a mere 7 per cent. In
Latin America, while there was little change up to
the late 1970s, the gap in income has widened con-
siderably since then, with a dramatic drop from 36
per cent of the level in industrial countries in 1979
to around 25 per cent in 1995. By contrast, the
rapid growth of the East Asian NIEs has secured
them a per capita income increase from 18 per cent
of the industrial countries’ level in 1965 to 66 per
cent in 1995.%2

Productivity gaps have followed much the
same pattern (see chart 3). Moreover, they appear
to be closely linked to widening structural gaps in
the world economy. Although the share of the ad-
vanced countries in world industrial output fell
significantly from 1970 to 1995, while that of the
developing countries has risen, the rise in the latter
is almost exclusively a reflection of rapid indus-
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Table 27

GROWTH IN THE WORLD ECONOMY: CATCHING UP BY DEVELOPING ECONOMIES ON OECD,

1960-1990
GDP growth
differential with OECD? 1960-1990 1960-1973 1973-1990
More than 3 per cent Republic of Korea Singapore Hong Kong
Singapore Hong Kong Indonesia
Hong Kong Republic of Korea
Taiwan Province of China Singapore

1 - 3 per cent Botswana
Malaysia
Thailand
0 - 1 per cent Indonesia
Barbados
Lesotho
Morocco
Tunisia
Seychelles
Memo item:
Annual average growth
of real GDP in OECD
(Per cent) 3.2

Taiwan Province of China

Republic of Korea Botswana
Taiwan Province of China  Cape Verde
Botswana Mauritius
Gabon Seychelles
Lesotho Bangladesh
Namibia China
Swaziland Malaysia
Barbados
Nigeria Cameroon
Jordan Lesotho
Malaysia Morocco
Thailand Tunisia
Brazil India
Panama Pakistan
Syrian Arab Republic
Myanmar
Barbados
4.4 2.2

Source: UNCTAD secretariat calculations, based on the Penn World Tables (see text, note 22).

a Excess of average annual real GDP over the OECD average in percentage points.

trial growth in East Asia. Particularly since 1980,
the share of Latin America and Africa has fallen
sharply (table 28). Without entering the long-stand-
ing debate on the precise role of industry in
development, these trends do suggest a strong as-
sociation between structural change, productivity
growth and living standards.

Differential growth trends have also had a di-
rect influence on the relative position of countries

in world income distribution, as can be seen from
chart 4 and table 29, which show the trend in world
income distribution during 1965-1990, classifying
countries into five groups, each representing 20
per cent (a quintile) of world population.”® Income
divergence and increasing inequality in the world’s
population has been a persistent feature over this
period, but with a noticeable worsening in the
1980s (chart 4). The increase in the income share
of the richest 20 per cent of the world population
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Chart 3

PRODUCTIVITY LEVELS? IN SELECTED DEVELOPING COUNTRIES, 1950-1992,
RELATIVE TO THOSE IN THE UNITED STATES

(United States productivity = 100)

T

—
— =
=

Argentina
Chile
Mexico
Brazil

Colombia

Republic of Korea
Taiwan Prov. of China

Indonesia

China
Pakistan

o
c
&
‘©
<
'_

Source: As for chart 2.
a GDP per hour worked.

was significant; it rose by 14 percentage points
from 1965 to 1990, to reach over 83 per cent of
world GNP. Much of this increase occurred in the
1980s and was concentrated in the countries with
the richest 10 per cent of the world population (as
measured by per capita income). The Gini coeffi-
cient, commonly used as a measure of inequality
(see chapter I1I, box 6), stood at 0.66 in 1965, rose
slightly to 0.68 in 1980 and reached 0.74 in 1990.
Perhaps more striking has been the enormous in-
crease in the income gap between the richest and
poorest quintiles of world population. In 1965 av-
erage GNP per capita in the poorest quintile was
$74 and in the highest $2,281, a ratio of 31:1. By
1990 the figures were respectively $283 and
$17,056, yielding a ratio of 60:1. There is little
evidence to suggest that this tendency towards
greater dispersion has since been reversed.*

Table 29 shows which countries belong to the
different quintiles in world income distribution.

While the majority of developing countries re-
mained in the same quintile over the period
1965-1990, the table does show some significant
movements. All the first-tier East Asian NIEs have
moved into the highest quintile, the most impres-
sive performance having been by the Republic of
Korea and Taiwan Province of China, which moved
up from the third quintile in 1965.> Their fast
growth allowed them not only to overtake many
developing economies which remained stuck in the
second quintile throughout the period, but also to
catch up with the advanced industrial economies
and even overtake some of them. Moreover, their
success meant that some countries in Latin America
moved down from the first to the second quintile.
Also, a large group of countries moved from the
third to the second quintiles during this period, in-
cluding a number of African middle-income ones,
a feature which should not be overlooked in the
context of a generally unsatisfactory performance
of the region. Indeed, the most impressive leap of
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Table 28

SHARE OF DIFFERENT REGIONS IN WORLD
MANUFACTURING OUTPUT SINCE 1970

(Percentage)
Country/region 1970 1980 1990 1995
Industrialized countries? 88.0 828 84.2 80.3
Developing countries 120 172 158 197
of which:
Latin America 4.7 65 46 46
North Africa
and West Asia 0.9 1.6 1.8 1.9
South Asia 12 13 13 15
East Asia® 42 68 74 111

Sub-Saharan Africa® 0.6 0.5 0.3 0.3

Source: UNIDO data base.
a Including the former socialist countries of Eastern
Europe and also South Africa.
b Including China.
¢ Excluding South Africa.

any economy in this period was by Botswana, which
moved from the bottom quintile in 1965 to the sec-
ond quintile in 1990. Many African countries,
however, remained in, or dropped down to, the
ranks of the poorest countries (bottom quintiles).

The combination of income divergence, the
strongly rising share of income going to the top
quintile, particularly since 1980, and the fact that
average per capita income in that quintile has risen
not only relative to the lowest quintile but also to
all other quintiles, points to a clustering of coun-
tries around higher and lower growth poles. Indeed,
on some accounts the landscape of the world
economy has already become polarized. Ofthe 98
developing countries for which data are available,
40 countries had income levels over 20 per cent of
the average per capita income of the G7 countries
in 1960 and 14 countries over 40 per cent. By
1990, the figures had fallen to 29 and 11, respec-
tively. More generally, failure to catch up in this
period is confirmed by the fact that the number of
developing countries with per capita incomes over
80 per cent, 60 per cent and 40 per cent of the
average per capita income of the G7 countries all
decreased between 1960 and 1990.

However, a number of points should be borne
in mind when evaluating the increasing dispersion
of global income. As already noted, given the large
differences among countries at the beginning of the
period, absolute gaps could widen even when the
poorer countries grew faster than the rich ones. It
is also important to note the role that demographic
factors can play in the catching-up process. Rapid
population growth over the past decades has clearly
been important in lowering per capita income
growth in many developing countries, even when
their aggregate income grew faster than that of the
industrial countries. Given the current demo-
graphic trends in densely populated countries such
as China, India and Indonesia, future trends in glo-

Chart 4

WORLD INCOME DISTRIBUTION, 1965-1990
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Note: The five quintiles each represent 20 per cent of the
world population. The country populations included
in each quintile are determined by the ranking of coun-
tries according to per capita income. The methodol-
ogy underlying the chart is the same as that for table
29. For further explanations, see that table and the
text.
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Table 29

POSITION OF COUNTRIES IN WORLD INCOME DISTRIBUTION, 1965 AND 1990

Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5
1965 1965 1965 1965 1965
Quint. 1| Australia fialy Barbados  Seychelles|  Oman
1990 Ausfria Kuwaif Gabon Singapore | Republic of Korea
Bahamas Luxembourg| Hong Kong Spain Taiwan Province
Belgium  Netherlands | relgnd of China
Canada N. Zealand Japan
Denmark Norway Libyan
Finland  Sweden Arab Jam.
France  Switzerland | \jqitg
Germany? UK Portugal
Iceland  USA Puerto Rico
Israel USSR (1) Saudi Arab.
; ) Belize Mexico Algeria PapuaN. G.
Q]Uggf Cg‘;’l’;‘l’o Biazil) Ponama  |Brozi(2)  Paraguay SeisttElne
Chile Peru Cameroon Philippines (1)
Colombia Poland Congo St. Vincent
Costa Rica Romania | C.d'lvoire  Swaziland
El Salvador South Affica| Dominica  SyrianA.R.
Fii Suiname | Domin. Rep. Thailand
GuatemalaTrinidad & T. | Morocco  Tunisia
Iraq Turkey
Jamaica  Uruguay
Malaysia USSR (2)
Mauritius  Yugoslavia
Quint. 3 Bolivia Philippines(2) | central African Indonesia
1990 China(1)  Senegal Republic Haiti
Comoros  Srilanka Lesotho
Egypt Sudan Myanmar
Honduras  Togo
Liberia Zambia
Mauritania  Zimbabwe
Quint. 4 Benin China (2)
1990 Eliere India (1)
Kenya
Pakistan
Quint. 5 Guyana Gambia Bangladesh India (2)
1990 Nicaragua Madagascar Burkina Malawi
Niger Faso Nepal
Nigeria STel Rwanda
Dem. Rep. of Congo Chad U. Rep. of
e Tanzania

Source: UNCTAD secretariat calculations, based on R. Korzeniewicz and T. Moran, “World Economic Trends in the Distribution
of Income, 1965-1992”, American Journal of Sociology, Vol. 102, 1997; World Bank Atlas tape; World Bank, World Tables
tape; Penn World Tables (see text, note 22); |. Borenstein, Comparative GDP Levels, ECE Economic Studies No. 4
(United Nations publication, Sales No. GV.E.93.0.5), New York, 1993; Statistical Yearbook of the Republic of China,
1987, Taipei; Central Bank of China, Annual Report, 1995, Taipei; United Nations Population Division database.
a Excluding the eastern Lander.

Note: The table shows the relative position of countries in world income distribution, i.e. to which of the five population quintiles
of chart 4 they belong, and changes in their relative position from 1965 to 1990. The table (as well as the chart) was
derived by (i) dividing the total population of the countries covered (representing 93.6 per cent of world population) into
five groups of equal size (in 1990, for example, each quintile accounts for slightly less than 1 billion people), (ii) ranking
countries in the relevant years according to their per capita income in current dollars, and (iii) allocating countries to the
different quintiles in the order of their ranking. Countries with the highest per capita incomes are thus allocated to quintile 1
(“the richest”) and those with the lowest to quintile 5 (“the poorest”). For some countries, their large population had to be
distributed over two quintiles, in line with each quintile’s cumulative population total. Such countries are indicated by the
suffix (1) or (2). For example, in the case of China in 1965, 25 per cent of the population are included in quintile 3 and 75
per centin quintile 4. All countries that were in the same quintile in 1965 and 1990 fall into the diagonally placed boxes
of the table. For countries below the diagonal the relative position worsened between the two years, and for those above
it improved. For example, the position of Argentina worsened (moving from quintile 1 in 1965 to quintile 2 in 1990),
whereas Indonesia moved up from quintile 5 to quintile 3.
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bal income dispersion could be quite different from
those of the past if these countries succeed in main-
taining the kind of income growth they have
achieved in recent years. Finally, past trends in
the distribution of income among countries say very
little about the opportunities open to individual
countries in terms of rapid growth and catch-up.
Indeed, the increase in global dispersion has taken
place while a number of poorer countries joined
the ranks of the richest countries, in part because
they have successfully exploited the opportunities
presented by integration with the global economy.

2. Economic convergence in the OECD
countries

Over the last four decades, convergence has
been confined to a small group of industrialized
economies, notably those of OECD. Prior to 1950,
the United States outstripped Western Europe,
opening up a large productivity and income gap
with that region. Much of this gap was closed dur-
ing the long postwar boom, when the poorer
members grew more quickly; from 1950 to 1992,
the countries in the bottom half of the list of OECD
countries (ranked by per capita income) grew on
average 1.4 percentage points faster each year than
those in the top half; and, more strikingly, those in
the bottom quarter grew 2.4 percentage points faster
than those in the top quarter.?® As a result, the dis-
persion of income halved; the coefficient of variation
of per capita income, which stood at 0.48 in 1950,
had fallen to 0.25 by 1992. The trend towards
convergence for productivity has been even faster.”

The most striking example of rapid catching
up in this period is Japan, where per capita income
is now similar to that of the United States. In
some industries, such as transport equipment and
metal products, Japan has already overtaken the
United States in terms of labour productivity, al-
though it lags far behind in others, such as clothing.

This experience of OECD countries can pro-
vide a useful basis for understanding any wider
process of economic convergence. First, it shows
that if convergence indeed takes place, it is not an
automatic process. Although various studies have
traced accelerated productivity growth in OECD
countries back to the late 19th century, a particu-
larly fast pace of convergence was achieved only
after 1950, when economic growth became a spe-
cific target of policymakers.?® Even so, the absolute

income gap increased for a number of countries;
over the period 1950-1992, Australia, United King-
dom and New Zealand failed to catch up with the
United States (or fell further behind) and in the
process were overtaken by other, more rapidly
growing, economies such as those of Germany,
France, Norway and, most impressively, Japan. On
the other hand, extrapolating growth trends over
the same period for the poorest OECD members,
during which their average per capita income rose
from under a quarter to over one half that of the
United States, it would still take between 30 and
50 years for those same countries to eliminate the
remaining income gap.

Second, while convergence is underpinned by
a fast pace of capital accumulation in poorer coun-
tries, it is also closely linked to structural shifts in
economic activity. In all OECD countries produc-
tivity growth in manufacturing has consistently
been faster than in agriculture or services. Conse-
quently, in most of the poorer members large
movements of labour out of agriculture and into
manufacturing have contributed to catching up,
even though their productivity gap in manufactur-
ing remained quite high.

Finally, there appears to be a close relation-
ship between convergence and overall growth. For
the OECD countries in 1950-1973 strong growth
coincided with strong convergence. Since then,
however, slower growth, weaker investment and
sharper macroeconomic shocks have slowed pro-
ductivity growth in all the member countries. In
general, however, the poorer countries have suf-
fered relatively more from this slowdown, and the
convergence process has decelerated; indeed, on
some measures it has actually gone into reverse.”

3. Economic convergence in the European
Union

The conclusions outlined above concerning the
industrialized (OECD) countries in general have
particular validity for the countries of the Euro-
pean Union, where economic integration has been
fastest. Since 1972, some less industrialized coun-
tries, with distinctly lower per capita income levels,
have joined the Union. Until the early 1970s, con-
vergence was strong among the 12 countries, more
so for productivity than for income. After 1973
productivity convergence continued, but at a slower
pace, while there was divergence for income.
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During 1986-1990 convergence in income was
reestablished, albeit against a backdrop of much
slower average growth.°

Behind these convergence figures lies strong
growth in the four peripheral economies that be-
came EEC members after 1972.3' A closer
examination of sectoral trends also shows that a
faster pace of convergence has been linked to strong
growth in manufacturing, notably in Spain and Ire-
land. However, in Greece, Portugal and Spain, the
fastest period of growth occurred prior to joining
the Community. Moreover, the acceleration of
growth in the second half of the 1980s which fol-
lowed their accession failed to be sustained
thereafter. Indeed, from 1990 to 1995 average
annual growth in those three countries fell back to
or below the EEC average.

As discussed in greater detail in the next sec-
tion, trade has tended to play a supportive rather
than a leading role in this convergence experience,*
and the same also appears to hold for capital flows,
including FDI. The one possible exception is Ire-
land, where growth since the end of the 1980s has
not only exceeded that in the 1970s, but has been
fast enough to suggest that the country has em-
barked on a dynamic catching-up process. In this
respect, the large inflows of FDI seem to have
played an important role, given the size of the Irish
economy. However, as a share of overall invest-
ment inward FDI has been no more important in
Ireland than in the other three peripheral countries,
where growth performance was weaker. Moreover,
there had been an even larger inflow of FDI during
the 1970s, with no such growth. Large transfers
from EEC, which exceeded 5 per cent of GNP in
the 1990s, as well as selective industrial policies
aimed at linking FDI to the development of indig-
enous industrial capabilities, with emphasis on
technology and exports, have played a particularly
important role in the growth performance of the Irish
economy in this more recent period.

4. Divergence within the developing
world

As noted above, over the past three decades
the developing countries as a whole have failed to
move closer to the developed countries. Simulta-
neously, there has been a strong divergence within
the developing world itself whereby countries with
low initial per capita incomes have fallen further

Chart 5

INCOME CONVERGENCE AND DIVERGENCE
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behind the others (chart 5). Increased dispersion
has been accompanied by a significant increase in
the absolute income gap between the richest and
poorest developing countries. In 1960 the richest
developing economy, in terms of purchasing power
parity, was Venezuela, with a per capita income of
$6,338, and the poorest was Lesotho, with only
$313. By 1990 the richest was Hong Kong
($14,849) and the poorest Chad ($399). The ratio
of maximum to minimum per capita income thus
rose over this period from 20:1 to 37:1. Growing
polarization since 1965 among developing coun-
tries is illustrated by recent data of IMF, which
classifies developing countries (excluding major oil
exporters) into five income brackets, each defined
in relation to the per capita income (in purchasing
power parity terms) of the richest developing coun-
try. There were considerably fewer developing
countries with income levels ranging from 40 per
cent to 80 per cent of the income of the richest coun-
try in 1995 than in 1965 and a much larger number
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Table 30

INCOME CONVERGENCE AMONG
DEVELOPING COUNTRIES,
BY REGION, 1960-1990

(Coefficient of variation of per capita income)

Region 1960 1970 1980 1990
Africa 049 057 0.64 0.68
Asia 046 060 0.75 0.81
Latin America 0.51 050 0.51 0.53
All developing countries  0.62 0.70 0.79 0.87
Memo item:

Developed countries? 0.51 0.43 0.38 0.34

Source: UNCTAD secretariat calculations, based on the Penn
World Table (see text, note 22).
Note: The table relates to 82 developing countries for which
data throughout 1960-1990 were available.
a Excluding the former socialist countries of Eastern
Europe.

of countries had fallen by 1995 into the category
of the poorest 20 per cent. These forces of polari-
zation that prevailed throughout the period were
intensified in the early 1980s.3*

Among Latin American countries the disper-
sion of income was quite high in 1960 and has
changed little since; after some narrowing until the
late 1970s dispersion has increased in the 1980s
(table 30). Brazil, Colombia and Mexico all ex-
perienced per capita growth rates in excess of the
wealthiest Latin American economies, although
only Brazil came close to the OECD average. In
all three countries growth has slown down sharply
since the early 1980s. By contrast, since the mid-
1980s Chile, one of the region’s richest economies,
has achieved growth rates well in excess of the re-
gional average and high enough to enable it to catch
up with the industrialized countries of the world.

In Africa there has been a gradual widening
in the dispersion of incomes throughout the past
three decades, particularly in the 1970s. Only
Botswana, Morocco and Tunisia, among the larger
economies, have been able to narrow the gap with
the industrial countries over the entire period, al-

though only in Botswana was growth significantly
faster. As a consequence, these countries have re-
duced their income gap with the richest African
countries. Since 1973 growth in Egypt, Cameroon
and Cape Verde has been faster than the regional
average, although the most impressive performance
over this more recent period has been by Mauri-
tius, which has always been one of the wealthiest
African countries.

In Asia, where, unlike the two other develop-
ing regions, average per capita growth has exceeded
that of OECD countries during the past three
decades, there are considerable intra-regional dif-
ferences, particularly between the rapidly growing
East Asian economies and the slow-growing South
Asian ones. Consequently, income divergence has
increased sharply. In South Asia there was not a
single economy with an average per capita growth
rate in excess of the OECD average during 1960-
1990, although some have emerged since 1973, in
part due to the slowdown in OECD.

In East Asia growth has been spectacularly
fast, beginning with Japan and then in the first-tier
NIEs (Hong Kong, Republic of Korea, Singapore,
and Taiwan Province of China). Japan, Hong Kong
and Singapore have already graduated to the ranks
of the richest economies and the other two econo-
mies have crossed the convergence threshold.
However, with the exception of Japan, these are
all small economies, with a combined population
of less than 70 million. There are none the less
signs of a wider dynamism emerging in this
subregion, which shares some of the characteris-
tics of the convergence process described above for
the OECD countries.

As examined in detail in TDR 1996, a number
of economies (Indonesia, Malaysia and Thailand)
in South-East Asia have experienced sustained
growth in excess of the world average for over four
decades, with a strong acceleration over the past
decade or so which has been accompanied by a very
fast pace of capital accumulation and large struc-
tural shifts from resource-based to industrial
activities. A third tier of rapidly growing develop-
ing countries has emerged in the subregion over
the past two decades. Among this group of coun-
tries, China has had perhaps the most impressive
performance, with double-digit growth rates. Asa
result of strong growth in these poorer economies
and the slowdown in Japan and the first-tier NIEs
associated with industrial maturity, greater income
convergence is likely to be experienced in East Asia.
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E. Trade, growth and convergence

The discussion above shows that income di-
vergence has been the dominant trend in the world
economy over the past 120 years, and that conver-
gence has taken place only within a small group of
industrial economies, particularly since the early
1950s. At various times since the second World
War anumber of countries, both in Latin America
and in Central and Eastern Europe, managed to
achieve very high growth rates, but they proved
unsustainable, and in most cases the catching up
process came to an end or the economies actually
fell further behind. Only the first-tier NIEs of East
Asia have exhibited a strong and sustained tendency
to catch up with the industrial world.

This experience contrasts sharply with the
prediction of traditional growth theory that poor
economies have an inherent tendency to catch up,
through faster growth, with the more advanced
economies. An increasingly popular explanation
of the postwar experience emphasizes the resist-
ance of developing countries to full integration into
the global economy. On this view, only those de-
veloping economies which remained open during
the past three decades were able to outperform the
more advanced industrial economies, while those
that stayed closed fell further behind.*

Some studies of the determinants of economic
growth found evidence in support of this explana-
tion, but of the 50 variables that have been
considered as determinants of growth, perhaps the
only one on which there has been broad consensus
is investment.*® This consensus rests on the famil-
iar principle that the direct contribution of
investment to productivity growth, and the strong
complementarities with other elements in the growth
process, such as technological progress and skill
acquisition, make investment a natural point of
departure for policymakers seeking to formulate a
robust development strategy. This was the con-
clusion already reached in the earlier convergence
literature and has always been the focus of much
of the historical literature on industrialization and
economic development.

In a more open and integrated world economy
both the quantity and the quality of investment are
increasingly influenced by external factors. How-
ever, the forces driving capital accumulation retain
strong domestic roots, and an economy that leaves
development to global market forces alone is likely
to be disappointed. Experience shows that care-
fully managed and phased integration is the key to
success.

The remainder of this chapter addresses these
issues. This section considers the possible contri-
bution of international trade to growth and
convergence in developing countries, and is fol-
lowed by an examination of the impact of capital
mobility on accumulation.

1. Trade and growth

Analysis of the links between trade and eco-
nomic growth has long been hampered by
ambiguities surrounding the categorization of na-
tional trade policies. Two concepts, openness and
outward orientation, have often been used inter-
changeably for this purpose. In common parlance,
however, openness refers to a situation character-
ized by the absence of restrictions on flows of goods
across national borders, notably on imports. By
contrast, outward orientation usually depicts a
strategy of emphasizing world markets as an out-
let for domestic producers, and is often synonymous
with export promotion. A number of countries
which are described as outward- or export-oriented
in the above sense have often had important, but
selective, restrictions on imports, even though such
barriers tended to be lower than in countries em-
phasizing domestic rather than world markets.

The tendency to equate these two concepts in
describing and assessing trade policy has its roots
in the conventional trade theory that policies that
combine protection with export promotion produce
the same result as those relying on full-scale im-
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port liberalization, because they are equivalent in
terms of incentive structure - a proposition that is
valid only under very special conditions. This ten-
dency has also given rise to a confusing proliferation
of empirical indicators which are used interchange-
ably in connection with trade policy. However,
findings of a recent survey examining six common
measures of trade policy indicate that countries
can be very differently ranked according to the
measure used, and there are few significant cross-
country correlations between these measures.’’
These findings raise obvious questions about the
reliability of the various indicators in capturing
some common aspects of trade policy, and about
the interpretation of the empirical evidence on the
relation between trade and economic performance.

Even when agreement can be reached on the
appropriate concepts, the role of related measures
within a broader development strategy can raise
difficult issues. For example, if, as in some stud-
ies, an economy is considered open when its
average tariff rate is less than 40 per cent and non-
tariff barriers cover less than 40 per cent of trade,
then on this criterion the first-tier East Asian NIEs
would be classified as having been consistently
open over the past 30 years or so, and their strong
growth performance would bias the empirical re-
sults in cross-country regressions in favour of a
link between openness and growth and conver-
gence. Indeed, much of the evidence on the
causation between high and rising shares of im-
ports and exports, on the one hand, and rapid
economic growth, on the other, hinges on the per-
formance of a small number of East Asian NIEs
which account for as much as three quarters of the
increase in the share of developing countries in
world manufactured exports from 1970 to 1990.
However, a careful examination of these econo-
mies, notably the Republic of Korea and Taiwan
Province of China, shows that while they were
outward-oriented in the above sense, their trade
policies were not liberal. They were not designed
to align domestic prices to those in world markets
so as to capture static efficiency gains. Indeed,
there is ample evidence that price distortions in
these economies were pervasive, even more so than
in many other developing countries with a much
less impressive economic performance. Rather,
trade policies were designed to attain dynamic gains
from linking trade to capital accumulation and tech-
nological change.*®

In TDR 1996 the UNCTAD secretariat intro-
duced the idea of an export-investment nexus to

capture the wider and mutually reinforcing set of
growth-enhancing linkages between trade and in-
vestment. Exports enable domestic savings to be
raised and balance of payments constraints on capi-
tal goods imports and accumulation to be overcome.
But since export expansion depends on the crea-
tion of productive capacity in industry as well as
on productivity growth, a sustainable growth proc-
ess requires mutually reinforcing interactions
between investment and exports. These interac-
tions perhaps explain why an extensive body of
research has long confirmed a strong correlation
between trade and economic growth, but has been
unable to establish causation.*

The extensive intervention of governments in
East Asia in animating an export-investment nexus
is by now well documented.*® They pursued vigor-
ous trade and industrial policies designed to
stimulate local industry, applying export incentives
and protectionist measures for industries at differ-
ent stages of maturity. Export promotion through
subsidies for certain industries was combined with
protection for infant industries, rendering the con-
ventional dichotomy between the two meaningless.
Since tight restrictions on some imports were ac-
companied by low or zero tariffs on others, the
average tariff rate and overall coverage was quite
low. Measures of openness which conceal these
facts conveniently ignore the central policy issues
arising from this experience. To say that countries
will suffer if they have an average tariff or quota
coverage of more than 40 per cent says very little
about the impact that selective trade and industrial
policies might have on economic growth.

Trade policies would not have by themselves
been sufficient to animate a dynamic growth proc-
ess without the very rapid pace of investment. As
examined in greater detail in chapter VI below, none
of'the governments in East Asia, with the possible
exception of Hong Kong, left the pace or direction
of investment to market forces; they employed a
variety of fiscal and financial measures to foster
reinvestment of profits and accelerate capital for-
mation. In this context, trade was used to
complement and enlarge the benefits of a fast pace
of capital accumulation.

An examination of specific liberalization epi-
sodes in industrial countries to ascertain the impact
on subsequent growth rates and the timing of in-
come convergence also confirms this conclusion.
The most commonly cited case of a direct relation-
ship between the timing of trade liberalization and
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income convergence concerns the countries of the
former European Economic Community (EEC) fol-
lowing the reduction of tariffs and the elimination
of quotas initiated in 1959.*' However, tariffs were
still quite high in 1963 when the rapid convergence
came to an end, and most of the spectacular in-
crease in intra-EEC trade took place thereafter.
Intra-EEC imports rose from 4 per cent of the com-
bined GDP of the six countries in 1951 to only 6
per centin 1963. Itis difficult to believe that such
a modest increase in trade, mostly concentrated
towards the end of the period, could have been a
major factor behind the impressive convergence of
incomes which occurred during this period. A more
convincing argument is that rapid growth in all the
countries and income convergence among them led
to a mood of optimism and created the political
conditions required to dismantle trade barriers,
which in turn led to a rapid expansion of trade and
a virtuous growth circle. In all these countries, a
very rapid pace of capital accumulation since the
early 1950s, particularly in manufacturing, pro-
vided the basis of the convergence process, a
process which was reinforced by closer integration
through the growth of intra-industry trade.*

2. Trade and the convergence of wages

Because the immediate impact of trade liber-
alization is to change relative prices in line with a
country’s resource endowments, a general move
towards greater openness in the world economy
should be reflected in narrowing wage gaps among
countries. Demand for labour should shift towards
less-skilled workers in the South and more highly
skilled workers in the North, raising relative wages
of the unskilled in the former and of the skilled in
the latter. Over time, wages of all similarly skilled
workers should fully converge in the context of
overall gains from increased trade.*

Despite the emphasis on the growth opportu-
nities created by trade, there is growing concern in
the North that trade with developing countries is
bringing down wages of unskilled workers towards
those in the South. However, as discussed in greater
detail in TDR 1995, although such a tendency is
consistent with the experience of growing wage
differentials between skilled and unskilled labour
in a number of advanced industrial economies, it
is difficult to reconcile the actual size, scope and
timing of wage movements in the North with shifts
in North-South trade. So far, less attention has

been paid to the impact of trade liberalization on
wage differentials between skilled and unskilled
labour in the South itself, an issue which is ad-
dressed in chapter ['V. This section focuses on wage
gaps between similar workers in developed and
developing countries.

The body of accumulated evidence, from both
developed and developing countries, does not show
any long-run wage convergence trend in the world
economy.* From samples of countries at similar
levels of development there is some evidence of
wage convergence, but it is less evident the greater
the number of countries included in the sample. A
number of studies focusing on the former EEC have
found some support for wage convergence among
those countries.* The evidence is less clear when
other OECD countries are also considered. Up to
the early 1980s, growing trade among those coun-
tries was associated with wage convergence.
Thereafter, however, no clear convergence pattern
emerges, and average real wages of production
workers in a number of countries, including the
United States and the United Kingdom, diverged
from the highest-wage countries such as the then
Federal Republic of Germany.*® As regards devel-
oping countries, a comparison of wage trends in
16 high-income and 8 middle-income countries at
the industry level shows a statistically significant
convergence of relative wages towards the world-
wide mean due to greater international trade.
However, convergence is modest and limited to
the high-income economies.*’

Over the past two decades most developing
countries have experienced rising wage gaps with
the North, sometimes either because real wages
have declined in absolute terms (as in Latin America
and much of Africa in the 1980s) or because they
have risen less than in the developed countries (as
in much of South Asia). The exception is the first-
tier of East Asian NIEs, where manufacturing
wages have converged on those of the North quite
rapidly.

These general trends hold for all skill levels.
Table 31 shows changes in the wage gap between
various developing countries and the United States
for a number of low, medium and high-skill indus-
tries from 1980 to the early 1990s. In all these
countries except Kenya, the share of exports and
imports in GDP rose sharply over this period.
However, in most countries, and for all skill lev-
els, there has been a strong decline in the wage of
developing countries relative to the United States.
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Table 31

WAGES AND PRODUCTIVITY PER EMPLOYEE IN SELECTED DEVELOPING COUNTRIES
AND INDUSTRIES RELATIVE TO THE UNITED STATES, 1980 AND 19932

(Ratio to the United States level)

A. Annual wage per employee

Textiles Clothing Transport Printing and
equipment publishing

Country 1980 1993 1980 1993 1980 1993 1980 1993
Mexico 0.43 0.21 0.49 0.24 0.37 0.17 0.38 0.21
Chile 0.37 0.23 0.45 0.26 0.25 0.15 0.50 0.35
Colombia 0.23 0.11 0.19 0.10 0.13 0.07 0.16 0.09
Hong Kong 0.38 0.57 0.52 0.64 0.29 0.45 0.30 0.44
Republic of Korea 0.21 0.51 0.23 0.61 0.18 0.45 0.28 0.52
Malaysia 0.10 0.17 0.07 0.19 0.10 0.13 0.12 0.19
Indonesia 0.04 0.04 0.06 0.05 0.07 0.03 0.07 0.04
Turkey 0.21 0.33 0.24 0.24 0.26 0.27 0.28 0.33
India 0.08 0.05 0.08 0.05 0.06 0.04 0.07 0.05
Kenya 0.13 0.03 0.14 0.03 0.07 0.03 0.24 0.04
Morocco 0.24 0.13 0.14 0.14 0.30 0.14 0.32
Memo item:

Germany 1.24 1.32 1.31 1.45 0.97 1.08 1.30 1.32

B. Value added per employee
Textiles Clothing Transport Printing and
equipment publishing

Country 1980 1993 1980 1993 1980 1993 1980 1993
Mexico 0.43 0.25 0.84 0.22 0.50 0.35 0.40 0.22
Chile 0.57 0.32 0.72 0.34 0.55 0.20 0.84 0.44
Colombia 0.48 0.27 0.29 0.13 0.25 0.17 0.26 0.20
Hong Kong 0.35 0.43 0.42 0.41 0.23 0.29 0.28 0.33
Republic of Korea 0.29 0.63 0.28 0.65 0.24 0.54 0.29 0.57
Malaysia 0.16° 0.20 0.12° 0.14 0.13° 0.19 0.16° 0.20
Indonesia 0.08 0.07 0.05 0.07 0.17 0.16 0.07 0.08
Turkey 0.40 0.40 0.34 0.41 0.27 0.33 0.27 0.46
India 0.07 0.03 0.07 0.08 0.05 0.03 0.05 0.03
Kenya 0.14 0.02 0.13 0.03 0.05 0.01 0.15 0.03
Morocco 0.20 0.11 0.10 0.09 0.23 0.13 0.19
Memo item:

Germany 0.94 1.19 1.26 1.33 0.86 0.83 0.95 0.82

Source: UNIDO, Handbook of Industrial Statistics 1988 and International Yearbook of Industrial Statistics, 1996.
a Ormostrecent year available.
b 1975.
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The exception to this trend has been the Asian
NIEs, particularly those in the first-tier, such as
the Republic of Korea, where wages for all skill
levels have converged on the United States.

These widening wage gaps in manufacturing,
both between developed and developing countries
and also among developing countries, have coin-
cided with a period of greater openness in the
developing world. However, it is difficult to ex-
plain these trends simply in terms of differences in
factor endowments, including differences in edu-
cational attainment. Rather, for most developing
countries, strong growth in wages depends upon
industrial expansion and upgrading so as to achieve

higher levels of employment and rapid productiv-
ity growth in the economy as a whole, as well as in
specific industrial sectors. A recent study of real
wage growth in manufacturing in 32 developing
countries for 1973-1990 confirms that the impact
of trade on wages cannot be divorced from invest-
ment and productivity performance, and that greater
openness to trade in this group of countries in the
1980s did not coincide with stronger wage growth.*8
As table 31 shows, those countries in East Asia
which exhibited strong wage convergence also ex-
hibited strong productivity convergence. This
result has been attained in the context of the in-
vestment-export nexus described above, rather than
as a result of spontaneous global market forces.

F. Capital mobility, growth and convergence

As noted above, the clearest sign of glob-
alization has been the rapid increase in international
flows of capital. It is precisely this aspect of
globalization that is expected to yield the greatest
benefits for developing countries. These benefits
should arise from the contribution of capital flows
to the two principal determinants of the catching-
up process, namely capital accumulation and
technology transfer.

This section first examines these propositions
against the background of the historical evidence.
It is argued that greater capital mobility can bring
significant benefits to developing countries but that
these benefits depend crucially on how a country
manages its integration with global capital mar-
kets. It then examines to what extent increased
capital movements help accelerate global growth
by responding to opportunities for investment in
physical assets, thereby equalizing rates of return
on investment everywhere. It is found that there is
an upward convergence of profits in OECD coun-
tries, where capital markets are much more closely
integrated, but that higher profits are not associ-
ated with increased investment and faster growth.
Rather, they have been brought about by the
stronger bargaining power of capital against labour
associated with globalization.

1. Foreign direct investment

The recent acceleration of flows of FDI has
renewed interest in the role of transnational corpo-
rations (TNCs) as engines of economic growth,
particularly in developing countries. Indeed, this
role has been given prominence in many recent ac-
counts of the contemporary globalization process,
primarily for three reasons. First, unlike most other
capital flows, FDI does not represent a fixed charge
on foreign exchange reserves; second, it is a less
volatile source of financing for the accumulation
process; and third, it can have more direct links to
economic growth than other cross-border flows,
particularly because it facilitates the transfer of
technology and generates spillovers into other
sectors.

All these reasons carry considerable weight.
The experience with FDI before 1913 suggests that
it can indeed bring about a transfer of real resources
internationally. Likewise, United States investment
in Europe after the second World War was impor-
tant in diffusing new technology. The success of
some East Asian NIEs in attracting FDI with a
strong export orientation also helped compensate
for deficiencies in domestic technological and or-
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ganizational skills during critical periods of their
industrialization. However, there are a number of
aspects of the current globalization experience that
suggests that the impact of FDI on growth and con-
vergence requires careful assessment before
designing policies which aim to maximize the bene-
fits from hosting TNCs.

Assessing the impact of recorded increases
in FDI flows is especially difficult because they
include a number of different types of investment
activity with different effects. Greenfield FDI,
which involves a firm constructing a new produc-
tion facility abroad financed by capital raised in
the home country, clearly makes a positive contri-
bution to capital formation in the host country. The
acquisition of a controlling interest in an already
existing firm is likely to have a different impact
from greenfield investment, and seems to corre-
spond more to shorter-term capital flows. This may
also be true for retained earnings. Although it is
often presumed that these earnings are automati-
cally reinvested in physical capital, existing
statistical measures cannot distinguish between
their use for such a purpose and their investment
in financial assets.

Many of the changes in global financial mar-
kets that have facilitated capital mobility and the
increase in FDI flows have also made it more diffi-
cult to evaluate their stability. Evidence suggests
that even when FDI is governed by long-term con-
siderations, such as real rates of return and securing
market shares, aggregate FDI flows can respond
rapidly to changes in short-term economic condi-
tions. This is particularly true for non-repatriated
earnings on existing stocks of FDI, which have
constituted in recent years a more important source
of asset acquisition abroad by United States and
United Kingdom firms than capital outflows from
those countries. As recognized by a recent World
Bank study, even those forms of FDI that make the
greatest contribution to host-country investment
may involve unstable financial flows:

Because direct investors hold factories and
other assets that are impossible to move, it is
sometimes assumed that a direct investment
inflow is more stable than other forms of capi-
tal flows. This need not be the case. While a
direct investor usually has some immovable
assets, there is no reason in principle why these
cannot by fully offset by domestic liabilities.
Clearly, a direct investor can borrow in order
to export capital, and thereby generate rapid
capital outflows.*

These considerations suggest that a developing
country that relies on FDI rather than portfolio in-
flows is not necessarily protected against external
financial instability. It thus still needs to pay at-
tention to the management of its balance of
payments and to macroeconomic stability.

Any examination of the impact of FDI on eco-
nomic growth and convergence must also bear in
mind a number of other considerations. Although
evidence suggests a positive association between
FDI and growth, it is difficult to determine causa-
tion.>® A realistic interpretation of the evidence
suggests that there is a threshold level of income
which needs to be crossed before FDI can make a
significant contribution to overall growth perform-
ance.”' Such a conclusion is also broadly consistent
with the finding that technology and other spillovers
from TNCs become significant only when there is
already in place an appropriate level of local capa-
bilities.*

It appears that FDI is attracted to economies
with a proven growth record, be it to seek markets
or cost advantages, in which case it can become part
of a virtuous growth circle. However, much of the
developing world remains outside this universe of
international production because cost advantages
alone do not offset low productivity levels or the
absence of productive assets needed to complement
firm-specific plant and equipment. Furthermore,
risks associated with investment tend to be in-
versely related to the stage of development reached.
While incurring these risks may be justified by the
expectation of monopolistic profits associated with
the exploitation of a particular natural resource in
a poor developing country, there will be no such
exceptional or monopolistic elements in manufac-
turing or services. Any attempt in these countries
to improve cost advantages by easing their entry
conditions for FDI, or by reducing wages further,
will almost certainly fail to offset other disadvan-
tages which cause the risk premiums to be high.

These considerations explain why the recent
rapid surge in FDI flows to the South has remained
heavily concentrated among a handful of develop-
ing countries. In 1993 the 10 largest host
developing countries accounted for 79 per cent of
the total FDI flow to the South; seven of them were
in East Asia and alone accounted for close to two
thirds of the total inflow. However, it should be
kept in mind that in many developing countries FDI
is unlikely to play the same role as in some East
Asian countries. Malaysia is often cited as an ex-
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Table 32

COMPARATIVE INFLOW OF FDI INTO MALAYSIA AND OTHER DEVELOPING COUNTRIES
(Average annual FDI inflow in 1991-1993)

Total Per capita Percentage of
($ billion) ($) 1990 GDP
Malaysia 12.8 241.8 10.0
Developing countries?
Actual inflow 136.8 16.5 1.4
Hypothetical inflow (1)? 2007.8 241.8 20.9
Hypothetical inflow (I1)¢ 957.7 115.3 10.0

Source: R. Rowthorn, “Replicating the Experience of the NIEs” (mimeo), Cambridge, United Kingdom, 1996.

a Excluding the first-tier NIEs.

b Assuming the FDI inflow per capita to be the same as for Malaysia.
¢ Assuming the FDI inflow as a percentage of GDP to be the same as for Malaysia.

ample of how to sustain rapid growth by attract-
ing very large inflows of export-oriented FDI.
Indeed, on both a per capita basis and relative to
GDP, Malaysia had one of the largest stocks of
inward FDI in the developing world in 1990 and
inflows have continued to be substantial, consti-
tuting a major source of external financing.
However, even if all other developing countries had
the domestic prerequisites which would allow them
to replicate Malaysia’s experience, substantial
increases in total FDI flows to the South would be
required. As table 32 shows, even a modest repli-
cation of the Malaysian experience throughout the
developing world implies a level of FDI outflows
from the North that it would be totally unrealistic
to expect. If all developing countries other than
the first-tier NIEs received from OECD countries
the same amount of FDI as a proportion of GDP
as did Malaysia in 1991-1993, total FDI outflows
from those countries would amount to about 27 per
cent of their spending on investment. If, on the
other hand, they received the same per capita FDI
as Malaysia, the proportion would rise to 56 per cent.

In any event, the contribution of FDI to growth
and industrialization depends very much on the
degree of control that the foreign firm retains over
its assets. The general body of evidence suggests
that the nature and extent of any spillovers to do-

mestic firms is industry-specific and depends on
how domestic policymakers manage FDI, includ-
ing its role in the export-investment nexus. Indeed,
the role of policy is now even greater, given that
the determinants and organization of FDI flows
have become more complex. Rather than pursu-
ing cost-reducing and/or market-seeking strategies
aimed at raising corporate profits in a particular
location, TNCs are increasingly seeking to com-
bine these objectives around a tightly organized
intra-firm division of labour where the choice of
location for a specific activity is made in the con-
text of the overall profitability of the firm. By
widening the choice of possible locations in this
way the advantages for the firm can be numerous.
However, and particularly in developing countries,
the consequence may well be that FDI becomes
more footloose than in the past, relying heavily on
imported inputs from other affiliates and with fewer
linkages with and technological spillovers to the
host economy.™

In this context it is important to recognize the
different ways in which FDI has been attracted to
and used in East Asian economies. While Hong
Kong took a more laissez-faire approach, the atti-
tude toward FDI was much more selective in the
Republic of Korea and Taiwan Province of China
and also, though to a lesser extent, in Singapore.
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A larger array of policy measures could conse-
quently be brought to bear on FDI to ensure that it
made a positive contribution to economic growth.
To date, the successful second-tier NIEs have taken
amiddle way. However, as discussed in TDR 1996,
concern over heavy reliance on imported interme-
diate goods and over weak supply and technology
linkages between the TNC-dominated export sec-
tors and the domestic economy has already
triggered more active industrial and technology
policies in these countries, including the use of lo-
cal content agreements and more selective
incentives to attract higher-valued added activities
and generate FDI spillovers in the areas of train-
ing and R&D.

2. Financial flows

An important difference between the current
process of integration of global markets and that
of the 19th century lies in the nature of financial
flows. Asnoted above, in the earlier period greater
integration of financial markets and increased flows
of financial capital were complementary to inter-
national trade. In the more recent period, by
contrast, finance is not simply a lubricant to real
economic activity. The role of international finance
has extended well beyond the coordination of in-
ternational trade and investment. It has gained a
life of its own independent of the international flow
of goods and investment.

This is not to say that global linkages of fi-
nance with trade and FDI have been totally severed.
The recent expansion of world trade and of TNC
activities could not have taken place without a cor-
responding expansion of the global operations of
financial institutions. Increased international trade
in goods has necessitated an expansion of finan-
cial services; intermediaries now operate in each
market to provide foreign exchange services and
trade financing. The increased need for firms to
secure foreign exchange cover in respect of both
export earnings and foreign investment has added
momentum to this process by providing a major
role for international banks.>

However, this global financial deepening has
occurred while the link between financial flows
and foreign investment has considerably weakened.
These financial flows are rarely associated with
the flows of real resources - i.e. capital equipment
embodying best-practice production techniques and

other resource inputs seeking the highest available
rates of return in the production of goods and serv-
ices. Rather, they are primarily related to the
purchase and sale in secondary markets of liabili-
ties created for the financing of already existing
real assets. As discussed in previous TDRs, a large
proportion of these flows consists of liquid capital
attracted by short-term arbitrage margins and pros-
pects of speculative capital gain, rather than by
long-term yields on productive investment. They
are extremely volatile and subject to bandwagon
effects, capable of generating gyrations in secu-
rity prices, exchange rates and trade balances.
They make little contribution to the international
allocation of savings or diffusion of technology and
hence to a reduction in international disparities in
per capita income.

It is increasingly argued that financial
globalization is creating systemic effects that un-
dermine global stability and growth. Large swings
in exchange rates and current account balances
brought about by the volatility of capital flows tend
to create considerable uncertainty regarding pro-
spective yields on investment, particularly in traded
goods sectors. This raises the minimum expected
rate of return that will induce investors to under-
take long-term investment, thereby slowing output
growth. The problem is particularly serious for
developing countries, where firms cannot always
hedge against such risks by allocating their activi-
ties globally and through financial operations.
Their outward-oriented strategies can consequently
be endangered as investment in traded-good indus-
tries is depressed.

Experience shows that the factors that encour-
age inflows of liquid capital can also impede
investment in productive physical assets. Circum-
stances can arise when the short-term return on
financial assets and the return on productive capi-
tal investment move in opposite directions. When
domestic short-term interest rates are raised rela-
tive to rates abroad in order to stabilize the
economy or reduce the pace of expansion, they can
attract liquid capital, placing upward pressure on
the exchange rate. At the same time they may de-
press investment. For one thing, the slowdown of
home demand, together with loss of competitive-
ness due to currency appreciation, can reduce the
expected real return on capital assets. For another,
the increase in the real return on financial assets
can raise the cost of financing productive invest-
ment. As a result, the liquid capital inflows
attracted by high interest rates are not used for
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productive investment; on the contrary, such invest-
ment may contract as short-term funds flow in.

This has indeed been the experience of a
number of countries during the past two decades.
In the 1980s capital flowed primarily from coun-
tries with high investment rates (e.g. Japan) to
countries with low investment rates (e.g. the United
States), and served to finance consumption rather
than investment. Similarly, a very large part of
the flows to Latin America in the first half of the
1990s financed consumption rather than investment
and growth.

However, as examined in last year’s TDR, a
number of developing countries have been able to
manage financial flows successfully. They have
resorted not only to conventional methods, such as
intervention in foreign exchange markets or adop-
tion of more flexible exchange rate policies, but
also to more direct controls, including quantita-
tive restrictions on holding and issuing foreign
currency assets and the composition of non-interest-
bearing reserve requirements. Successful management
of capital flows has depended on a flexible and
pragmatic approach designed to maintain stable
and sustainable exchange rates and current account
positions without impeding capital flows related
to trade and investment.

3. Capital mobility, accumulation and
convergence of profits

As noted above, greater capital mobility is
expected to sever the link between national sav-
ings and investment so that individual countries
can save more than they invest, or invest more than
they save. It should also lead to a greater equali-
zation of the real rate of return on capital among
countries. This section examines the available
evidence, concentrating on the major OECD coun-
tries, where capital markets are much more closely
integrated. Recent trends in profits in developing
countries are discussed in chapter [V below.

The evidence for the OECD countries for the
1960s and 1970s shows a broad balance between
national savings and investment. A seminal study
relating the shares of gross domestic investment
and gross national savings in GDP in those coun-
tries for 1960-1974 concluded that national savings
tended to be invested in the country where they
originated.>®> Moreover, this close link between

national savings and investment holds even when
a number of other factors are taken into account.
Although the link is somewhat weaker in the 1980s,
the evidence still confirms the existence of sub-
stantial imperfections in international capital
markets.’® These results are incompatible with the
idea that over the long term international capital
flows can exert a significant influence on national
investment and growth rates.

However, these studies do not distinguish be-
tween the effects of FDI and of portfolio investment
on capital accumulation, and there is little direct
evidence on the effect of inward or outward FDI.
However, according to a study relating to OECD
countries, each dollar of outward FDI reduces in-
vestment in the home country by approximately one
dollar and is not compensated by an inflow of
portfolio investment.’” Accordingly, portfolio in-
vestment cannot be lumped together with FDI in
analysing the impact of international capital mo-
bility on accumulation. It is indeed argued that
while financial flows do not alter the dependence
of domestic investment on domestic savings, this
is not necessarily the case for FDI:

... an extra dollar of national saving would
remain in domestic portfolio assets unless
it is used by a multinational corporation to
finance a cross-border direct investment. ...
If the portfolio investments were completely
segmented into national markets in this
way, the effect of the outbound FDI on do-
mestic available funds would not be offset
by an international flow of portfolio capi-
tal and the aggregate domestic investment
would be reduced by the full amount of the
direct investment outflow.*®

Thus, according to this evidence, over the long
term financial flows do not reduce the dependence
of capital accumulation on domestic investment.
By contrast, FDI alters the domestic savings-
investment balance; while outward FDI reduces
investment in the home country, it appears to add
to domestic investment in the host country. It fol-
lows that, to the extent that capital flows equalize
rates of return on investment in different countries,
they do so for FDI rather than for short-term capital.

The evidence shows a remarkable convergence
of rates of return on capital among the OECD coun-
tries in the past 15 years. As can be seen in chart 6,
the coefficient of variation in the rate of return on
capital for the business sector among the G-7 coun-
tries fell significantly after the recession of
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Chart 6

RATE OF RETURN ON CAPITAL IN THE BUSINESS SECTOR OF G7 COUNTRIES AND
INTER-COUNTRY VARIATIONS?, 1980-1996
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Source: OECD Economic Outlook, No. 61, June 1997.

Note: The chart depicts three-year moving averages. Underlying data for 1997 and 1998 are projections.

1980-1982. A similar tendency is also observed
for rates of return earned by United States compa-
nies on their investments abroad.” For the EU
countries, the decline in variation has been more
marked since the late 1980s.

This decline in variations in rates of return
has occurred while the trend rate of return has been
strongly upward. In other words, there has been
an upward convergence of rates of return on capi-
tal in the major OECD countries. This upward
trend in profits is also reflected in the increased
share of capital income in the business sector
(chart 7) - a tendency that is also to be found in
developing countries (see chapter [V). However,
the rise in profits has not been associated with a
corresponding increase in the aggregate share of
private investment in output in those countries,
although the same period has witnessed a surge in
outward and inward investment in the major in-
dustrial countries. It thus seems that increased FDI
has served, at least partly, to redistribute, rather
than to add to, aggregate global investment.

The tendency for investment shares to decline
may have been linked to the other aspect of in-
creased integration in financial flows, namely
portfolio flows. As financial engineering has in-
creased the scope to trade long-term fixed income
securities for short-term gains, the integration of
developed country bond markets has increased.
This, along with the convergence in inflation rates
which has occurred in recent years, has brought
about a marked tendency towards convergence in
long-term real rates of return, which are often con-
sidered as the most important determinant of
investment financing costs. However, the increas-
ing volume of trading in these instruments has
tended to increase the volatility of bond prices to
the point that in the 1990s they exceeded the vola-
tility of equity prices. The result has been to
increase the risk premium and raise long-term rates,
which have also been pushed up by monetary
policy. Thus, the impact of increased integration
and financial flows in such markets has meant up-
ward convergence in real long-term interest rates
at historically high levels. The increase in profits
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is thus absorbed, at least partly, by increased in-
terest charges on corporate debt, resulting in a
downward pressure on investment in the developed
economies.

This disparity between the evolution of prof-
its and investment is not new. It is a tendency that
emerged in the early 1980s, and that was noted a
decade ago by the UNCTAD secretariat:

The medium-term financial strategies
adopted by the major developed market
economies at the end of the 1970s sought
to reverse the decline in profit shares and
rates of return which had occurred in the
course of the decade, and which were be-
lieved to be responsible for slow growth and
unemployment. Thanks to falling raw ma-
terial prices and wage costs, business
profitability has been restored. However,
this has not triggered the investment boom
that policymakers were expecting. The
main reasons are: slow demand growth;
continued high real interest rates; and uncer-
tainties regarding the key macroeconomic
variables and the trading system. Unless
these problems are resolved, investment and
growth are likely to remain subdued.®

While profits are currently very close to their
pre-1970 levels, they generate much less invest-
ment than previously. As discussed in greater
detail in 7DR 1995, the main reason for sluggish
investment is the low-growth hysteresis created by
monetary policy that tends to lock most major in-
dustrial economies into growth rates of around 2.5
per cent. By contrast, investment now generates
higher profits than before. The evidence invari-
ably points to rising unemployment and falling
wage costs as the principal factors behind the surge
in profits.*!

Sluggish demand also generates excess sup-
ply in the product market, leading to fierce competition
among firms. However, since investment is sluggish
and the pace of capacity creation slow, the pres-
sure on profits and prices is more than offset by
the dampening effect of increased unemployment
on wage levels. Consequently, real labour costs
and inflation are reduced as profits rise.

The combination of increased mobility of
capital, slow demand growth and excess supply of
labour thus appears to be an important element in
the rising profits in OECD countries. This proc-
ess, while putting pressure on real wages does not
necessarily lead to a convergence of real wages

Chart 7

PROFITS AND INVESTMENT IN THE
G7 COUNTRIES, 1980-1995
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a Gross operating surplus of enterprises, i.e. the
difference between value added calculated at factor
cost (i.e. excluding net indirect taxes) and labour income.

b Gross fixed non-residential capital formation.

because of differences in labour market conditions.
Those countries which have adopted “flexible” la-
bour market policies tend to retain investment at
home and even attract FDI inflows, adding to jobs
at relatively low wages in productive sectors. As
shown in TDR 1995, the policies also lead to the
creation of large numbers of low-productivity, low-
wage jobs in services sectors, transforming open
unemployment partly into disguised unemployment.
In countries where wages remain relatively rigid,
labour market conditions are reflected in high rates
of open unemployment, rather than low wages or
disguised unemployment. Thus, as noted above,
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there has been no tendency for wages to converge
in the OECD area since the early 1980s, despite
increased trade and FDI flows.

Moving production facilities to developing
countries through FDI in order to lower costs can
influence income distribution between labour and
capital in the North by creating unemployment and
putting pressure on wages. Although a compre-
hensive empirical analysis of the employment
effects is lacking, available evidence suggests that
FDI directed to the South has not so far been a
significant factor in rising unemployment or in-
equality in specific sectors in the North. However,
the picture is changing rapidly. The emergence of
a number of dynamic economies with adequate
human and physical infrastructure in Central and

Eastern Europe and Asia has certainly widened the
options of capital to choose among alternative lo-
cations in both labour and skill-intensive production.
Furthermore, in many industries it is becoming in-
creasingly possible for TNCs to locate specific
activities in the production chain in different coun-
tries according to their skill endowments, thereby
allowing developing countries to enter more easily
into the global system of production. These forces
can certainly work towards a greater convergence
between developing and developed countries and
bring benefits to labour in the South. However,
they can also reinforce the global tendency for the
share of profits to rise at the expense of wages -
something that is unlikely to be reversed as long
as global demand is deficient and too much labour
chases too little capital. m
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Chapter Il

INCOME INEQUALITY AND DEVELOPMENT

A. Introduction

In recent years there has been increasing con-
cern about trends in income distribution. This
concern is rooted in fears that globalization and
greater play of market forces are somehow accen-
tuating inequalities at the national level. But
against these fears, it has been suggested that inte-
gration into the world economy can actually resolve
the apparent trade-off between growth and equity.
In this respect the East Asian experience is often
cited; in those countries rapid and sustained growth
has supposedly been combined with low and de-
clining inequality thanks to market-friendly,
outward-oriented policies.!

This chapter presents evidence on patterns and
trends in income inequality and discusses why
growth is sometimes associated with rising and
sometimes with falling inequality. The next chap-
ter focuses on the relationship between trade and
financial liberalization and specific components of

inequality - wage differentials, wage and profit
shares in value added, agricultural incomes and
interest incomes.

The thrust of these chapters is analytical
rather than normative; questions of justice and eq-
uity are not broached.? Equally, the analysis is
not concerned with poverty per se. Maintaining
minimum socially adequate levels of consumption
of the poor is certainly a serious social challenge
for governments. However, it is the spending be-
haviour of the rich and the deployment of income
from their capital assets which is of central impor-
tance for the rate of investment and growth.
Moreover, preventing the development of a polar-
ized society through the hollowing-out of the
income share of the middle class and a rising gap
between the richest and poorest groups in society is
important for political stability. All three problems
present policy dilemmas and deserve attention.

B. Personal income distribution: recent evidence

A major difficulty facing all research on in-
come distribution, particularly in developing
countries, is the availability of reliable and com-
parable data.® This section draws on a recently
compiled data set which has gathered more than
2,600 income distribution observations from vari-
ous primary and secondary sources, and filtered

them to give “high quality data”, which include
682 observations from 108 countries.* This mate-
rial, supplemented where necessary by data from
other sources, provides information on Gini coef-
ficients and income shares of population quintiles
(see box 6) for a large number of countries and
also enables some analysis to be made of long-term
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Box 6

INCOME DISTRIBUTION AND THE MEASUREMENT OF INEQUALITY

Analyses of income distribution within a country are founded on two general approaches. The first
focuses on the functional distribution of income, i.e. the share of national income accruing to different
factors of production. Classically, the basic division of national income is between wages (paid to
labour), profits (the reward to capital) and rent (income from land). But it is possible to differentiate
further by sector, location, and mode of production, distinguishing, for example, workers and capital-
ists in rural and urban areas, the self-employed and other workers in urban areas, and subsistence and
commercial farmers. The second approach focuses on the personal (or size) distribution of income, i.e.
a description of how much income is received during a given period by individual recipient units within
a given population. The recipient units are generally households or individuals. In the latter case,
estimates of household incomes are adjusted by household size (sometimes using an adult-equivalent
scale) to give household income per capita (or per equivalent individual). !

Whilst analysis of factor incomes is based on national accounting data, the basic data for analyses of
personal income distribution are obtained from household surveys. Three main sources of income are
usually considered to calculate gross incomes available to households: (1) wages and salaries of em-
ployees and income from self-employment; (2) “property income”, which includes interest, rents and
dividends, but excludes retained corporate profits; and (3) current transfers, comprising social security
benefits, pensions and life insurance annuity benefits, and other current transfers. Capital gains are
usually excluded from consideration, but attempts are made to include income in kind, which ideally
should cover fringe benefits from employment (which can be important in rich countries), production
for own consumption (particularly important in agrarian societies), and the imputed rent received by
homeowners. Net household income (or disposable household income) is calculated by deducting
direct taxes and social security and pension fund contributions from the gross figure.?

Personal income distribution statistics provide a measure of the living standards of individuals and
households. They are regarded as a measure of personal welfare, on the assumption that welfare is
derived from personal consumption and that income during a period represents potential consumption
and thus potential welfare. The measure is nevertheless only a partial one, since it is concerned uniquely
with “that part of total welfare which is attributable to the consumption of goods and services of the
kinds which are normally sold on the market”.? It excludes welfare derived from services provided free
by government - notably for health and education. Moreover, there is an implicit assumption that
income is shared out equally within households, and hence that no biases arise because of the intra-
household distribution of resources. Sometimes personal income distribution statistics use household
consumption expenditure rather than household income as an indicator of living standards and wel-
fare. Expenditure data are regarded as more accurate than income data, because there are likely to be
fewer errors of under-reporting. But because of higher savings rates of upper-income groups, such
statistics give lower estimates of “income inequality” than those based on income data.

The main approach to measuring income inequality focuses on the relative shares of the total income of
the population received by different persons or households. One common way in which these shares
are depicted graphically is using a Lorenz curve, which shows the cumulative share of the income
received by cumulative shares of the population, starting from the poorest income-receiving units.
From this curve simple indicators of income distribution, such as the share of the richest 20 per cent
(fifth quintile) or the share of the poorest 40 per cent (first and second quintiles) in the total income of
the population, can be derived. An example of a Lorenz curve is the chart, which compares income
distribution in Brazil and Finland: the chart shows that in Brazil in 1989 the richest quintile received
65 per cent of the total income and the poorest 40 per cent received 7 per cent, while in Finland in 1991
the corresponding proportions were 34 per cent and 26 per cent.

The Gini coefficient is the most common statistical indicator of inequality. It is the area between the
Lorenz curve and the diagonal of perfect equality and varies from 0 (maximum equality) to 1 (maxi-
mum inequality), or from 0 to 100 when expressed in per cent. The more unequal the income distribu-
tion, the greater the distance of the Lorenz curve from the diagonal, and the greater the Gini coeffi-
cient. But this index is not particularly sensitive to inequality due to extreme affluence.*

A second general approach to measuring inequality is to examine the absolute income levels of par-
ticular population groups (such as the poorest 40 per cent of the population and the richest 20 per
cent).’ The per capita absolute income of a particular group can be calculated by multiplying GNP per
capita by the income share of that group and by dividing their population share. This procedure gives
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Lorenz Curve: Income Distribution in Finland (1991) and Brazil (1989)
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only a rough approximation of the absolute incomes of different groups, since the sum of personal
incomes as measured by household surveys is less than GNP. But it provides a useful complement to
statistics based on relative shares. For example, falling shares of certain population groups, including
of course the poorest, are not necessarily associated with declining absolute incomes when an economy
is growing. Also, absolute income statistics can indicate whether or not there is an increasing absolute
income gap between the rich and the poor.

The axiomatic basis for income inequality statistics is that the measure should satisfy the criterion that
when an income transfer is made from a richer to a poorer income-recipient unit there is a decrease in
the index of inequality (and vice versa). This condition is not necessarily satisfied when polarization
occurs, and thus increasingly a distinction has been made between inequality and polarization. An
income distribution can be said to be more polarized when the distribution is more “spread out” from
the middle, so that there are fewer persons or households with middle-level incomes. Alternatively,
polarization may refer to a situation in which there is increasing bimodality in the income distribution
in the sense that the frequency of middle-level incomes declines and the frequency of either higher- or
lower-level incomes increases. New statistics are being derived to measure this phenomenon,® but
polarization can at a simple and intuitive level be detected if the gap between the rich and the poor is
increasing.

Throughout this Part of the Report, the term “personal income distribution” is used interchangeably to refer to
the distribution of income among households or among persons. Some analysts, however, reserve this term for
the latter type of distribution and refer to the former as “household income distribution”.

Guidelines for collecting and preparing income distribution statistics are summarized in United Nations, Pro-
visional Guidelines on Statistics of the Distribution of Income, Consumption and Accumulation of House-
holds, Statistical Papers, Series M, No. 61, New York, 1977.

H. Lydall, “Effects of Alternative Measurement Techniques on the Estimation of the Inequality of Income”,
World Employment Research Working Paper, No. 2-23/100 (Geneva: ILO, 1981), p. 11.

For a discussion of the sensitivity of various measures of inequality, including the Gini coefficient, to extreme
poverty, extreme affluence, and other forms of inequality, see D. Champernowne, “A Comparison of Measures
of Income Distribution”, Economic Journal, Vol. 84, 1974.

> This was a central method adopted by the World Bank in the 1970s (see H. Chenery et al., Redistribution with
Growth (New York and Oxford: Oxford University Press, 1974)).

It has been shown that it is possible for redistributive transfers from richer to poorer households to coincide
with increased polarization. Also, in the transition to a bimodal distribution, it is possible for the income share
of the, say, middle 30 per cent of the population to decrease while the share of the middle 60 per cent increases,
and on this basis it has been concluded that analyses which seek to measure polarization using quintile shares
“are unable to detect the phenomenon they claim to be studying”. Various measures of polarization have been
suggested to deal with such problems; see M.C. Wolfson, “When Inequalities Diverge”, The American Eco-
nomic Review, Vol. 84, No. 2 (Papers and Proceedings), May 1994.
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trends in some developing countries in Latin
America and East Asia. All the data are derived
from household surveys, which are based on rep-
resentative samples covering the whole country, and
they attempt comprehensive measurement of in-
comes (going beyond wage income and including
estimates of income-in-kind) or of consumption
expenditure.’

1. North-South differences in income
inequality

There is substantial variation among countries
in terms of their pattern of income inequality. One
way of depicting these differences is to focus on
the share of total income received by the poorest
40 per cent, the middle 40 per cent (the “middle
class”), and the richest 20 per cent of the popula-
tion.® Asthese shares vary systematically a broad
classification of countries can be made according
to their pattern of inequality (see chart 8). At one
end of the scale, it is possible to identify a number
of highly unequal societies, in which the richest 20
per cent of the population receives around 60 per
cent of total income, the middle class 30 per cent,
and the poorest 40 per cent a mere 10 per cent of
the total. In such “60:30:10” societies, the aver-
age income of the poorest 40 per cent of the
population is only a quarter of the national aver-
age, and the average income of the richest 20 per
cent is four times greater than that of the middle
class, and 12 times greater than that of the bottom
40 per cent. At the other end of the scale, there
are a few “low inequality” societies in which the
share of total income of the middle class exceeds
that of the richest 20 per cent. In between, a re-
peated pattern is for the richest 20 per cent of the
population to receive around 40 per cent of total
income, the middle class the same share, and the
poorest 40 per cent only about 20 per cent. In
these “40:40:20” societies, the average income of
the middle class is equal to the national average,
and the average income of the richest 20 per cent
is just double that of the middle class, and four
times greater than that of the poorest 40 per cent.

In most developed countries there is a
“40:40:20” pattern - or the income share of the
middle class is greater than that of the richest
quintile. The only exceptions are Australia, Ire-
land, New Zealand and the United States, in which
the share of the richest quintile has recently been
44-46 per cent of total income.

A few developing countries have 40:40:20
societies, but most are high-inequality countries or
in an intermediate category, where the richest 20
per cent of the population receive sometimes more,
and sometimes less, than 50 per cent of the total
income. The developing countries which have a
60:30:10 distribution are mainly in Latin America
and Africa (chart 8). Only three developing econo-
mies can be classified as having 40:40:20 societies
on the basis of income, rather than consumption
expenditure, shares: the Republic of Korea, Tai-
wan Province of China, and Nepal.” East Asia
includes economies with both lower and higher lev-
els of inequality. Thailand stands out as a highly
unequal society, whilst Malaysia is one of the nine
countries in the intermediate category in which the
richest quintile receives more than 50 per cent of
total household income. Some data on income,
rather than consumption expenditure, for Indone-
sia also suggest that that country too, like Hong
Kong and Singapore, is in the intermediate cat-

egory.’

Overall, this pattern confirms the continuing
existence of a major difference between develop-
ing and developed countries which was identified
over 40 years ago by Kuznets:

The former [developing countries] have no
“middle” classes: there is a sharp contrast
between the preponderant portion of the
population whose average income is well
below the generally low country-wide av-
erage, and a small top group with a very
large relative income excess. The developed
countries, on the other hand, are charac-
terized by a much more gradual rise from
low to high shares, with substantial groups
receiving more than the high countrywide
income average, and the top groups securing
smaller shares than the comparable ordi-
nal groups in underdeveloped countries.’

A more precise view of the North-South di-
vide in terms of distribution of the national income
can be gained if the relationship between income
inequality and GNP per capita is examined. Using
a GNP per capita of $3,000 (in 1987 prices) to
mark off developing countries from the developed
market economies for the 74 countries for which
data are available (a threshold which separates low-
income, lower-middle income and most
upper-income developing countries from richer
countries), it is apparent that:

(i) Income inequality is greater in the developing
countries, except for the very poorest, than in
the richer countries;
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Chart 8

RECENT PATTERNS IN PERSONAL INCOME DISTRIBUTION IN 92 COUNTRIES
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(42) U.R.Tanzania
(43) Jamaica (E)
(44) New Zealand

(46) Niger (E)
(47) United States

(65) Indonesia (E)
(66) Portugal

(67) Kazakhstan

(68) Lao P.D.R (E)
(69) Pakistan (E)

(70) Nepal

societies
Share of richest 20 per cent
> 50 per cent < 50 per cent

(1) Brazil (15) Honduras (28) Hong Kong (51) Kyrgyzstan (74) Germany (84) Latvia
(2) South Africa (16) Dominican Rep. (29) Nigeria (E) (52) Rep. of Korea (75) Taiwan P. of China (85) Netherlands
(3) Guatemala (17) Nicaragua (E) (30) Bolivia (E) (53) Ghana (E) (76) Hungary (86) Luxembourg
(4) Zimbabwe (E) (18) Colombia (31) Uganda (E) (54) Lithuania (77) Czech Rep. (87) Ukraine
(5) Kenya (E) (19) Malaysia (32) Jordan (E) (55) France (78) Slovenia (88) Spain (E)
(6) Chile (20) Sri Lanka (33) Bahamas (56) Japan (79) Denmark (89) Belgium
(7) Lesotho (E) (21) Puerto Rico (34) Singapore (57) Bulgaria (80) Russian Fed. (90) Canada
(8) Panama (22) Ecuador (E) (35) Algeria (E) (58) China (81) ltaly (91) Finland
(9) Mexico (23) Philippines (36) Australia (59) Norway (82) Romania (92) Slovakia
(10) Botswana (E) (24) Costa Rica (37) Tunisia (E) (60) Moldova (83) Belarus
(11) Guinea-Bissau (E) (25) Peru (E) (38) Mauritania (E) (61) Greece (E)
(12) Senegal (E) (26) Turkey (39) Morocco (E) (62) India (E)
(13) Thailand (27) Madagascar (E) (40) Bangladesh (63) Egypt (E)
(14) Venezuela (41) Estonia (64) United Kingdom

)

)

)

)

)

)

)

(48) Cote d’lvoire (E)
(49) Mauritius (E)

)
)
)
)
)
(45) Ireland
)
)
)
)
(50) Viet Nam (E)

(71) Poland
(72) Sweden
(73) Rwanda (E)

Source: UNCTAD secretariat calculations, based on a data set compiled by Deininger and Squire, op. cit. (see also text).
Note: The chartis based on the most recent data reported for each country. These are for 1987 or later, except for Botswana
(1986), Bangladesh (1986), France (1984), Germany (excluding the new Lander, 1984), Luxembourg (1983), Japan
(1982), Nepal (1984) and Rwanda (1983). Countries are ordered in the chart and the list according to the shares of the
richest 20 per cent of the population. The suffix (E) indicates that distribution data for the country concerned are for
consumption expenditure shares which, owing to savings, are lower than the income shares used for the other countries.
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Table 33
INCOME INEQUALITY SINCE 1970, BY REGION
Gini coefficient Ratio of richest quintile to poorest
(in per cent)
Number of
Region? countries 1970-1979 1980-1989 1990-1994 1970-1979 1980-1989 1990-1994
Developed market-
economy countries 12 31.60 32.02 32.78 5.59 5.56 6.02
Transition economies
Eastern Europe 4 22.34 22.94 27.85 3.09 3.13 4.05
Russian Federation® 26.40 30.53 5.08
China 31.51 36.20 4.74 6.10
Developing countries
Latin America 10 49.86 51.39 14.46 15.58
East Asia 7 41.08 40.98 8.29 8.20
Sub-Saharan Africa® 10 44.64 9.52
North Africa® 4 38.03 6.57
South Asia® 2 31.06 31.73 31.28 4.56 4.71 4.63

Source:

Note:

(i)

(iii)

and Wealth, Vol. 39, No. 1, March 1993, table 4A.

As for chart 8, and M.V. Alexeev and C.G. Gaddy, “Income Distribution in the USSR in the 1980s”, The Review of Income

Figures are unweighted averages of Gini coefficients and income or expenditure ratios for available years in each period.

a Developed market-economy countries: Australia, Belgium, Canada, Denmark, Finland, Italy, Netherlands, New Zealand,

Norway, Sweden, United Kingdom, United States; Ea
Latin America: Brazil, Chile, Colombia, Costa Rica,

stern Europe: Bulgaria, former Czechoslovakia, Hungary, Poland;
Dominican Republic, Guatemala, Mexico, Panama, Puerto Rico,

Venezuela; East Asia: Hong Kong, Malaysia, Philippines, Republic of Korea, Singapore, Taiwan Province of China,

Thailand; sub-Saharan Africa: Ghana, Guinea-Bissau,
of Tanzania, Zimbabwe; North Africa: Egypt, Jordan,
b The Gini coefficient for 1980-1989 is for the former R

Kenya, Mauritius, Niger, Nigeria, Senegal, Uganda, United Republic
Morocco, Tunisia; South Asia: India and Pakistan.
ussian Soviet Socialist Republic and relates to 1988 only.

¢ Calculations are based on consumption expenditure and measured inequality is hence not directly comparable with
other regions, for which measures are based on income data.

The variance in inequality is greater among
the developing than the developed countries;

The main difference in the pattern of
inequality between developing countries and
the developed countries is that the richest 20
per cent of the population receives a much
higher proportion of total income in the
developing countries than in the developed,
whilst the middle 40 per cent receives a much
lower proportion. Differences between
developing countries and richer countries in
shares of the bottom 40 per cent are less
marked.

These patterns are apparent for both income
and consumption expenditure data, but they are
sharpest for the former.

2. Global trends

Regional trends in income inequality are sum-
marized in table 33. On the basis of the Gini
coefficient it is evident that so far in the 1990s
income inequality has increased sharply from rela-
tively low levels in the former socialist countries
of Eastern Europe and also in China. Greater in-
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equality is also evident in Latin America in the
1980s. The ratio of the average incomes of the
richest to those of the poorest quintiles of the popu-
lation was over 15:1 in those countries. The ratio
is also particularly high in Africa, considering that
it is based on expenditure data.

These regional averages mask different coun-
try trajectories in inequality. From all available
evidence, it is apparent that there were widespread
tendencies for inequality to increase during the
1980s.1° Estimates for 16 developed market econo-
mies show that inequality was rising in nine of
them. The rise was modest in Belgium, the Neth-
erlands and Germany (a 1-2 percentage point
increase in the Gini coefficient) and somewhat
greater in Australia, Japan, Sweden, United States
and, especially, the United Kingdom. Ofthe former
socialist countries of Eastern Europe, where in-
equality has increased sharply against the
background of shrinking overall income, the Gini
coefficient rose by 10 points between 1987 and
1993 in Bulgaria, by over 5 points in Romania,
and by between 2 and 5 points in Poland, Hungary
and the Czech Republic.

While there was a pronounced tendency for
inequality to increase in Latin America during the
debt crisis of the 1980s, the subsequent recovery
has not been sufficient to reverse this tendency,
largely because of sharp changes in policy stance
that are discussed in the next chapter. Thus, com-
paring the Gini coefficient in 1979-1981 with that
in 1989-1990, it is apparent that it was higher in
the later period in Argentina (Buenos Aires), Bra-
zil, Chile, Panama, and Venezuela (but in Colombia
it was lower). The coefficients were relatively sta-
ble in Uruguay and Mexico. The latest available
statistics on the distribution of income among ur-
ban households show that, although there was some
improvement, the income shares of the richest 20
per cent of the urban population remained higher
in the early 1990s than the early 1980s in Argen-
tina, Brazil, Costa Rica, Mexico, Panama, and
Venezuela. Unambiguous declines in inequality are
apparent in Uruguay and Bolivia (table 34).

In Africa, it is possible that in some countries
there has been a process of “equalizing downwards”
across much of the personal income distribution
as monetary sectors have contracted relative to
subsistence sectors, real wages have fallen and
consumer demand for the goods and services of
urban informal sector activities has declined. In
this process, the rural-urban gap, measured in terms

Table 34

INCOME DISTRIBUTION AMONG URBAN
HOUSEHOLDS IN LATIN AMERICA
IN VARIOUS YEARS SINCE 1979

(Percentage)
Share of

Poorest  Richest  Richest

40 20 10

Country Year per cent per cent per cent
Argentina? 1980 17.4 45.3 30.9
1986 16.2 48.7 34.5

1994 13.8 51.1 34.2

Bolivia 1989 12.1 54.3 38.2
1994 15.1 51.5 35.4

Brazil 1979 11.8 56.0 39.1
1987 9.8 60.8 44.3

1993 11.8 58.7 42.5

Chile 1987 12.7 56.1 39.6
1994 13.4 55.6 40.4

Colombia 1980 11.0 58.8 41.3
1986 13.1 51.4 35.3

1994 11.6 57.2 41.9

Costa Rica 1981 18.9 40.1 23.2
1988 17.2 43.3 27.6

1994 17.4 43.5 27.5
Guatemala 1986 12.5 52.0 36.4
1989 12.0 53.5 37.9

Honduras 1990 12.3 55.0 38.9
1994 13.3 52.5 37.2

Mexico 1984 20.2 41.2 25.8
1989 16.3 51.3 36.9

1994 16.8 49.6 34.3

Panama 1979 15.5 459 291
1986 14.3 48.9 33.0

1994 13.8 51.6 37.4

Paraguay® 1986 16.4 48.9 31.8
1994 16.2 49.8 35.2

Uruguay 1981 17.7 46.4 31.2
1986 17.8 48.3 33.6

1994 21.7 40.0 25.4

Venezuela 1981 201 37.8 21.8
1986 16.2 451 28.9

1994 16.7 46.4 31.4

Source: ECLAC, Statistical Yearbook for Latin America and
the Caribbean, 1996 Edition (United Nations
publication, Sales No. E/S.97.11.G.1).

a The metropolitan area only.



110

Trade and Development Report, 1997

Table 35
RECENT CHANGES IN INCOME DISTRIBUTION AND PER CAPITA GNP
IN SUB-SAHARAN AFRICA
Average annual
Scope of growth of real
Country survey Year Gini coefficient? GNP per capita®
(Per cent) (Per cent )

Céte d’lvoire National 1985 41.2 44.6 -3.77
1988 36.9 34.6

Ethiopia Rural 1989 40.8
1994 451

Ghana National 1988 35.9 40.9 1.39
1992 33.9 40.8

Kenya Rural 1981 50.8 -0.31
1992 55.6

Mauritius National 1986 39.6 6.11
1991 36.7

Nigeria National 1986 37.0 38.1 1.09
1993 375 43.5

Uganda National 1989 33.0 0.87
1992 40.8

United Republic Rural 1983 53.5 1.14

of Tanzania 1991 76.7

Source: The source indicated for chart 8, and also C. Jayarajah, W. Branson and B. Sen, Social Dimensions of Adjustment:
World Bank Experience, 1980-1993 (Washington, D.C.: The World Bank, 1996).
a Figures in the second column for the Gini coefficient are from the second source indicated.

b From the first to the second year shown.

of the ratio of wage earners’ incomes to incomes
of farmers on small holdings, has disappeared. An
example of “equalizing downwards” is Cote
d’Ivoire (see table 35). By contrast, large increases
in the Gini coefficient for household expenditures
are evident in Uganda, and also in Nigeria accord-
ing to some estimates. A tendency which is
apparent in Kenya, United Republic of Tanzania
and Ethiopia is increasing rural inequality.

Turning to Asia, it is apparent that the crude
stereotype of East Asia as a zone of “low and de-
creasing inequality” is a misleading description not
only because some of the countries have relatively
high levels of inequality, but also because inequal-
ity has increased in many parts of East Asia in the

1980s. There was an increase in Hong Kong dur-
ing 1986-1991 and a particularly sharp one in
Singapore during 1979-1983, though it was mod-
erate thereafter. Inequality appears to have been
increasing in Taiwan Province of China since 1980,
and in the Republic of Korea since the late 1980s.
In Thailand the strong upward trend towards
greater inequality which started in the mid-1970s,
following the shift towards a more export-oriented
strategy, continued in the 1980s. Declining inequal-
ity is apparent in Indonesia and the Philippines and
also, during 1979-1987, in Malaysia, though in that
country the downward trend may not have contin-
ued in the 1990s. In South Asia, Sri Lanka stands
out as a country in which inequality has continued
to rise.
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3. Growth and inequality

From the available data set it is possible to
trace the evolution of income inequality in 16 de-
veloping economies'' since the late 1960s or early
1970s. Trend analysis indicates no clear relation-
ship between per capita income and inequality.
Economies such as those of Taiwan Province of
China and Thailand grew relatively rapidly, but
inequality increased in the latter case but not in
the former. Similarly, growth was slow in both
Sri Lanka and the Philippines, but while inequal-
ity rose significantly in the former country, it fell
in the latter.

The share of total income received by the
poorest 40 per cent of the population declined dur-
ing this period in 11 of the 16 countries, but at a
very slow rate. Their absolute per capita income
fell only in Venezuela, which is also the only coun-
try of the 16 in which there was a downward trend
in real GNP per capita over the entire 20-year pe-
riod. For eight of the nine countries in which the
growth of real GNP per capita is statistically sig-
nificant, the growth in incomes of the poorest 40
per cent is also statistically significant, confirm-
ing their dependency on economic expansion for
an increase in their income. In Chile and Thai-
land, in particular, increased inequality has not been
associated with the absolute immiseration of the
poorest groups thanks to rapid growth. But the
main feature of the results is perhaps not these sta-
tistical relationships, but rather the finding that the
real incomes of the poorest 40 per cent of the popu-
lation grew by less than $12 per annum (in constant
1987 prices), or declined over this period, in 13 of
the 16 countries, the exceptions being the Republic
of Korea, Malaysia and Taiwan Province of China.

Trend analysis can be usefully supplemented
through analysis of changes in inequality and GNP
per capita during shorter episodes of change.!? One
way in which inequality analysts now do this is by
focusing on “spells” of change. For each country,
a “spell” of distributional change is defined as the
time between two comparable and consecutive
household surveys. For example, a country for
which income distribution data are available in
three household surveys (1973, 1980 and 1987)
enables analysis to be made for two “spells” (1973-
1980 and 1980-1987).

Table 36 shows the results of such analysis
for 22 countries, using income rather than con-

sumption expenditure data, which together provide
information on 94 spells of change. It is apparent
that inequality increases with growth as often as it
decreases.'”” But when the sample is broken up
into episodes of change during two different peri-
ods, distinguishing the period up to and including
1980 and that from 1980 onwards, a major shift is
apparent. First, inequality increases in only 42
per cent of the total spells of change in the first
period, but in the second it increases in 64 per cent
of the total spells. Second, inequality increased in
only 17 out of 39 spells in which growth in GNP
per capita occurred in the period 1965-1980, but
from 1980 to 1995 inequality increased in 19 out
of 29 such spells. For spells in which decline in
GNP per capita occurred (which are fewer in
number) there is also a shift, in the sense that de-
cline was much more likely to be associated with
increasing inequality after 1980 than before.

The sample on which these relationships are
based was necessarily determined by the availabil-
ity of data,'* but the findings suggest that the
growth-inequality relationship changed in the
1980s in ways which imply that growth is now
more unequalizing.

4. The changing relative positions of
income classes

A more detailed view of how inequality is
changing in developing countries can be obtained
by examining trends over time in the income shares
of the richest 20 per cent, the middle 40 per cent,
and the poorest 40 per cent. The charts in the an-
nex to this chapter', showing trends for 24
countries since the 1960s, indicate that:

* A recurrent pattern of distributional change
in the 1980s was an increase in the income
shares of the rich, which was almost
invariably associated with a fall in the income
shares of the middle class;

*  For many countries this was a reversal of
trends before 1980, which involved the
middle class gaining income shares whilst the
rich lost shares.

The countries in which divergence between the
rich and the middle classes occurred in the 1980s
are diverse. They include Bangladesh (post-1977),
Brazil (post-1986), Sri Lanka (post-1973), Mexico
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Table 36

RELATIONSHIP BETWEEN GROWTH PERFORMANCE AND CHANGES IN INCOME
INEQUALITY IN DEVELOPING COUNTRIES, 1965-1995

1965-1980 1980-1995 1965-1995
No. of Per cent No. of Per cent No. of Per cent

Spells associated with: spells of total spells of total spells of total
Positive GNP growth per capita

Inequality increasing 17 40 19 49 40 43

Inequality decreasing 22 51 10 26 39 41
Negative or no GNP growth per capita

Inequality increasing 1 2 6 15 8 9

Inequality decreasing 3 7 4 10 7 7
Total 43 100 39 100 94 100

Source: As for chart 8.

Note: The countries (and number of spells of change) covered for 1965-1995 are: Bangladesh (6); Brazil (11); Chile (3);
Colombia (5); Costa Rica (5); Dominican Republic (1); Gabon (1); Guatemala (2); Honduras (1); Malaysia (4); Mexico
(3); Panama (3); Philippines (3); Puerto Rico (2); Republic of Korea (10); Singapore (2), Sri Lanka (4), Taiwan Province
of China (10); Thailand (6); Trinidad and Tobago (2); Turkey (2); Venezuela (8). The sum of the spells of change for the
periods 1965-1980 and 1980-1995 is less than the number for 1965-1995, because some spells of change were omitted
in partitioning the data set. Countries for which data were only available for one period - Turkey, Trinidad and Tobago,
Guatemala and the Dominican Republic - were omitted. Spells of change which began before 1980 but ended after
1980 were also omitted, except for Bangladesh (1978-1981), Costa Rica (1977-1981), and Thailand (1975-1981), which
were classified as 1965-1980; and Puerto Rico (1979-1989), Venezuela (1979-1981) and Sri Lanka (1979-19781), which
were classified as 1980 and onwards. For Taiwan Province of China data after 1976 (which are reported annually) are

included as three-year averages.

(post-1977), Panama (post-1980), Venezuela (post-
1978), Guatemala (post-1978), Singapore
(post-1978), Thailand (post-1975), and United
Republic of Tanzania (post-1976). Of the eight
cases for which data are available for both the
1970s and the 1980s, there is a reversal from in-
creasing convergence to increasing divergence
between the rich and middle classes in six, which
was particularly marked in Sri Lanka, Panama and
Venezuela. A similar shift also occurred in Hong
Kong around 1980, and in India a trend of rich-
middle convergence in the late 1980s was reversed
after 1990, though it is not clear whether this rep-
resents a new trend.

An important feature of these patterns of di-
vergence is the scale of change, in terms of the
magnitude of the gap in income shares between the
richest 20 per cent and middle class. From table
37, it can be seen that in Thailand, for example,

the gap between the income shares of the richest
quintile and the middle class increased from 12
percentage points in 1975 to 28 in 1992, as the
richest group increased their share of total income
from 48 per cent to 58 per cent and the income
share of the middle class fell from 36 per cent to
30 per cent. The extent of change is such that some
countries are transforming from 40:40:20 socie-
ties into intermediate societies in which the richest
quintile receives 50 per cent of the total available
income of households, the middle class 36 per cent
and the poorest two quintiles 15 per cent; and some
intermediate societies, such as Thailand in 1975,
are transforming into 60:30:10 societies. For some
societies in Latin America with very high income
inequality the reversal from rich/middle-class con-
vergence to divergence halted a shift towards a
pattern in which the richest quintile received 50
per cent of total income, and re-established an
earlier pattern of a very unequal distribution.
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Table 37
PERIODS OF INCOME DIVERGENCE AND CONVERGENCE BETWEEN THE RICHEST
QUINTILE AND THE MIDDLE CLASS IN SELECTED DEVELOPING COUNTRIES
Divergence Convergence
(Income share of middle class falling (Income share of middle class rising
and share of richest quintile rising) and share of richest quintile falling)
Change  Size of Change Size of
Country Period in gap? gap® Country Period in gap? gap®
Bangladesh 1977-1986 +11 +12 Colombia 1978-1991 -7 +21
Brazil 1982-1989 +13 +38 Rep. of Korea 1980-1988 -3 +4
Chile 1971-1989 +19 +37 Malaysia 1976-1989 -6 +20
Mexico 1977-1989 +10 +29 Turkey 1968-1987 -16 +14
Panama 1980-1989 +11 +28 Chile 1989-1994 -5 +32
Sri Lanka 1973-1987 +13 +19 Indonesia 1976-1993 -3 +2
Thailand 1975-1992 +16 +28 Pakistan 1979-1991 -4 0
Venezuela 1979-1990 +16 +18 Hong Kong 1971-1991 -4 +14
Rep. of Korea 1969-1980 +9 +7 Costa Rica 1977-1989 -7 +14
India 1990-1992 +4 +4 Philippines 1965-1988 -9 +19

Source: As for chart 8.
a From beginning to end of period (percentage points).

b The share of the richest quintile minus the share of the middle class (percentage points) in the final year.

A second important feature of these patterns
is the degree of synchronization in the timing of
distributional changes in countries with very dif-
ferent economic structures and cultures.
Synchronized shifts can be taken as an indicator
that income inequality trends are increasingly be-
ing influenced by forces common to all the
countries, i.e. forces which are global in character,
and not just by particular national circumstances.
Precise identification of changes is difficult as the
household surveys on which the distributional data
are based are not conducted on an annual basis and
are for different years in different countries. But it
is apparent that in many countries a turning-point
from rich-middle class convergence to divergence
occurred during the late 1970s and early 1980s, a
period when the external environment of develop-
ing countries changed considerably. The reversal
may also reflect a common domestic policy re-
sponse to the changed circumstances.

Of the other cases which are depicted in the
annex, the Republic of Korea and Chile both ex-
hibit a pattern of increasing divergence between the
rich and middle-class income shares during certain

periods. However, in both instances there is a re-
versal in the opposite direction to that observed in
the majority of cases. The income divergence is
marked in Chile, where from 1971 to 1989 the gap
between the shares of the rich and the middle class
increased from 18 to 37 percentage points, as the
income share of the richest 20 per cent increased
from 52 per cent to 63 per cent of total income,
whilst that of the middle class declined from 34
per cent to 27 per cent. In the Republic of Korea
the share of the middle class in 1969 was actually
2 percentage points greater than that of the richest
quintile, but by 1980 the share of the latter was 7
percentage points greater than that of the middle
class. There was a change to convergence between
the rich and the middle class in Chile from 1989 to
1994 and in the Republic of Korea from 1980 to
1988 (see also table 37).

As regards the other countries in the annex to
this chapter, Costa Rica and Taiwan Province of
China also show signs of divergence in income
shares, particularly since 1985, but it is the poor-
est 40 per cent that loses shares to the rich, and to
the rich and middle class, respectively. A similar
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pattern, though much less pronounced, is also ap-
parent in Puerto Rico, with a shift from the 1970s
to the 1980s. Tendencies towards rich/middle-class
income convergence are apparent in Turkey, Ma-
laysia, the Philippines, Indonesia, and Pakistan, but
more so in Turkey than in the other four countries;
indeed, the tendency may have been reversed in
Malaysia. A characteristic which these five coun-
tries have in common is a large Moslem population.'®
Colombia and Jamaica also show tendencies for
rich and middle-class incomes to convergence.

The above patterns of change are also evi-
dent from a spell-of-change analysis of income
shares of different quintile groups, i.e. changes
between consecutive surveys. Table 38 classifies
patterns of changes in inequality into four basic
categories and two sub-categories, showing the fre-
quency of occurrence of these patterns of change
before and after 1980, distinguishing between de-
veloped and developing countries, and singling out
Latin America and East Asia among the develop-
ing countries. The patterns of change distinguished
are:

Type 1: Share of richest 20 per cent increasing,
share of middle class declining, and

(a) share of poorest 40 per cent rising, or
(b) share of poorest 40 per cent falling;

Share of richest 20 per cent falling, share
of middle class rising, and

Type 2:

(a) share of poorest 40 per cent rising, or
(b) share of poorest 40 per cent falling;

Share of richest 20 per cent and middle
class falling;

Type 3:

Share of richest 20 per cent and middle
class rising.

Type 4:

A number of conclusions can be drawn from
table 38:

*  The main pattern of change in both developed
market economies and developing countries
is either type 1 or type 2. Itisrare for both the
richest quintile and the middle class to be
gaining or losing shares together;

*  The share of the richest quintile increased
more frequently after 1980 than before,
particularly in developing countries. In
developed market economies, the share of the

richest quintile increased during 46 per cent
of the spells of change up to 1980 and 49 per
cent from 1980 onwards, while in the
developing countries the corresponding
increases were 45 per cent and 62 per cent,
respectively. The pattern of change in Latin
America and East Asia shows a striking
similarity. In Latin America, the richest
quintile gained in 33 per cent of the spells up
to 1980 and 55 per cent of the spells from
1980 onwards; in East Asia the increase was
from 50 per cent to 67 per cent. However,
unlike East Asia, in Latin America this shift
involved a reversal from rich/middle class
income convergence in the 1965-1980 period
(61 per cent of the spells) to a rich/middle
class divergence from 1980 onwards (55 per
cent of the spells);

* Indeveloped countries, whenever the richest
quintile increased their share and the middle
class lost ground (type 1 change), the poorest
40 per cent also tended to lose ground. In
developing countries, this pattern is also
apparent, though it was more marked in the
1970s, particularly in East Asia;

J In developed countries, whenever the middle
class gained ground and the richest quintile
lost income shares (type 2 change), the
poorest 40 per cent also tended to gain income
shares. Butin the developing countries, when
the middle class gained ground, the poorest
40 per cent were just as likely to gain as to
lose income shares in the 1970s, while in the
1980s they were more likely to lose;

*  There is a major difference between Latin
America and East Asia concerning the
changing position of the bottom 40 per cent.
In Latin America, this group gained shares in
44 per cent of the spells up to 1980, but in
only 30 per cent of the subsequent ones. In
East Asia, they gained shares in 41 per cent of
the spells up to 1980, but this proportion
increased to 44 per cent thereafter.

The findings of this spell-of-change analysis,
like that which focuses on growth and inequality,
reflect the experience of the countries for which
data are available. However, the results suggest
that by focusing only on poverty much analysis of
the experience of the 1980s has missed some cru-
cial changes which have taken place in income
distribution in developing countries, namely: (i) the
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Table 38
PERSONAL INCOME DISTRIBUTION IN 1965-1995, BY REGION: FREQUENCY OF
OCCURRENCE OF DIFFERENT TYPES OF CHANGE
Type of change Number of spells
Direction of change of income Developed
share of the: market
economies? Developing countries®?
richest middle poorest
20 per cent class 40 per cent All regions Latin America East Asia
1965- 1980- 1965- 1980- 1965- 1980- 1965- 1980-
1980 1995 1980 1995 1980 1995 1980 1995
1(a) Up Down Up 4 1 5 10 3 4 2 5
1(b) Up Down Down 19 27 15 12 3 7 8 4
Total 1 Up Down  Up/Down 23 28 20 22 6 11 10 9
2(a) Down Up Up 23 22 12 3 4 2 6 0
2(b) Down Up Down 10 14 11 8 7 5 4 2
Total 2 Down Up Up/Down 33 36 23 11 11 7 10 2
3 Down Down Up 6 6 2 3 1 0 1 3
4 Up Up Down 9 12 1 4 0 1 1 3
5 No change 2 1 0 1 0 0 0 1
Others® 6 3 0 1 0 1 0 0
Total 79 86 46 42 18 20 22 18
Source: As for chart 8.

a The countries covered (and number of spells) are: Australia (8); Canada (19); Denmark (3); Finland (10); Germany (5);
Ireland (2); Italy (11); Japan (16); Netherlands (8); New Zealand (11); Norway (7); Sweden (13); United Kingdom (26);

United States (26).

b Those listed in table 36, with the addition of Hong Kong (3 spells in each period).
¢ Cases where either the share of the richest quintile or of the middle class stays constant while that of the other changes.

increasing share of the richest 20 per cent of the
population; and (ii) the declining share of the mid-
dle class. Indeed, what may be the main story of
the 1980s is that trends of the 1970s, when a rela-
tively richer middle class was emerging, were
reversed. Itis this group that appears to have been
hardest hit in relative terms in the 1980s. In situa-
tions of economic decline, the implications of
decreasing shares of the middle class are not nec-
essarily as serious as declining shares for the

poorest 40 per cent. But the withering of the mid-
dle class - and the reinforcement of a pattern of
society in which there is a small rich group at the
top and a very thin layer of middle class, and the
bottom 40 per cent of the population have average
incomes about one third to one half of the national
average - has important socio-political and eco-
nomic implications which in the long run are
probably more significant for the consumption
standards of the poor.
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C. Inter-country differences in income inequality

The evidence examined in the previous sec-
tion indicates that there are important differences
among countries in the degree of income inequal-
ity, not only between countries at different levels
of economic development, but also among those at
similar levels. While in general income inequality
is greater in developing than in developed coun-
tries, there are also significant differences within
the developing world.

Why income inequality is greater in some
countries than in others is one of the most difficult
and intriguing questions for economic analysis. The
traditional answer that enjoyed a certain degree of
consensus sought to explain these differences in
terms of how income distribution changed in asso-
ciation with economic development. According to
this view, pioneered by Simon Kuznets, income
inequality increases in the early stages of develop-
ment and then decreases. Under this so-called
“inverted-U” hypothesis, income inequality can be
expected to be greater in the middle-income coun-
tries than in both the least developed countries and
the industrialized countries. Underlying this ap-
proach is the idea that the economic development
process involves a transition from a low-produc-
tivity agrarian economy to a high-productivity
industrial one. Income inequality tends to rise in
the process of industrialization not only on account
of earnings differentials between agriculture and
industry, but also because of the increased importance
of industrial incomes, which are distributed less
equally than agricultural incomes. However, as in-
dustry takes over and average incomes rise, earnings
differentials associated with productivity differences
will fall. Consequently, a turning-point will be
reached after which income distribution improves
as the level of income rises. On this view, there-
fore, growth is first unequalizing, then equalizing.

An analysis of various forces influencing in-
come distribution in different phases of economic
development is undertaken in the subsequent sec-
tion. Here an assessment is made of the extent to
which inter-country differences in income distri-

bution can be attributed to differences in levels of
development, and of whether other factors also need
to be taken into account.

Evidence based on cross-country analysis of
the relationship between per capita income and in-
equality broadly confirms the existence of the
inverted-U pattern in which inequality is lowest in
low-income and high-income countries and high-
est in middle-income countries, although a number
of studies failed to establish such a relationship."’
The evidence analysed above also points to a sys-
tematic relationship between inequality and per
capita income, particularly when the former is
measured in terms of the income shares of the rich-
est quintile and the middle class.

Nevertheless, there can clearly also be con-
siderable variations in income distribution among
countries at similar per capita income levels. At-
tention has been focused on a number of factors in
cross-country studies to explain these variations. '
Although these factors are often closely correlated
with income, they are also strongly influenced by
policy choices.

The first set of such factors identified in cross-
country studies relates to the production structure.
Since earnings are usually closely linked to pro-
ductivity, large productivity differences among
different sectors of an economy can be expected to
yield a high degree of income inequality unless they
are corrected through redistributive policies. In-
deed, this is one of the main ideas underlying the
original Kuznets thesis. However, there need not
be a one-to-one correspondence between average
per capita income and inter-sectoral differences in
productivity. Therefore, other things being equal,
the greater the duality in the structure of produc-
tion associated with a given average per capita
income, the greater the degree of inequality. In-
deed a number of studies have found evidence of a
close correlation (though not necessarily a linear
relationship) between income inequality and a
number of variables reflecting the extent of dual-
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ity, such as the proportion of wage labour in the
total labour force, the share of agriculture in GDP,
and the share of primary goods in exports.

A second factor explaining inter-country vari-
ations in inequality is population growth. Although
the latter generally declines as per capita income
rises, there are still considerable variations in popu-
lation growth rates among countries at similar
income levels. Generally, inequality has been found
to be greater where population growth is faster.
There may be various reasons for this relationship.
One is that the dependency burden can be higher
for poorer income groups, because of the observed
tendency for fertility rates to decline with rising
income and education. Another is that faster popu-
lation growth slows the rate of labour absorption
(other things being equal) and thereby reduces the
share of labour income in output.

It is generally agreed that one of the most
important factors underlying inequality is the level
of and access to education. There is a two-way
link. On the one hand, an unequal distribution of
income tends to prevent the poor investing in edu-
cation and acquiring skills. As discussed at greater
length in chapter V below, this can be a serious
impediment to growth. On the other hand, an un-
equal distribution of educational opportunities leads
to greater inequality in income distribution by wid-
ening skill and productivity gaps in the working
population. In this respect, too, there are consid-
erable variations among countries at similar income
levels. In most cross-country studies higher levels
of secondary school enrolment are associated with
lower levels of inequality. Differences in educa-
tion are also among the most important factors
explaining inequality in labour income within coun-
tries. For instance, a recent study of 10 Latin
American countries for the 1980s attributed about
25 per cent of inequality among workers’ incomes
to differences in educational levels, with factors
such as sex, ethnic origin, age, occupation, and firm
size explaining the rest."”

It should, however, be noted that a higher av-
erage level of educational attainment is not
necessarily associated with less educational in-
equality. Indeed, according to one estimate
educational inequality increases until the average
duration of schooling of the labour force reaches
about 6.8 years, when further expansion of educa-
tion is associated with declining inequality. The
average educational attainment in most develop-
ing countries is below this threshold level,

particularly in sub-Saharan Africa and South
Asia.?® If the above threshold were to hold gener-
ally, then educational expansion in all these cases
could be associated with increasing educational
inequality, particular if emphasis is placed on sec-
ondary and higher education, rather than on the
education of people without any schooling.

The focus on education highlights the crucial
importance of ownership of assets for income dis-
tribution. However, inequality in the distribution
of human capital is not the only, or even the princi-
pal, determinant of income inequality. Distribution
of material wealth, and hence of value added be-
tween labour and property-owning classes, is
equally and even more important. Indeed, large
income inequalities are often associated with con-
siderable concentration of material wealth,
particularly in developing countries. Exclusive
focus on education and human capital thus permits
only a partial understanding of the factors influ-
encing distribution in market economies. More
importantly, as discussed in chapter V below, it also
has the effect of delinking the analysis of growth
from that of distribution, for the behaviour of the
capitalist class is central to capital accumulation
and technical progress, on which the real incomes
of both property owners and workers depend.

Just as for incomes, there are considerable
variations among countries at similar income lev-
els in the distribution of wealth. Evidence from
OECD countries shows that wealth inequality tends
to be much higher than income inequality. Gini
coefficients of household wealth distribution (rang-
ing from 0.65 to 0.71 in the United Kingdom,
Germany, France, Canada, Sweden and Australia,
and coming close to 0.80 in the United States and
0.52 in Japan in the 1980s) are considerably above
those for income distribution. Although roughly
comparable in terms of wealth inequality, Australia
has distinctly higher, and Sweden distinctly lower,
income inequality than the United Kingdom. How-
ever, within individual countries concentration of
wealth and of income tends to move together; for
instance, in the United States household wealth held
by the richest 1 per cent fell from 44 per cent in
1929 to 20 per cent in 1972, but rose to 34 per
centin 1992. Income inequality followed a similar
path, dropping significantly in the postwar period,
but rising sharply during the past two decades.

There is little information on the distribution
of wealth in developing countries. However, data
on land ownership show that it was highly concen-
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Table 39
INEQUALITY OF LAND DISTRIBUTION IN SELECTED DEVELOPING
COUNTRIES AND REGIONS
Gini coefficient of
Country/region Year/period land distribution
Latin America
Peru 1961 0.95
Venezuela 1961 0.94
Argentina 1970 0.87
Colombia 1960 0.87
Brazil 1960 0.85
Uruguay 1966 0.83
Asia
India 1953-1954 0.69
1961-1962 0.58
1971-1972 0.59
Indonesia 1973 0.56
Pakistan 1972 0.52
Philippines 1971 0.52
Taiwan Province of China 1960-1961 0.47
Thailand 1978 0.46
Bangladesh 1977 0.45
Middle East and Mediterranean
Iran (Islamic Republic of) 1960 0.62
Turkey 1960 0.61
Africa
Botswana (Traditional holdings) 1968-1969 0.50
Cote d’lvoire (Traditional sector) 1973-1975 0.42
Kenya (Registered smallholdings) 1969 0.55
Malawi (Smallholdings) 1968-1969 0.41
Mozambique (Traditional sector) 1970 0.42
(Modern sector) 1970 0.81
Nigeria (Northern farm crops) 1963-1964 0.43
(Eastern farm/tree crops) 1963-1964 0.56
(Western farm/tree crops) 1963-1964 0.40
Somalia (Five districts) 1968 0.55
Zambia (Commercial sector) 1970-1971 0.76
Ghana (All holdings) 1970 0.64

Source: R.M. Sundrum, Income distribution in Less Developed Countries (London and New York: Routledge, 1990); D. Ghai and
S. Radwan, “Agrarian change, differentiation and rural poverty in Africa: A general survey”, in D. Ghai and S. Radwan
(eds.), Agrarian Policies and Rural Poverty in Africa (Geneva: ILO, 1983).

trated in Latin America in the 1960s compared to
most other countries and regions (table 39). A
study on the Republic of Korea suggests that fi-
nancial assets could well be more unequally

distributed than real assets. In the late 1980s, it is
estimated that the Gini coefficients in that country
for such assets were 0.77 and 0.60, respectively
(as against 0.40 for income). At that time 43 per
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cent of the wealth was owned by the richest 10 per
cent of the population.?!

The effect of wealth distribution on income
inequality can be expected to be stronger in devel-
oping countries. Indeed, evidence suggests that for
such countries there is a positive and rather strong
relationship between the distribution of operational
land holdings and income inequality.?> On the other
hand, property incomes appear to constitute a much
larger share of total personal income in developing
countries than elsewhere. While in the 1980s and
early 1990s such incomes ranged from 7 per cent
to 16 per cent in Canada, Australia, New Zealand
and the United Kingdom, estimates put them as high
as 21 per cent in urban Colombia in 1967, 25 per
cent in Taiwan Province of China in 1968, and over
20 per cent in Chile in more recent years.”® An
important reason for this contrast (discussed in
greater detail in chapter V) is that, while in indus-
trial countries property incomes tend to be retained
in corporations and pension funds, in developing
countries they are more likely to accrue to house-
holds. Comparatively high shares of property
income in personal incomes magnify the effects of
wealth inequality on income inequality.

It is also generally agreed that socio-political
variables are important determinants of equality.
In that respect, attention is often drawn to the low
level of inequality in the former socialist countries.
Again, as noted above, inequality appears to be
low, given their GNP per capita, in some countries
with a large Moslem population. It has also been
suggested that income inequality is lower in rich
countries because “societal tolerance for income
inequality” is lower. The level of income inequal-
ity is seen from this perspective as a social choice
which countries make within their structural
limits.>*

It should be noted that these factors offered
to explain inter-country differences in income in-
equality are derived from a comparative static
analysis which compares various characteristics
of different countries at different levels of devel-
opment, and hence makes no attempt to describe
how inequality may change in the process of na-
tional development. This issue is taken up in the
following section, where various forces operating
on income distribution in different phases of de-
velopment are discussed.

D. Surplus labour, growth and income inequality

1. Forces making for greater or lesser
inequality

While it is very difficult to account fully for
inter-country differences in income inequality, it is
virtually impossible to construct a single model to
describe how income distribution evolves in the
course of economic development. Consequently,
attention will be focused on a number of key forces
that tend to operate on personal income distribu-
tion through their effects on various functional
categories of income at different phases of devel-
opment, with the aim of shedding some light on the
possible causes of changes that have occurred dur-
ing recent decades, and on the way policy has
influenced these changes.

In societies with surplus labour, which may
take the form of open unemployment, underemploy-
ment or disguised unemployment in a multiplicity
of low-productivity activities, a necessary condi-
tion for declining inequality is that demand for
labour should increase. But whether increased
employment is sufficient to reduce inequality de-
pends on a host of other factors.

For surplus labour to be absorbed, employ-
ment opportunities must expand faster than the
labour force. Both the rate and labour-intensity of
economic growth are thus important. But the popu-
lation growth rate also affects the speed with which
surplus labour is absorbed. If economic and
demographic conditions are favourable, a turning-
point can be reached at which the surplus labour
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is fully absorbed and the labour force is fully and
productively utilized.” Before that point, changes
in income distribution depend on what happens to
wages and productivity. Ifreal wages remain con-
stant while employment is expanding and labour
productivity is rising, income inequality can be
expected to increase.

Initially, much of the surplus labour is in ag-
riculture, and earnings in that sector set a lower
limit to real wages in the modern sector. There-
fore, how real wages move in the modern sector as
surplus labour is absorbed depends very much on
productivity and earnings in agriculture. Because
of disguised employment, output in agriculture can
be kept constant while labour input is reduced.
Thus, a transfer of labour to industry would raise
average labour productivity, and hence earnings,
in agriculture. However, if labour absorption is
slow and output per hectare remains constant, then
agricultural earnings would remain sluggish and
real wages in the modern sector can be kept stable
despite increased employment. Under these condi-
tions, income distribution is likely to worsen as
surplus labour is absorbed, for reasons which also
underlie the inverted-U hypothesis. Although av-
erage earnings of labour in the economy as a whole
would increase as employment is raised in the mod-
ern sector, the dispersion of earnings would be
greater to the extent that the gap between the mod-
ern and traditional sectors remains large.
Furthermore, profits would increase relative to
wages. The implication of all this is that a process
of industrialization, wherein agriculture consider-
ably lags behind industry, can be expected to result
in a significant worsening of income distribution.
Furthermore, the slower the pace of accumulation
and job creation in industry, the longer the persist-
ence of inequality.

Income distribution can worsen even when
agricultural earnings and industrial real wages are
both rising. This may happen not only because
real wages in industry lag behind productivity
growth, but also because inequality in agriculture
increases as earnings in different segments of the
sector expand at different rates. How far they do
so depends, in large part, on the nature of agricul-
tural development. If it is broad-based, benefiting
large segments of the rural population, then the
forces making for greater equality will be strength-
ened. In this respect, greater equality in the initial
distribution of land would certainly be a key fac-
tor. However, the labour intensity of agricultural
development also plays an important role. If la-

bour is released faster than it can be productively
absorbed by industry, then the surplus labour would
simply be transferred from rural areas to the ur-
ban informal sector, exerting a downward pressure
on real wages.

Once the surplus labour is fully absorbed,
growth would slow down and be restricted to what
can be attained through increases in the labour force
and in productivity. At this point the labour mar-
ket would tighten, creating forces making for
greater equality. Sustained growth of real wages
depends on continuous upgrading to technology-
and skill-intensive products. Such a process can
again lead to greater inequality if there are short-
ages of skilled labour. However, without upgrading,
there is a danger that real wages will need to fall in
order to ensure competitiveness with newly emerg-
ing low-cost producers. If rapid investment and
technological progress enhance labour productiv-
ity and ensure competitiveness while education
policies continuously upgrade skills, rapid wage
growth can be sustained and in such circumstances
income inequality may start to decline.

Changes in income distribution are also a func-
tion of the strength of the underlying tendency
towards increasing inequality that is inherent in the
relationship between wealth accumulation and in-
come inequality. This tendency is rooted in the
simple fact that wealth created through industri-
alization and accumulation tends to be concentrated
in the hands of the rich, constituting the basis for
greater income inequality. The degree of concen-
tration of wealth, and hence its effects on
distribution, in turn, depends on how far the initial
stages of development led to inequality.

These considerations suggest that policies can
play a key role in changes in income distribution.
In the early stages of labour absorption, agricul-
tural policies, as well as policies designed to
accelerate accumulation in industry, greatly influ-
ence both the speed with which the surplus labour
is absorbed and the pattern of income distribution.
Industrial, education and manpower policies gain
added importance as the economy moves up the
technology ladder.

2. The experience

The sequence of changes in an economy with
labour surplus described above is stylized. But
the operation of various forces, some making for
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greater inequality and others making for less, is
apparent in the recent experience of three groups
of countries: first, those which passed the turn-
ing-point at which labour surplus is absorbed, and
have also upgraded their production structure (e.g.
Japan and the first-tier NIEs); second, those which
have been successfully absorbing the surplus la-
bour through sustained and rapid growth, but so
far without significant industrial upgrading (e.g.
Chile, Malaysia, Mauritius and Thailand); and
third, those which have not been able to sustain
rapid growth and absorb surplus labour. The last
group contains the vast majority of developing
countries, although there is considerable difference
among them in the degree of industrialization
achieved. In a number of them, notably the mid-
dle-income countries, the surplus labour is
primarily in the urban sector, while in others it is
largely in rural areas, although urban unemploy-
ment and underemployment can still be significant.

Changes in the pattern of income distribution
vary considerably in the earlier stages among the
countries in the first two groups, in large part be-
cause of differences in their initial distribution of
wealth and the policies pursued for agricultural
development and industrial accumulation. The
most successful East Asian economies, namely Ja-
pan during its high-growth period and the first-tier
NIEs, started with a substantial labour surplus.?
Both Taiwan Province of China and the Republic
of Korea were typical of most developing econo-
mies in that the surplus was in rural areas; in Japan
many people returned to the primary sector after
military demobilization, while in Hong Kong and
Singapore there were high levels of urban unem-
ployment and underemployment.

In Japan, income inequality increased from
1953 until the early 1960s, when full employment
was reached, largely because of divergent income
trends for agricultural and non-agricultural house-
holds and because the share of profits rose in
industry. After the turning-point, income inequal-
ity decreased as both of these trends were reversed.
The precise timing of the turning-point is less clear
in the Republic of Korea, but it appears to have
been in the second half of the 1970s. The country
started with a relatively equal income distribution
due in large part to a high degree of equality in
land ownership. There was little change in overall
income inequality, as measured by the Gini coeffi-
cient, during 1964-1970; the shares of the richest
quintile and the middle class declined slightly, while
that of the bottom 40 per cent rose (see annex).

However, income inequality rose sharply thereaf-
ter until 1976, principally because real wage
growth, though rapid, lagged considerably behind
productivity growth. The labour market tightened
in the second half of the 1970s, when there was a
phenomenal growth in real wages, closely track-
ing rising labour productivity growth. Starting in
1980, the share of the poorest 40 per cent rose at
the expense of the richest 20 per cent, while that
of the middle class was constant. Demand for
skilled labour increased considerably because in-
dustrial upgrading started before full employment
had been reached. However, wage differentials
both between college and high school graduates and
between college and elementary school leavers fell
from 1976 onwards after rising in the earlier pe-
riod, thanks in large part to education policies.

The full employment turning-point was passed
in Taiwan Province of China earlier than in the
Republic of Korea, in the late 1960s. Income dis-
tribution improved significantly in the 1950s, but
in most of the following decade it changed little
largely because equalizing and unequalizing forces
were broadly in balance. The share of agricultural
incomes declined rapidly, and there was a signifi-
cant rise in non-agricultural property income.
However, inequality declined considerably within
agriculture. Furthermore, the falling share of ag-
riculture took place in the context of a rapid
transformation of the sector, which constantly
raised productivity and hence the lower limit of
industrial wages. Real wages in rural industries,
which absorbed an important part of the surplus
labour, indeed rose, whereas they remained rela-
tively stable in urban industries. After the
turning-point, the decline in inequality in non-ag-
ricultural income on account of a strong rise in real
wages and labour share reinforced the continuing
downward trend in inequality in agriculture, un-
derlying a steady rise in the share of the middle
classes (see the annex to this chapter).

The experience of Taiwan Province of China
in the 1950s highlights the importance of agricul-
tural policies for income distribution in the early
stages, where much greater attention was paid than
in the Republic of Korea to an early modernization
of agriculture. A combination of price, investment
and support policies was used in order to generate
rapid and broad-based agricultural growth as well
as a large surplus for accumulation in industry. At
the beginning a land reform was implemented, re-
ducing farm rents, which had been the main
mechanism of agricultural surplus transfer; ten-
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ants became owner-cultivators and landowners
were encouraged to become involved in industrial
development. Government policies caused the do-
mestic terms of trade to move sharply against
farmers, but agricultural output expanded rapidly,
by 78 per cent from 1952 to 1964, and output per
worker and farm household income per capita in-
creased by about 35 per cent and 10 per cent,
respectively.?”’ Productivity and production in-
creases were founded on public investment,
particularly in irrigation and flood control, intro-
duction of new seed varieties, increased application
of fertilizer, and diversification introduced through
government-supported research agencies. As ear-
lier in Japan, both yields and labour input per
hectare rose in rice cultivation. Productivity im-
provements did not therefore displace labour
initially, and in consequence agricultural expansion
contributed to the absorption of surplus labour.
Both rich and poor farmers participated in the ex-
pansion. Moreover, farm incomes of poorer
households were supplemented through employment
in rural industries. The net result was a substan-
tial reduction in income inequality, which available
statistics suggest was the sharpest experienced by
the economy since the war, with the Gini coeffi-
cient dropping from 0.55 in 1953 t0 0.32 in 1964.%8

This pattern of increasing labour intensity with
increasing labour productivity is of wider relevance
for all East Asia, since it is intrinsic to the nature
of wet-rice agriculture. Indeed, in Java surplus
labour is now being absorbed in rural areas through
shifts from marginal low-earning activities to rice
cultivation, coinciding with the growth in formerly
marginal off-farm activities, which are becoming
more lucrative with the expansion of rice produc-
tion and public investment in infrastructure. This
pattern of change appears to explain how low-in-
come rural groups in Indonesia have been able to
increase their incomes, although the turning-point
has not been reached and there is not as yet any
strong upward pressure on rural wages.”

Again, the contrasting experiences of Thai-
land and Malaysia clearly show that agricultural
policies can play a key role in determining whether
growth in the early stages of development is equal-
izing or unequalizing. In the first country,
agriculture has been neglected even though over
60 per cent of the labour force is still engaged in
that sector. Agricultural growth has been based in
particular on extension of the area under cultiva-
tion through the opening up of new lands, often
forest land designated as reserves. Labour pro-

ductivity is very low, and value added per worker
in agriculture is estimated to have fallen between
1971 and 1991; in the latter year it was less than
one tenth that of industry. In Malaysia, by con-
trast, opening up of new land has also been an
important mechanism of agricultural growth, but
the process was more carefully managed, founded
on government-sponsored programmes of agricul-
tural investment and productivity growth, and
linked to the New Economic Policy (1971-1990)
which aimed to increase the asset ownership of in-
digenous Malays. In 1991, value added per worker
in agriculture was three times higher than in Thai-
land, and the labour productivity gap between
industry and agriculture was much smaller.*
Growth has been less unequalizing in Malaysia (see
the annex to this chapter), though the overall pat-
tern, which in contrast to Thailand was slightly
downward until the mid-1980s, obviously reflects
various other influences, including a policy of asset
redistribution towards the indigenous Malays and the
greater importance of public sector employment.?!

As noted above, even though neglect of agri-
culture can be unequalizing, it does not follow that
agricultural growth as such is always equalizing.
Indeed, an important feature of various episodes
of agro-export booms in Latin America and Africa
is their effect of widening inequality among farm-
ers, especially where plantations and peasant
production coexist, but also among smallholders.
An example is Malawi, where there is marked du-
alism between the estate sector and smallholder
sector, but also significant differentiation within
the latter. The economy grew rapidly in the 1970s
on the basis of agro-exports, but the Gini coeffi-
cient among smallholder families more than
doubled.* In Latin America, although smallhold-
ers do have some labour and management
advantages, their ability to adopt new crops and
techniques is restricted by factors such as unfa-
vourable input and output prices compared to
large-scale producers, high transaction costs and
limited access to credit. These can lead to land
concentration in which small-scale producers sell
up, as seen during the recent agro-export boom in
Chile founded on fruit production. Unequalizing
agricultural growth, together with the existence of
a sizeable surplus of labour, may account for the
increased share of the richest quintile in Chile at
the expense of the middle 40 per cent in the earlier
years of expansion in the 1980s, while subsequent
tightening of the labour market appears to have been
an important factor in the improvements in the
1990s (see annex).*



Income Inequality and Development

123

While most developing countries have not
been able to sustain rapid growth so as to absorb
their surplus labour, they have nevertheless had epi-
sodes of rapid growth. As in the above examples,
changes in income distribution were of varying
patterns during such periods according to the bal-
ance of various forces in different countries, and it
is not possible to make generalizations. Neverthe-
less, it appears that in economies where the surplus
labour was in urban areas, growth was often as-
sociated with a narrowing of the rich-middle class
gap, with no significant relative improvement at
the bottom. One plausible explanation is that
growth was neither sufficiently rapid nor suffi-
ciently labour-intensive to absorb the surplus
labour, which consequently remained in the infor-
mal sector. Since formal and informal labour
markets are often segmented, the existence of a
large population of urban poor does not always
influence wage movements in the formal sector and
hence the distribution between the top (richest)
quintile and the middle class.

The evidence presented above suggests that
in general in economies with considerable surplus
labour, inequality tends to widen when growth col-
lapses. Increased unemployment and reduced real
wages often lead to shrinking income shares of the
middle classes. The urban and rural poor, the bot-
tom 40 per cent, are generally less affected in
relative terms than the middle class by contraction
of economic activity, because they are not prop-
erly integrated into the formal economy; they often

rely on self-employment, which provides some pro-
tection against sharp declines in incomes. This is
particularly the case for those who depend prima-
rily on subsistence agriculture. As noted above,
in such cases, economic declines can even coin-
cide with a rise in the share of the poor engaged in
the subsistence sectors. By contrast, where the poor
are concentrated in urban areas, their incomes tend
to decline with activity in the formal economy be-
cause of their greater dependence thereon.

In many middle-income countries with consid-
erable surplus labour, particularly in Latin America,
the deteriorating relative position of the middle classes
vis-a-vis the richest quintile since the early 1980s re-
flects the influence of a number of factors. That their
income share should fall when growth collapsed is
hardly a matter for surprise, but it also fell when
growth remained positive, though moderate, be-
cause measures taken to attain a swift and sizeable
payments adjustment, such as devaluations and cuts
in investment, had serious consequences for real
wages and employment. This is perhaps an impor-
tant reason for the observed shift in the relationship
between growth and inequality discussed above.
Another reason relates to policies and explains why
the subsequent recovery did not result in a reversal
of the relative position of the middle classes; the
drastic turnaround in economic policies, particu-
larly the liberalization of trade and finance, appears
to have changed the balance of forces in favour of
those making for greater inequality - an issue which
is taken up in the following chapter.

E. Conclusions

The evidence examined above shows that it is
very difficult to make generalizations about how
income distribution changes with economic devel-
opment. Perhaps one of the few definite
conclusions that can be drawn is that none of the
countries that successfully closed the income gap
with the advanced industrial countries in the post-
war period, namely Japan and the first-tier NIEs,
has a very high degree of inequality. It is difficult
to venture beyond this conclusion, since a number

of countries at much lower levels of industrializa-
tion and development have income distribution as
equal as and even more equal than the successful
late industrializers. Moreover, contrary to a wide-
spread perception, income distribution did not
constantly improve throughout the industrialization
process in these successful countries.

The balance of forces appears to be weighted
towards those making for greater income inequal-
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ity during the initial stages of labour absorption.
However, increasing inequality is not inevitable,
much depending on agricultural policies. In Ja-
pan, the Republic of Korea and Taiwan Province
of China agricultural growth was founded on land
reform, which resulted in a relatively equal initial
asset distribution. Policies in Japan and Taiwan
Province of China resulted in a widely shared ag-
ricultural growth which played a key role in
maintaining a relatively stable income distribution
in earlier periods of industrialization. By contrast
the Republic of Korea experienced sharply rising
income inequality.

In general, during the phase of labour absorp-
tion there is a tendency for profits to rise as real
wages lag behind productivity. If profits are not
reinvested, the growth process will slow down and
inequality may persist. An important aspect of
policy must thus be to ensure that profits are saved
and invested to create jobs and new wealth, rather
than consumed. As discussed in chapter V, in this
respect there are considerable variations among de-
veloping countries, and successful countries stand
out by their high savings and investment from prof-
its, stimulated by policies discussed in chapter VI.

The balance of forces making for more or less
inequality after the full absorption of surplus la-
bour depends on a host of factors, including
manpower policies and industrial upgrading. Care-
fully designed industrial policies can prevent
pressures from building up on wages as a result of
the emergence of low-cost competitors by facili-
tating industrial upgrading. An adequate and
increasing supply of educated labour can prevent
skill shortages leading to widening wage differen-
tials at this point. As examined in detail in TDR
1996, the first-tier NIEs have been generally suc-
cessful on both fronts, whereas the second-tier NIEs
still lag considerably behind.

Again, evidence does not support the view that
outward orientation is associated with greater in-
come equality. Inequality in a number of countries
in East and South-East Asia with very strong ex-
port orientation is as high as or even higher than in
countries which have relied on domestic markets
and import substitution. A careful examination of
the East Asian experience finds no support for the
notion that improved equality was associated with
a switch from import substitution to export-oriented
development policies. As examined in detail in 7DR
1996, this distinction makes little sense in East
Asia, where export promotion was combined with

import protection so as to accelerate accumulation
and productivity growth. As the late Michael
Bruno put it, commenting on the findings of cross-
country studies linking employment performance
with outward-orientation:

The good outward-looking performers ...
had a good employment record not neces-
sarily because of a preference for exports
over import substitution. Most likely they
did better because their general macro-
policy stance (fewer stop-go policies, etc.)
and other conditions (e.g. foreign exchange
availability) helped them grow more rap-
idly and thus absorb their labour force.*

Policies seeking to determine the form, speed
and timing of integration into the world economy
have certainly played a key role in managing the
growth-distribution linkages in the first-tier NIEs
both during the earlier stages of surplus labour
absorption and in the subsequent period of upgrad-
ing. Innone of the economies was economy-wide
trade and financial liberalization undertaken before
surplus labour was absorbed; nor was sector-spe-
cific exposure of the domestic market to foreign
competition undertaken before attaining significant
productivity growth and learning. These countries
indeed never resorted to the kind of abrupt shifts
in trade and financial policies implemented in re-
cent years in some developing countries.

Evidence strongly suggests that while rapid
growth does not guarantee improvement in income
distribution, economic decline is usually associated
with greater inequality. In countries where there is
a sizeable surplus labour delinked from the formal
economy, decline tends to be associated with a
squeeze of the middle classes, as happened widely
during the 1980s. However, the relationship be-
tween growth and equality appears to have
undergone a major transformation in a number of
countries, where there has been no tendency for
rising inequality to be reversed despite some re-
covery in the 1990s. This phenomenon appears to
be closely related to a sudden shift in policies giv-
ing much greater role to market forces.

These economies characterized by surplus la-
bour may now require even more rapid growth than
in the past in order to improve distribution. The
challenge is to put in place policies to accelerate
capital accumulation and productivity growth and
shift the balance of forces towards those making
for less inequality. Their policy environments dif-
fer in three respects from the first-tier NIEs,
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rendering this challenge particularly difficult to
meet. Firstly, in Latin America a large proportion
of the surplus labour is urban, and in Africa both
urbanization and population growth rates are very
high. Second, in both continents ownership of and
access to land is highly concentrated and educa-

tional attainments are very unequally distributed.
Finally, the “big bang” approach to liberalization
in many of these countries seems to have changed
the balance of forces in favour of those making for
greater inequality without generating any additional
stimulus to growth. W
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Annex to chapter Il

TRENDS IN PERSONAL INCOME DISTRIBUTION IN SELECTED DEVELOPING COUNTRIES
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Annex to chapter lll (continued)

TRENDS IN PERSONAL INCOME DISTRIBUTION IN SELECTED DEVELOPING COUNTRIES

(Shares in total income or expenditure of different population groups)
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Annex to chapter Ill (concluded)

TRENDS IN PERSONAL INCOME DISTRIBUTION IN SELECTED DEVELOPING COUNTRIES
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Chapter IV

LIBERALIZATION, INTEGRATION AND
DISTRIBUTION

A. Introduction

In a large number of developing countries,
especially in Africa and Latin America, the debt
crisis of the early 1980s and the macroeconomic
adjustment and policy reforms introduced in re-
sponse thereto have shaped recent trends in income
distribution. As noted in chapter Il above, during
the 1980s income distribution in general worsened
in countries where growth collapsed as a result of
the debt crisis. However, in a number of coun-
tries, particularly in Latin America, the situation
did not improve with recovery. With very few ex-
ceptions, inequality is now greater than before the
outbreak of the debt crisis.

The debt crisis itself brought about an imme-
diate increase in income inequality, since the
short-term costs of adjustment were not shared
equally by all income groups. The external trade
and financial shocks created large macroeconomic
imbalances, the elimination of which had a widely
diverse impact on different income groups. Wors-
ening terms of trade due to the collapse of
commodity prices in the early 1980s caused for-
eign exchange losses for the economy as a whole,
but hit commodity producers in particular, reduc-
ing their incomes. Nor did the burden of budgetary
transfers, necessitated by a sharp swing in net ex-
ternal financial transfers brought about by
cut-backs in bank lending and the hike in interna-
tional interest rates, fall equally on all groups.
Property incomes, on the other hand, could be more
easily protected because of the exit option provided

by capital flight. The adjustment required to adapt
to shrinking external resources necessitated a sharp
decline in the pace of economic activity, producing
significant unemployment and underemployment.
As discussed in some detail in TDR 1989, in most
countries the burden of shifts in relative prices
designed to alter competitiveness, such as currency
devaluations, fell disproportionately on labour in-
comes, as evidenced by the sharp declines in real
earnings throughout the 1980s. External shocks
and the adjustment process gave rise to serious
distributional conflicts and rapid inflation in many
debtor countries.

Many, if not all, of the immediate causes
and effects of the debt crisis, as well as the dislo-
cations caused by stabilization and macroeconomic
adjustment, are now a matter of history in a number
of countries. Success in stabilization has been al-
most unprecedented. Contrary to earlier
expectations, many countries have made signifi-
cant progress in normalizing their relations with
international capital markets, and capital inflows
in such countries have been restored at an unex-
pected volume and speed. Commodity prices have
seen some recovery following the collapse of the
early 1980s. Economic activity has picked up, al-
beit moderately, in most countries. However, they
have not been able to reverse the deterioration in
income distribution, in large part because the dras-
tic changes that have taken place in public policy
in response to the crisis have resulted in funda-
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mental and permanent shifts in income distribu-
tion. Nowhere else has this shift been more drastic
than in Latin America. As has been noted,

... the new modality under which the econo-
mies are functioning and the new rules of
public policy involve greater income inequali-
ties and more precarious employment
situations than in the past. ... Consequently,
one should not expect significant equity
improvements in these countries as a conse-
quence of stabilization and recovery. Indeed,
full deployment of policy reforms and associ-
ated adjustment measures ... may still bring a
medium-term increase in income inequality.'

The new modality and new rules are designed
to give greater freedom to market forces. While

they encompass a vast area of public policy, in-
cluding taxation, public spending, public
enterprises, labour markets, agriculture, trade, in-
dustry and finance, they seek to assign a greater
role to markets primarily through a closer integra-
tion with the global economy. Accordingly, this
chapter will discuss the impact of policies in two
principal areas of integration, namely trade and
finance, on income distribution. Attention will be
focused on the evolution of wage differentials
between skilled and unskilled workers, the distri-
bution of manufacturing value added between
labour and capital, the impact of agricultural price
reforms on domestic terms of trade, and the sources
of increases in the share of interest and other fi-
nancial incomes.

B. Trade liberalization and wage inequality

The view that globalization will promote
greater income equality in developing countries is
based primarily on the assumption that greater in-
tegration of developing countries into the world
trading system through the elimination of tariff and
non-tariff barriers would benefit the poor. This
view is based on the premiss that under free trade
a country’s production structure is shaped by com-
parative advantage, determined by its relative
factor endowments. Thus, a country should pro-
duce and export those goods which use its most
abundant domestic resources most intensively, and
import those goods which require its least abun-
dant factors. Since capital was considered to be
the relatively scarce factor in developing countries,
these countries would import capital-intensive
goods and export goods which use land and labour
more intensively. As a result, the demand for la-
bour should rise and the demand for capital decline,
causing labour incomes to improve relative to capi-
tal incomes.

According to a growing body of opinion, the
increasing international mobility of capital has re-
duced the importance of differences in the level of
capital stock in determining a country’s compara-
tive advantage, whilst the growth of trade in goods

with high knowledge and skill content has increased
the importance of relative endowments of skilled
and unskilled labour in shaping the pattern and
effects of trade. It follows that since skilled labour
will be in relatively scarce supply in developing
countries, their production under free trade should
concentrate on agricultural and manufactured prod-
ucts that require unskilled labour. This would
consequently increase in the relative demand for
unskilled labour, which should lead to a reduction
in wage inequality. Consequently, globalization is
expected not only to improve labour incomes rela-
tive to capital incomes, but also to increase the
incomes earned by unskilled labour relative to those
earned on the human capital embodied in skilled
labour.

Since the mid-1980s, a large number of de-
veloping countries have undertaken unilateral trade
liberalization measures, including elimination of
non-tariff barriers and sharp reductions of tariffs.
Trade liberalization has gone much further in Latin
America than elsewhere. Most Latin American
countries which had once erected much greater
barriers to imports than East Asian countries have
recently gone further than the latter in dismantling
such barriers. In the early 1990s, compared to East
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Asia, the average and maximum tariff rates in six
of the largest countries of Latin America were
smaller by almost one half and two thirds, respec-
tively, and their dispersion was considerably lower.
Non-tariff barriers were quite moderate and on the
whole lower than those in advanced industrial coun-
tries as well as the East Asian NIEs.?

Despite the theoretical prediction of reduced
income inequality, the evidence from this experi-
ence of trade liberalization in Latin America on
earnings differentials points in a different direc-
tion: in almost all countries that resorted to a rapid
trade liberalization following the so-called import-
substitution strategy of industrialization, the gap
between the wages of skilled and unskilled work-
ers has increased. A number of studies examining
the behaviour of relative wages in various episodes
of trade liberalization in Argentina, Chile, Colom-
bia, Costa Rica, Mexico, and Uruguay find almost
unanimous evidence of rising rather than falling
wage differentials.> In most countries the wage
gap widened while the real wages of unskilled
workers actually fell and unemployment increased.
Again, the increased skill premium has been asso-
ciated in some cases with increases in the supply
of skilled labour relative to unskilled labour. There
were certainly other factors operating on wages and
employment during such episodes of trade liber-
alization, including those linked to macroeconomic
adjustment and labour market reforms. However,
the evidence shows that while these factors may
have also contributed to increased wage inequality
in some countries, it is explained primarily by trade
liberalization.

The worsening of the position of unskilled
labour in Latin America has recently been noted,
among others, by ECLAC:

The distance separating the incomes of pro-
fessional and technical personnel from
those of workers in low-productivity sec-
tors increased by between 40 per cent and
60 per cent in 1990-1994. This was due to
the rapid improvement of the labour in-
comes of skilled manpower and the
reduction or lack of growth in pay levels
for workers not taking part in the moderni-
zation of production, who account for a
large percentage of total employment.*

Chart 9 shows changes in earnings of three
different skill groups of labour in Latin America
in recent years for countries and periods for which
such data are available. Of the 10 countries in-

cluded in the chart, all except one experienced wid-
ening gaps between skilled workers (professional
and technical workers) and unskilled workers (i.e.
those in low-productivity sectors). With the ex-
ception of Chile, Costa Rica and Uruguay, real
earnings of unskilled workers fell during the peri-
ods covered, with declines reaching 30 per cent in
Bolivia and Brazil, and 20 per cent in Colombia
and Mexico. In Bolivia and Brazil real earnings
of unskilled workers fell much more than those of
skilled ones. In Colombia and Mexico, declines in
the earnings of unskilled workers were associated
with increases in those of the skilled. In Chile the
increase in the real earnings of unskilled workers
during 1990-1994 (a cumulative 5 per cent) re-
mained well below the rise in real per capita income
in the same period (over 20 per cent). The earn-
ings gap of public employees and workers in bigger
firms with skilled workers also widened in most
countries, though by a lower margin.’

Increased wage dispersion in manufacturing
during the recent period of globalization is also
reported by the ILO, for a sample of 30 countries
in Africa, Asia and Latin America which compares
average real wages over 1975-1979 with those in
1987-1991. The largest increases in wage disper-
sion were in Chile, Thailand, Brazil, and the United
Republic of Tanzania. It was found that in about
two thirds of all the countries real average wages
had fallen, and that the fall was correlated with a
rise in wage dispersion.® The economies in which
wage dispersion diminished include the first-tier
East Asian NIEs, where it was accompanied by
significant increases in labour productivity. The
only exception to diminishing wage dispersion in
East Asia is Hong Kong.

A number of explanations have been offered
to reconcile the increased wage inequality with the
theoretical implications of the impact of compara-
tive advantage on trade. Iftrade liberalization and
increased capital mobility accelerate the introduc-
tion of best-practice technology in developing
countries, and if the use of such technology requires
specially trained labour, the increase in demand
for skilled labour may lead to a widening of the
wage gap. However, a fairly sizable shift in tech-
nology would be required, which should be
reflected in a sharp increase in imports of capital
goods as well as in an expansion of exports of skill-
intensive products. Yet, the greater openness
observed in Latin America has not generally been
associated with a significant increase in investment
and technology transfer. As analysed in greater
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Chart 9
CHANGES IN EARNINGS OF VARIOUS CATEGORIES OF URBAN LABOUR
IN LATIN AMERICAN COUNTRIES IN THE 1990s
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employed in professional or technical occupations, and domestic employees.

detail in TDR 1995, investment in the region was
sluggish even in the presence of massive inflows
of capital. Moreover, much of the increase in in-
vestment was in residential construction; in 1992,
for the seven major Latin American countries taken
together, investment in machinery and equipment
was lower than in the early 1980s.

More importantly, the observed shift in wage
differentials towards skilled labour has not been
associated with any relative increase in the exports
of more skill-intensive products. In Chile there
has been a sharp recovery in investment, but it has
been accompanied by rapid growth of labour-in-
tensive and natural resource-based exports.
Productivity has strengthened as a result of the
investment boom, but the export surge appears to
be strongly influenced by the fact that real wages
in these sectors lagged behind productivity growth.
For Argentina, Chile and Colombia taken together,

the share of primary commodities plus resource-
based and labour-intensive goods in total exports
fell only slightly, from 89 per cent to 82 per cent,
from 1985 to 1994. The decline was from 64 per
cent to 58 per cent in Brazil. The only country
which showed a sizable decline in the share of such
exports was Mexico (from 45 per cent to 23 per
cent), but what appears to be a jump from the lower
skill range to the upper range in fact reflects an
increase in labour-intensive, assembly-type
maquiladora activities associated with FDI.”

In some instances demand for skilled labour
(as measured by educational attainment) has in-
creased relative to that for unskilled labour without
a significant increase in investment to upgrade the
industry and move exports towards technology-
intensive products. Industries producing low-tech-
nology products have replaced less-educated with
more-educated labour (including managers). This
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skill-upgrading may have been triggered by trade
liberalization when the industries concerned were
no longer able to compete with imports, and com-
petitiveness could not be restored simply by
lowering the wages of unskilled labour, but it ne-
cessitated taking on more skilled labour. There is
some evidence that such a skill-biased demand shift
occurred in Mexico during 1987-1993 in the traded-
goods sectors.®

It was noted in the previous chapter that in
the course of surplus labour absorption, employ-
ment of unskilled labour could be raised without
an increase in real wages. Since unskilled labour-
intensive activities also employ some skilled labour,
absorption of unskilled labour would be associated
with an increased demand for skilled labour. When
the skilled labour is in short supply, this could lead
to a rise in the wages of skilled labour and widen-
ing of wage inequality. That may indeed be one
reason for rising wage inequality in countries such
as Chile which, as already noted, have success-
fully been absorbing surplus labour. However, it
does not explain the general experience. First, as
noted above, wage differentials rose even where
the supply of skilled labour increased. Secondly,
and more importantly, wage differentials rose
mostly in the context of falling real wages and fall-
ing employment of unskilled labour in
manufacturing.

An alternative explanation of increasing wage
dispersion suggests that factor supplies should be
compared on a global basis. On this view, the in-
creased competition in labour-intensive products
from countries such as China, India and Indone-
sia, where unskilled labour is much more abundant
and much less expensive, has caused the share of
middle-income countries to decline in the global
market for labour-intensive products, offsetting the
predicted rise in relative demand for unskilled la-
bour in such countries. Just as increased
unemployment of unskilled labour and increased
wage inequality in industrial countries are ex-
plained by the expansion in North-South trade in
manufactures, so greater openness is said to lead
to similar labour market problems in middle-in-
come developing countries, which find it
increasingly difficult to compete at home or abroad
with cheaper producers. This is another way of
saying that in such countries the poor suffered from
trade liberalization because they were not poor
enough, or because they were not sufficiently nu-
merous. At the same time, these countries are
unable to expand their skill-intensive exports be-

cause they cannot compete with industrial coun-
tries. While the effect of these two influences on
wage inequality depends on their relative strengths,
it is assumed that the loss of competitiveness has
been greater in the less skill-intensive products,
partly as a result of the presumed skill-enhancing
effects of increased openness.

The emergence of low-cost producers of la-
bour-intensive manufactures in Asia has no doubt
changed the parameters in international trade for
other exporters of such products, and its effect
should also have been important for the first-tier
East Asian NIEs, where about half of their exports
consisted of such goods in the mid-1980s. How-
ever, these countries have been able to respond to
the new competition by restructuring and upgrad-
ing their labour-intensive exports, and by shifting
towards skill-intensive products.” As noted in TDR
1996, there was a wave of capital goods imports
into the Republic of Korea and Taiwan Province
of China during the 1980s as the economies were
restructured toward more skill-intensive industrial
activities. This upgrading took place before im-
ports were liberalized in the second half of the
1980s. The share of labour-intensive products in
the combined exports of the two economies fell
from over 40 per cent in 1985 to 25 per cent in
1994, while the share of skill- and technology-in-
tensive exports doubled, reaching over 56 per cent
in 1994. In the Republic of Korea wage differen-
tials narrowed throughout the 1980s, while in
Taiwan Province of China the trend towards wid-
ening wage inequality was reversed in the latter
half of the decade. In both cases, restructuring
and upgrading were facilitated by increased sup-
plies of skilled labour brought about by appropriate
manpower policies. In Hong Kong, where wage
inequality increased throughout the 1980s, there
was little upgrading; the share of labour-intensive
and primary exports fell from 60 per cent in 1985
to only 53 per cent in 1994.

It thus appears that the effect of trade liber-
alization on wages and income distribution differs
considerably among countries, depending on the
domestic and international conditions under which
itis implemented. While resource endowments are
certainly important in determining comparative ad-
vantage, there are also other factors that influence
the degree of competitiveness of various industries.
In this respect, it is important to recall the text-
book argument invoked to counter the idea that
low-wage countries have an unfair competitive
advantage in international trade relative to high-
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wage countries. It is not relative wage costs, but
output per head, that determines international com-
petitiveness. Two countries with similar relative
endowments of skilled and unskilled labour can
have different productivity levels in any given in-
dustry, depending on their success in learning and
upgrading. That the burden of low productivity
often falls on labour is also recognized by the World
Bank:

Increased competition also means that
unless countries are able to match the pro-
ductivity gains of their competitors, the
wages of their workers will be eroded. In
the coming decade the most vulnerable
groups are likely to be:

e unskilled workers in middle-income and
rich countries, ..., as they face competi-
tion from low-cost producers; and

* some entire countries (especially in sub-
Saharan Africa) that lack the dynamism
needed to compensate for rising compe-
tition and match the efficiency gains
achieved by their competitors, or the
flexibility to move into other products.'®

This is also illustrated by the data on interna-
tional wage differentials in table 31. The table
includes some major exporters of labour-intensive
goods such as textiles and clothing. There are sig-

nificant wage differences among these countries in
the same industries. The Republic of Korea and
Hong Kong have wages 10-15 times those in some
other major exporters such as India and Indone-
sia, but they have been successfully competing in
export markets thanks to their high productivity
levels and further upgrading of these products, even
though Hong Kong has been feeling the strains of
greater competition from cheaper producers be-
cause of its failure to adapt as fast as the Republic
of Korea. These productivity differences are not
simply a reflection of relative supplies of educated
labour. They are determined by the success of past
industrial and trade policies, and cannot readily
be altered by changes in the pattern of incentives.

Herein lies the main difference between trade
liberalization in the first-tier East Asian NIEs and
most other middle-income developing countries. In
the former, liberalization followed the successful
implementation of industrial and trade policies;
protection and support were removed in large part
because they were no longer needed. In the latter,
on the contrary, liberalization has largely been
triggered by the failure to establish efficient, com-
petitive industries in labour-and/or skill-intensive
sectors. Accordingly, the impact of increased com-
petition brought about by trade liberalization on
income distribution has been crucially different.

C. Integration and distribution between labour and capital

The recent period of globalization has not only
witnessed increased earning differentials among
workers in developing countries. It has also seen
a shift in income distribution from wages to prof-
its in industry.

Chart 10 shows the evolution of the share of
wages in manufacturing value added for 26 devel-
oping countries since the mid-1970s. In more than
half of the countries the share increased between
the latter half of the 1970s and the first half of the
1980s or else remained constant. Among coun-
tries where it increased were a number of African,
Latin American and Asian countries that suffered

from the debt crisis. By contrast, there was a wide-
spread fall in the average share of wages between
1980-1985 and 1985-1992, affecting all Latin
American countries in the chart except Panama and
also all African and Mediterranean countries.
Altogether, the wage share rose in only six coun-
tries during this period, four of which are in East
Asia.

These figures indicate that movements of real
wages lagged behind those of labour productivity
in countries outside East Asia. However, there are
considerable differences among countries in the
relative rates of change of the two variables. In
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Chart 10

SHARE OF WAGES IN MANUFACTURING VALUE ADDED IN 26 DEVELOPING COUNTRIES
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general, real wages declined in conditions of stag-
nant or only slow productivity growth. In
particular, in all the major Latin American coun-
tries shown in the chart (other than Chile)
manufacturing output and employment also fell or
stagnated. In Chile both productivity and real
wages rose, in the context of expanding output and
employment. In most East Asian countries, includ-
ing those where the wage share fell (Malaysia and
Singapore), productivity and real wages both rose
rapidly alongside manufacturing employment and
output. In South Asia manufacturing employment
generally stagnated, but output, productivity and
real wages rose. Employment was relatively sta-
ble in Kenya, South Africa and Zimbabwe, while
it rose rapidly in Mauritius. However, in all these
countries the wage share fell as real wages stag-
nated or declined."

There can be little doubt that the behaviour
of real wages, employment, output and productiv-
ity is influenced by external trade and finance, and
increasingly so in recent years. A full account of
these influences would require detailed informa-
tion and analysis at the country level, which is
beyond the scope of this Report. However, certain
general patterns can be distinguished.

First of all, the erosion of real wages and de-
clines in manufacturing employment and output
appear in general to have been associated with rapid
import liberalization after prolonged application
of import-substitution policies. It is in countries
which pursued such policies that wage inequality
has increased, thus confirming the close correla-
tion between rising wage dispersion and falling real
wages noted above. By contrast, countries which
continued to maintain high import barriers did not
experience either a similar contraction in the manu-
facturing sector or a sharp drop in real wages.
However, while the situation varied among these
countries, employment generally fell or stagnated,
while manufacturing output registered some
growth. In East Asia, on the other hand, manufac-
turing output, employment, productivity and real
wages expanded rapidly, while these countries in-
tensified their integration into the global trading
system.

Beginning in the early 1990s, the behaviour
of productivity, wages and employment has been
increasingly influenced by external private capital
flows because of their impact on exchange rates,
import costs and competitiveness. This is particu-
larly the case in Latin America, although a number

of countries in Asia and Africa have also been re-
cipients of increased capital flows. Differences
among countries in their policy approach to capi-
tal flows and their macroeconomic effects have
been examined in greater detail in past TDRs as
well as in a number of country studies published
by UNCTAD."? These studies suggest that the
volatility of capital flows is often closely reflected
in the behaviour of real wages, often causing them
to deviate from their sustainable levels.

A surge in capital inflows associated with
exchange-based stabilization programmes and ac-
companied by trade liberalization can artificially
boost real wages by allowing exchange rates and
trade balances to deviate significantly from their
sustainable levels. Because of the erosion of
competitiveness due to currency appreciation,
employment tends to decline in manufacturing, al-
though it may increase in services. While tariff
cuts and appreciation lower import costs for in-
dustry, and efforts to rationalize production lead
to labour shedding, profits in industry may never-
theless be squeezed as increased competition
reduces firms’ total sales. When the bubble bursts
and capital flows are reversed, the exchange rate
comes under pressure, and a deflationary adjust-
ment follows, involving cuts in domestic absorption
and depreciation of the currency. Labour then tends
to lose the gains achieved during the boom phase,
not only through declines in real wages but also
through shrinking employment; while there is a rise
in employment in export sectors, it is often more
than offset by a decline in the non-traded goods
sectors. The wage-employment configuration can
indeed turn out to be much worse than before the
beginning of the boom.

The experience of Mexico in the 1990s illus-
trates this situation (chart 11). Real wages in
manufacturing started rising after 1990 as the cur-
rency appreciated. Urban unemployment remained
relatively stable in the first half of the 1980s even
though manufacturing employment fell.”* Follow-
ing the financial crisis at the end of 1994, real
wages collapsed and urban unemployment rose
sharply. In 1996, real wages returned to the level
of 1990 while unemployment was significantly
higher. Argentina went through a similar process,
but in that country, the burden of adjustment fell
entirely on domestic costs, as the nominal exchange
rate remained tied to the dollar. Consequently,
unemployment rose to unprecedented levels (chart 11).
A similar process of wage-overshooting appears
to be under way in Brazil, where manufacturing
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Chart 11

ARGENTINA, BRAZIL AND MEXICO: REAL WAGES AND URBAN UNEMPLOYMENT, 1990-1996

Average real wages
(Index numbers, 1990=100)

140
130 -
Mexico
120 -
110 -
Argentina
100 | ~N
90 -
Brazil
80 [
70 | | | | |
1990 1991 1992 1993 1994 1995 1996
Urban unemployment
(Average annual rafe)
20
151
o) i Argentina
o 10y
e [
i Brazil
5 / : >-
3 Mexico
0 L | | | | |
1990 1991 1992 1993 1994 1995 1996

Source: ECLAC, Preliminary Overview of the Economy of Latin America and the Caribbean, 1996 (Santiago, Chile: United Nations

publication, Sales No. E.96.11.G.13), tables A.4 and A.5.

real wages have been rising constantly alongside
the appreciation of the currency and the widening
trade deficits since the Plano Real was introduced
in 1994. Although total urban unemployment has
remained stable, manufacturing employment has
been falling, and many of the jobs created in the

urban non-manufacturing sector appear to be low-
quality ones; it has also been suggested that
Brazilian firms have responded to loss of competi-
tiveness by “informalizing their labour force”.'*
The crucial question is again the sustainability of
this process.
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As noted above, short-term capital flows may
not exert a significant influence on underlying
trends in investment, employment, productivity and
income distribution as long as they are not allowed
to generate serious instability in exchange rates and
balances of payments. However, if a “hands-off”
approach is pursued, the resulting increase in the
variability of key prices, including exchange rates,

interest rates and real wages, could adversely affect
competitiveness. This in turn could be prejudicial to
investment and productivity growth in industry, since
the greater volatility would increase risks and raise
the risk-adjusted barrier rates of return required
on new investment. Since there are other alterna-
tives for investible funds, the major burden of the
increased instability is likely to be on labour incomes.

D. Agricultural price reforms

As discussed in the previous chapter, in coun-
tries where much of the labour force is concentrated
in rural areas, the distribution of income is greatly
influenced by agricultural policies. An area of
government intervention that has attracted particu-
lar attention in this respect in recent years is price
policy. Excessive taxation of agriculture in Af-
rica, particularly of major export crops through
Marketing Boards (MBs), is considered to be at
the root of the region’s economic ills, not only be-
cause it has created distortions and disincentives,
but also because it has shifted income distribution
against agriculture, where most of the surplus la-
bour and poverty is located. Agricultural pricing
policy, together with currency overvaluations, has
often been regarded as the key factor in creating
an urban bias in African countries. Accordingly,
a major area of reform has been the deregulation
of agricultural prices and dismantling of MBs."*

Reforms of this nature have been undertaken
in most of sub-Saharan Africa (SSA) since the early
1980s. Of the 39 MBs which had monopolies for
11 export crops in 23 countries, 10 have been abol-
ished and six no longer hold a marketing monopoly.
While previously prices were set for export crops
in 25 countries out of 28 for which information is
available, this number has now fallen to 11. More-
over, where MBs continue in existence, their prices
are now more closely linked to world prices. In
North Africa, with the exception of Egypt, liber-
alization has generally proceeded more slowly,
particularly in crops considered to be of key im-
portance. For food crops in particular, the number
of sub-Saharan countries with price controls has
fallen from 15 to 2 and, except for limited inter-

vention by government agencies in three countries,
food crop markets have everywhere been liberal-
ized. For fertilizers, there were formerly subsidized
pricing and marketing controls in 20 countries out
of 25 for which information is available, against
only two by 1992, while five other countries have
continued with subsidies, but under deregulated
markets. Elsewhere, fertilizer markets have been
either totally liberalized or else subsidies have been
abolished. In parallel to these reforms, most con-
sumer price controls and food subsidies have also
been removed.'®

The effects of these reforms on income dis-
tribution in Africa are difficult to assess.
Nevertheless, since the latter depends very much
on relative prices of agricultural products, a com-
parison of these prices before and after the reforms
could shed an important light on the extent to which
price distortions, taxation of agriculture and ur-
ban bias have been removed. For this purpose
two sets of “price scissors” will be used. The first
consists of (i) prices received by farmers for spe-
cific crops and (ii) unit export (or border) prices
(converted into national currencies) received by the
exporting agent. This set of price scissors makes
it possible to assess the evolution of the surplus
extracted by the exporting agents (i.e. MBs or
private traders). It also helps to assess how the
“gains” from devaluations and “losses” due to
overvaluations are distributed between exporters
and producers.

The second set consists of aggregate index
numbers of agricultural prices, on the one hand,
and of manufacturing prices, on the other, whereby
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Table 40
TERMS OF TRADE OF AGRICULTURE FOR SUB-SAHARAN AFRICA AND THE WORLD,
1973-1995
1979 1985 19952
Agricultural terms of trade of: (1973=100) (1979=100) (1985=100)
(1) Sub-Saharan Africa® 114.0 102.8 130.6
World
(2) Food and beverages® 86.1 57.8 81.7
(3) Agricultural raw materials® 77.0 85.6 93.0
Ratio of sub-Saharan to world terms
of trade of agriculture
(1/(2) Food and beverages 1.32 1.78 1.60
(1)/(3) Agricultural raw materials 1.48 1.20 1.40

Source: UNCTAD secretariat calculations, based on World Bank, World Development Indicators, 1997 (CD Rom).

a Preliminary estimates.

b Unweighted mean of the ratios of the implicit GDP deflators for agriculture to those for manufactures in 13 countries
(Benin, Burkina Faso, Cameroon, Céte d’lvoire, Ghana, Kenya, Senegal, Zambia; Botswana, Burundi, Gambia, Nigeria
and Sierra Leone). The deflator for total GDP was used for the five latter countries, where the share of manufactures in

GDP was less than 10 per cent in 1973.

¢ Ratio of the index of free market prices for each of the two groups of commodities to that of the export unit value of

manufactures.

the terms of trade for the whole agricultural sec-
tor, including products sold in domestic markets,
can be measured. These two series are derived as
the sectoral deflators from GDP data in current
and constant prices. Agricultural prices thus ob-
tained represent prices received by producers.
Movements in the agricultural terms of trade also
reflect changes in the degree of the “squeeze” of
farmers through backward market linkages. A
comparison of the domestic terms of trade with the
relative prices of agricultural and industrial prod-
ucts in world markets over time could help identify
the origin of these movements and provide some
indication as to the extent to which distortions are
removed. !’

Table 40 compares for 13 SSA countries
changes in their terms of trade for agriculture with
changes in the world terms of trade for agricul-
ture, distinguishing food and raw materials, for
three consecutive periods (1973-1979, 1979-1985
and 1985-1995). In all three periods world terms
of trade fell for both groups of agricultural prod-

ucts, while the domestic terms of trade in SSA
countries improved. As a comparison of the last
two rows of the table indicates, there are no strik-
ing differences between the pre-reform and
post-reform periods regarding the improvement in
the domestic terms of trade in comparison with
movements in world prices. From 1973 to 1979
the domestic terms of trade fell in only four coun-
tries; from 1979 to 1985 it fell in five; and from
1985 to 1995 in four. Among the 13 countries in
the sample, markets for export crops are now
deregulated in four (Cote d’Ivoire, Gambia, Ni-
geria, Sierra Leone). For this subgroup, the
agricultural terms of trade fell by 3.7 per cent from
1985 to 1995. By contrast, they rose by 54.8 per
cent in five countries which still had centralized
price setting, under regulated or partially liberal-
ized markets.

Table 41 compares prices received by farm-
ers with border prices of specific commodities in
major exporting countries of Africa. There can be
little doubt that in such products MBs have ex-
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Table 41

RATIO OF PRODUCER PRICES TO EXPORT UNIT VALUES FOR MAJOR COMMODITIES IN
NINE MAJOR EXPORTING AFRICAN COUNTRIES, 1973-1994

Average ratio in:

1974-1979 1980-1985 1986-1994

Country Commodity (1973=100) (1979=100) (1985=100)
Cameroon Cocoa 66.9 168.7 142.9
Cote d’lvoire Cocoa 88.1 136.4 163.6
Coffee 82.5 115.5 3071
Egypt Cotton 93.4 149.0 88.6
Ghana Cocoa 84.9 277 1 89.4
Kenya Coffee 101.9 93.9 82.5
Tea 110.0 105.6 83.7
Malawi Tea 89.7 841 155.9
Tobacco 91.0 103.8 68.3
Sudan Cotton 109.8 93.8 169.6
United Republic Cotton 106.3 148.1 16.2
of Tanzania Tea 90.2 107.8 46.6
Zimbabwe Tobacco 93.7 104.3 97.5

Average of

nine countries 93.0 129.9 116.2

Source: UNCTAD, Handbook of International Trade and Development Statistics, various issues; FAO data base.

Note: The average ratio is obtained by dividing annual index numbers for producer prices by the annual index numbers for
export unit values (multiplied by 100). Avalue above 100 indicates that between the base year and the period in question
the rise in producer prices exceeded, on average, the rise in border prices, signifying a lower rate of “surplus extraction”
from the producers by the exporting agent (discussed in the text).

tracted large surpluses, particularly during price
booms and after devaluations. But again, the evi-
dence shows that extended periods of currency
appreciation and depressed world prices have of-
ten been associated with declining rates of surplus
extraction.'”® Of the countries included in the ta-
ble, Cote d’Ivoire, Egypt, Malawi and the United
Republic of Tanzania are among those that have
carried out reforms. Cameroon, Ghana and Kenya,
on the other hand, have continued with centralized
price setting and/or MBs. In the first group all
except Cote d’Ivoire show a widening of price scis-
sors since the mid-1980s, which suggests that there

have been large and even growing profit margins
for private traders at the expense of farmers. The
results are mixed in countries with regulated mar-
kets; they point to a pro-farmer price movement in
Cameroon but increased “taxation” by MBs in
Ghana and Kenya.

These results strongly suggest that, contrary
to original expectations, market-based reforms
have not so far had a great impact on farm income
in much of Africa. A number of other studies also
support this conclusion. For example, a study on
Egypt before and after the deregulation of agricul-
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tural prices, based on a direct comparison of pro-
ducer prices with input prices for individual crops,
shows that after the price reforms, the price-cost
margins declined for cotton, and widened for maize,
rice and sugar cane.!” Comparing producer prices
with overall price movements, the World Bank has
estimated the average domestic terms of trade for
export crops for 27 SSA countries in two different
periods, 1981-1983 and 1989-1991. It found that
there had been an improvement in 10 countries.
For countries where centralized price setting has
continued, the terms of trade for export crops rose
by 4.8 per cent between these two periods, whereas
for countries implementing reforms there was a
decline of 18.8 per cent.?

As discussed in the previous chapter, the early
development experience of Taiwan Province of
China, which is generally regarded as a key exam-
ple of rapid growth with equality, shows that
“taxing” agriculture through price policies can
actually be compatible with high rates of agricul-
tural growth as well as greater income equality.
The recent experience of Africa shows that poli-
cies designed to remove such price distortions are
insufficient to promote greater incentives and
equality. The reasons are likely to vary from coun-
try to country. However, a common element
underlying this failure appears to be the neglect of

serious market imperfections and shortcomings in
undertaking reforms. It seems that many of the
markets for export crops are dominated by a few
traders. Producer prices have continued to be de-
pressed, particularly in regions with poor
infrastructure and low population density and
where hungry-season food purchases of farmers
lead to the interlocking of credit and product mar-
kets. Farmers in remote locations were particularly
affected following the abandonment of pan-terri-
torial pricing in a number of countries.

This is yet another example of a “big bang”
liberalization without preparing the institutions and
infrastructure needed for markets to perform ef-
fectively. It is true that state monopolies in
agricultural markets have for many years been the
single most important factor preventing the devel-
opment of essential ingredients of private markets.
However, most of the reforms appear to have been
undertaken as if the ingredients for such markets
already existed. Certainly, over time competitive
forces may prevail and some of these earlier trends
may be reversed. However, the present outcome
could have been avoided if a gradual approach had
been adopted to reforming agricultural pricing by
first establishing the necessary institutional and
physical basis rather than unleashing market forces
in one fell swoop.

E. Debt, finance and distribution

In many developing countries, particularly the
middle-income countries, there has been a rapid
expansion in recent years in outstanding domestic
debt relative to GDP, accompanied by an associ-
ated increase in the share of interest in the national
income. Since the early 1980s interest payments
on total private and government debt have been
rising rapidly, reaching levels as high as 15 per
cent of GDP in recent years in a number of coun-
tries. This unprecedented expansion of public and
private debt and associated interest payments took
place concomitantly with financial liberalization,
advocated on grounds of both efficiency and
equity. Liberalization was justified on the grounds
that financial repression, notably the policy of

maintaining nominal interest rates below the rate
of inflation, not only led to inefficiency in the allo-
cation of resources and discouraged savings, but
also redistributed wealth at the expense of savers.
Since large savers are often in a position to hedge
against inflation, small savers were thought to be
particularly vulnerable.

Deregulation of interest rates was also accom-
panied by a major shift in the financing of budget
deficits from central banks to the private sector. It
was also argued that the privileged access of gov-
ernments to central bank financing increased
inequality because of its effects on inflation, and
that the introduction of the discipline of private
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financial markets in the public sector would in-
crease fiscal responsibility and encourage budget
balance. Setting monetary growth targets was con-
sidered to be the best way to eliminate price instability.
In the face of continued government deficits, meet-
ing these targets meant that increasing amounts of
debt had to be held on private sector balance sheets.

For a number of reasons, financial liberaliza-
tion in many middle-income countries gave rise to
a massive expansion of public and private debt.
First, interest rates were deregulated under condi-
tions of rapid inflation and depressed economic
activity resulting from the debt crisis. Conse-
quently, while nominal interest rates rose sharply
and real interest rates reached double-digit figures,
the financing gaps in the public and private sec-
tors widened due to the effect of recession on
revenues, and often a “Ponzi” financing pattern
emerged whereby interest payments were financed
by incurring new debt at very high interest rates.
Second, a number of governments in highly-in-
debted countries, particularly in Latin America,
faced net financial transfers abroad as net new
borrowing fell short of interest payments. Conse-
quently, they had to borrow at very high rates at
home in order to service their external debt.

The increased public and private debt has
witnessed the emergence of a new class of rentiers
whose incomes depend as much on capital gains
on financial assets as on interest payments. In
socio-economic terms, the origin of this class ap-
pears to vary from country to country. Since most
countries undergoing the development process lack
the kind of viable institutional investors which
dominate developed country financial markets, the
main sources of finance are wealthy individuals
whose activities are intermediated through the
banking system. Further, large segments of the
industrial and commercial classes have been at-
tracted to borrowing and lending, and to buying
and selling existing assets, as a source of income,
rather than to investing in commercial or indus-
trial ventures or construction as they normally
would under conditions of “repressed finance”. The
attractive terms which have been offered on public
debt in order to shift government financing from
the central bank to the private sector has meant
that low-risk, often tax-free, government bonds
constitute an increasing proportion of the total in-
vestments of such rentiers. This tendency has gone
so far that in some middle-income countries the
corporate sector has become a surplus sector, lend-
ing directly and indirectly to the public sector.

Although the public domestic debt has risen
rapidly since the early 1980s in a number of devel-
oping countries, the stock of such debt as a
proportion of GDP is still small compared to the
proportion in industrialized countries. For in-
stance, in mid-1996 it was around 30 per cent in
Brazil and Turkey - two countries which saw a
rapid accumulation of domestic debt in the past
decade - compared to 60 per cent or more in most
industrial countries. However, in developing coun-
tries this debt has been accumulated over a very
short period. Moreover, real interest rates in these
countries are considerably higher than in the in-
dustrialized countries, often reaching double digits.
Thus, real interest payments on debt tend to be
much higher than in industrial countries; in Brazil
and Turkey they have reached 5-6 per cent of GDP,
compared to 2-3 per cent in most industrial countries.

However, as in the industrialized countries,
the accumulation of debt by the public sector in
developing countries has been associated with a
sharp slowdown in public investment. Much of
the new debt has been contracted in order to fi-
nance current spending and transfers, including
interest payments, rather than investment. Indeed,
public investment has often been cut in order to
service debt. The combination of increased public
debt and reduced public investment suggests that
the debt does not correspond to an equivalent build-
up of productive capacity, capable of producing
additional revenues for its servicing. The burden
has had to fall on ordinary tax revenues, implying
a redistribution from taxpayers to holders of gov-
ernment debt.

The redistributional effect of government debt
depends on who pays the taxes and who holds the
debt and, hence, receives interest payments. In
industrial countries where the taxation is progres-
sive and government debtholding is widespread,
particularly in the portfolios of pension and provi-
dent funds, the servicing of government debt
through taxation may not distort income distribu-
tion. Evidence from the United States suggests that
the redistributional impact of government debt may
even be positive due to the progressiveness of the
tax system and the dispersion of debt ownership.?!
However, this does not seem to be generally the
case; for instance, there is evidence to show that
the redistributional impact may have been nega-
tive in the 19th century in Great Britain.?> Although
it is difficult to estimate the precise redistributional
effects of government debt in developing countries
because of lack of information regarding the dis-
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tribution of debt ownership by different income
groups and institutions, there are strong reasons
to believe that an increased government debt held
primarily by the private sector aggravates inequali-
ties in income distribution. First, in most
developing countries the taxation system is highly
regressive, both because of widespread evasion of
taxation on non-wage incomes, and also because
of heavy reliance on indirect taxes. Second, the
ownership of government debt appears to be highly
concentrated. For instance, in Turkey, where gov-
ernment debt is held primarily by banks, bank
deposits are heavily concentrated in large accounts:
according to one estimate, the Gini coefficient of
bank deposits in Turkey in the 1980s was close to
0.7, and 60 per cent of deposits were held by 11
per cent of deposit holders.?

As noted above, in some countries new debt
is incurred in order to meet interest payments on
outstanding debt. While postponing taxation re-
quired for debt servicing, recourse to such financing
tends to aggravate the problem by increasing the
wealth concentration relative to GDP. Since typi-
cally real interest rates on public debt are well in
excess of real growth rates, the debt/GDP ratio will
rise continuously even if a Government incurs no
new debt to finance its non-interest expenditures.
However, this process cannot continue indefinitely,
and eventually the debt will have to be serviced
from tax revenues, and the tax burden will rise sig-
nificantly because the stock of debt will have grown
in relation to GDP.

It is generally agreed that inflation is regres-
sive in its effects on income and wealth distribution
because the rise in nominal incomes of the poor
does not keep up with the rise in prices, particu-
larly as regards the urban poor and the lower middle
class. Moreover, inflation constitutes a tax on
currency holdings, and such holdings amount to a
greater proportion of the incomes of the poor than
the rich as financial liberalization proceeds. While
a shift from money printing to bond printing may
benefit the poor in the former sense, it will not nec-
essarily do so when the redistributive effects of
government debt are compared and contrasted with
the inflation tax on currency holdings. Such hold-
ings do not generally amount to more than a few
percentage points of GDP, and tend to decrease
rapidly as inflation accelerates. Consequently,
when the tax system is highly regressive and gov-
ernment debt ownership is concentrated, income
redistributed from poor taxpayers to rich bondhold-
ers may well exceed the inflation tax that the poor
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Countries: Keynes, Kalecki and the Rentier”, in G.
Helleiner, S. Abrahamian, E. Bacha, R. Lawrence and
P. Malan (eds.), Poverty, Prosperity and the World
Economy: Essays in Memory of Sidney Dell (London:
Macmillan Press, 1995).

a Gross value added before taxes.

would have paid under conditions of inflationary
financing.

The rise in interest rates has also been a key
factor in the increase in interest payments as a pro-
portion of value added in the corporate sector. The
immediate effect of financial liberalization in the
1980s was to squeeze profits by pushing up the
cost of capital and transferring a greater part of
corporate income to rentiers. Thus, the rise in in-
terest rates and the share of interest in national
income were initially reflected in a redistribution
of property income from profits to rentiers.

However, mark-ups in trade and industry typi-
cally respond to sustained increases in interest rates
in the same way as they respond to changes in other
costs. Since, under financial liberalization, inter-
est rates adjust rapidly to changes in the price level,
mark-up pricing implies that the greater interest
burden tends to be shifted onto labour. There is
indeed evidence from some countries that the re-
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distribution of income in favour of rentiers has been
at the expense of labour. For example, in Turkey,
the hike in interest rates brought about by finan-
cial liberalization in the early 1980s initially
resulted in a tight profit squeeze, but the share of
profits in value added recovered subsequently at
the expense of wages while interest payments con-

tinued to absorb about one third of value added,
against less than 20 per cent in the late 1970s (chart
12). Since interest rates on corporate debt have
generally increased in the past decade, it is likely
that some of the income redistributed from wages
to profits in manufacturing (see chart 10) accrued
to rentiers rather than industrial entrepreneurs.

F. Conclusions

This chapter has outlined recent trends in
wage inequality, the distribution of manufacturing
value added between labour and capital, agricul-
tural prices and terms of trade, and interest
incomes. Growing earnings inequality between
unskilled and skilled workers, coupled with a de-
clining wage share in manufacturing value added,
can be expected to worsen personal income distri-
bution in semi-industrialized countries, a tendency
which could be reinforced by increases in the share
of interest incomes. In more agrarian economies,
these tendencies could be reinforced if the benefits
of agricultural price liberalization accrue to
oligopsonistic traders, and if policies to align pro-
ducer prices in agriculture more closely to world
prices are confounded by declines in the latter.

Trade liberalization and financial liberaliza-
tion have thus strengthened some of the forces
making for increasing inequality in income distri-
bution in the short run. But the crucial issue is
what will happen in the longer term. According to
one view, the recent dislocations caused by trade
liberalization in developing countries, including
widening earning inequalities, are temporary, be-
ing the inevitable consequences of a shift from a
“distorted trade regime” to free trade which will
eventually be reversed as markets prevail and bring
about productivity gains and upgrading. On this
view, all that Governments need to do is simply to
maintain free trade and facilitate this process by
policies designed to increase the supply of skilled
labour. Proponents of this view accordingly be-
lieve that it is possible to envisage a new kind of
Kuznets curve associated with greater integration:
at first inequalities increase, but subsequently they
decrease.

From the analysis of the preceding chapter, it
would appear that though this is a possible out-
come, it is an unlikely one. It is possible because,
as the first-tier East Asian NIEs have shown, de-
clining inequalities can be achieved if a rapid rate
of growth is sustained long enough to absorb sur-
plus labour. But it is not clear that this experience
can be replicated under full-scale trade liberaliza-
tion, particularly if carried out with financial
liberalization. As already noted in chapter II, there
are fundamental differences between export pro-
motion policies and full-scale import liberalization
in their effects on the exploitation of static com-
parative advantage based on existing resource
endowments and know-how, as well as on the pro-
motion of infant industries and realization of
dynamic comparative advantages. Moreover, there
can be little doubt that such a process depends cru-
cially on investment, and the role of governments
in accelerating capital accumulation was much
greater in the East Asian successes than is typi-
cally assumed in the conventional approach. In
these circumstances, there are serious dangers that
growth will not be sufficiently rapid, particularly
since, as already noted, population in surplus la-
bour economies is growing relatively fast. It may
be very difficult to promote investment and em-
ployment and raise productivity while competing
with more efficient producers. Consequently, wage
inequality may well become a more permanent fea-
ture of the middle-income countries, in very much
the same way as it has become in a number of major
industrial countries in the past two decades.

To avoid this trap it is important to focus
policy more on the issue of capital accumulation
and on management of the relationship between
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capital accumulation and distribution. This issue income or a particular pattern of factor shares can
is taken up in the subsequent chapters, examining lead to slower growth, and then considering the
first the possibility that an unequal distribution of  policy implications for sustaining faster growth. M
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Chapter V

INCOME DISTRIBUTION, CAPITAL ACCUMULATION
AND GROWTH

A. Introduction

As discussed in previous chapters, recent
years have witnessed increased polarization both
among countries and among various income groups
and classes within countries. Rapid and steady
growth in developing countries is clearly neces-
sary to close their income gap with the advanced
industrial countries and improve standards of liv-
ing. There may be some scope for raising income
through reallocation of existing resources, but re-
storing rapid growth depends in large part on
raising the rate of capital accumulation.

Experience shows that while rapid growth as
such may not lead to a significant improvement in
income distribution in the short to medium term, it
is indispensable for attaining a more balanced pat-
tern of distribution in the longer term. More
importantly, as discussed in the preceding chap-
ters, policies can be designed so as to strengthen
the forces making for greater equality while pro-
moting growth and absorbing the surplus labour
that prevails in many developing countries.

While previous chapters concentrated on the
effects of growth on income distribution, this chap-
ter examines the effects of income distribution on
capital accumulation and growth. It concentrates
on various channels through which personal and
functional income distributions influence savings,
investment and growth. Chapter VI will then dis-
cuss the role of policies and institutions in
promoting growth, particularly by influencing the
behaviour of classes that absorb a large share of

national income, drawing on the experience of a
number of developing countries, especially those
in East Asia.

The next two sections examine how inequal-
ity in income distribution can slow accumulation
and growth, concentrating on various channels of
influence. First, it is shown that inequality can
trigger political and social pressures that may even-
tually undermine incentives to save and invest.
Second, it can reduce the average skill level of the
labour force by making it harder for the poor to
finance their education and that of their children.

The proposition is then examined that unequal
income distribution is essential for rapid accumu-
lation and growth because the rich save and invest
a greater proportion of their incomes than the poor.
It is shown that, while the rich may indeed save
and invest proportionately more than the poor, the
same degree of inequality among countries is of-
ten associated with different rates of accumulation,
or that a given rate of accumulation is compatible
with lower or higher inequality. Thus, accelerat-
ing growth does not necessarily require a greater
concentration of income in the hands of the rich.

The relationship between inequality and ac-
cumulation is greatly influenced by the extent to
which profits are saved and invested. An exami-
nation of sources of capital accumulation shows
that corporate profits are often the principal source
of investment in industry, while the contribution
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of voluntary household savings to productive in-
vestment is relatively small. However, the extent
to which profits are saved and reinvested varies
considerably among countries. It is argued that
high retention and reinvestment of profits foster
accumulation and growth at minimal inequality in

terms of personal income distribution. What dis-
tinguishes East Asian NIEs from other developing
countries is not so much an exceptionally high rate
of household savings as a considerably higher pro-
pensity of corporations to save and invest from
profits.

B. The political economy of distribution and growth

While the evolution of income distribution
throughout the process of growth and industriali-
zation has attracted considerable attention, the
effect of income distribution on capital accumula-
tion and economic growth has been relatively
neglected. A commonly held view is that the rich
save proportionately more than the poor, so that
greater inequality tends to be associated with higher
savings. Consequently, any attempt to redistrib-
ute income from the rich to the poor in order to
alleviate poverty would be counter-productive over
the longer term, since it would slow capital accu-
mulation, income growth and job creation.

The validity and implications of this proposi-
tion are examined in greater detail in the subsequent
sections. Here, attention is focused on an impor-
tant aspect of the distribution-growth link which
is neglected in this approach; namely, the effect of
income distribution on incentives to save and
invest. The traditional view assumes that propen-
sities to save of various income groups are
independent of how income is distributed among
them. However, greater income inequality can re-
duce incentives to save and invest across the entire
spectrum of income groups. Consequently, even if
the rich save and invest proportionately more than
the poor, a higher degree of inequality may be as-
sociated with lower aggregate savings and
investment if it has a significant adverse effect on
incentives.

Recent work has concentrated mainly on two
possible channels through which greater inequal-
ity can reduce incentives for accumulation and
growth.! The first is through the impact of inequal-
ity on social and political instability, and of
instability on investment. Income inequality and
polarization can lead to social discontent, demand

for radical changes, political violence and attempts
at an unconstitutional seizure of power. In par-
ticular, the absence or weakening of a relatively
well-off middle class can be a major factor con-
tributing to socio-political instability, which has
an adverse effect on investment and growth. The
interaction among income distribution, instability
and growth may threaten to set off a vicious circle
whereby greater inequality leads to increased in-
stability and reduced growth, which in turn can
lead to still greater instability. Consequently, suc-
cessful redistribution policies could promote
growth by reducing social and political instability,
provided, of course, that they do not introduce other
impediments to accumulation and technical
progress.

Placing social and political instability at the
centre of the analysis of the link between income
distribution and investment provides an important
insight into how social and economic phenomena
interact. However, the link between inequality and
political instability is not a mechanical one. His-
tory shows that in most societies there is at any
moment in time a notion of a socially acceptable
distribution of income, and hence of inequality,
which is widely regarded as legitimate. It reflects
a long history of class bargains and struggles over
income distribution specific to each society. In
other words, the degree of socially acceptable in-
come inequality varies among societies. Although,
this notion of what is acceptable changes over time
as the balance of power among different classes
shifts, at any particular moment it sets a limit to
the extent to which income distribution and inequal-
ity can be changed in either direction without
causing serious socio-political dislocations. Thus,
just as a sharp deterioration in income distribution
often leads to serious socio-political instability and
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even to a social revolution, there are also socio-
political limits to policies of progressive income
redistribution.

The question of legitimacy also relates to spe-
cific types and sources of income. Some sources
of income are almost everywhere considered ille-
gitimate (e.g. the profits of heroin dealers). Some
are legally tolerated in some countries but not in
others (e.g. interest on loans). Some are permitted
by law, but may not be acceptable to all (e.g. lot-
tery winnings). There is a whole spectrum of what
might be called “legitimacy weightings” attached
to different types of income. Arise in the “aggre-
gate legitimacy index” can also cause social and
political turmoil, as recently in some Central Eu-
ropean countries.

The fundamental problem is, thus, that there
are two sorts of income inequality, one unaccept-
able (illegitimate) and the other acceptable
(legitimate), and any existing pattern of income
distribution embodies both, in proportions that are
hard to analyse statistically. To the extent that the
inequality of income distribution reflects legitimate
inequalities, it is compatible with socio-political
stability.

It follows that instability would be greater
where high inequality is accompanied by wide-
spread poverty, because in that case the legitimacy
of the measured inequality would be lower. Thus,
social unrest and political instability can be ex-
pected to be less pronounced in economies where a
given income inequality is associated with relatively
high average per capita incomes and a relatively
low level of poverty. For instance, the United
States has as high a Gini coefficient as a number
of poor countries, but does not have the political
instability of many of the latter. Moreover, people
often find higher inequality more tolerable if in-
comes are rising and poverty is diminishing. Thus,
inequality does not necessarily lead to greater
socio-political instability, unless it is associated
with widespread poverty. By the same token, a
relatively equitable income distribution may result
in instability if the average level of income is low
and poverty is widespread. Finally, the impact of
inequality on socio-political instability and growth
may vary with the nature of the political system.

These various factors shaping the effect of
income distribution on political instability differ
considerably from one country to another. There
is some evidence of a positive correlation between

income inequality and the degree of political in-
stability, and between political instability and
investment, suggesting that income inequality is
harmful to growth.? Tt appears that socio-political
instability exerts a greater influence on growth than
the nature of the political regime itself, and that
transition from dictatorships to democracy is of-
ten, but not always, associated with increased
instability and less growth. However, it cannot be
deduced simply from this correlation whether it is
political instability that leads to slow growth or
slow growth that leads to political instability.
Moreover, not all studies linking political stability
to growth find a significant relationship between
the two.?

Another link between growth and income in-
equality is through government intervention. It is
often argued that a highly skewed pattern of in-
come distribution can generate significant social
and political pressure on governments to pursue
redistributive policies. Such policies can introduce
serious distortions and lead to a reduction in the
after-tax return on capital, thereby impeding ac-
cumulation and growth. Such outcomes can be
expected to emerge more easily in democratic so-
cieties, where the poor may vote in favour of
redistributive taxes that reduce incentives to in-
vest. However, governments that are more
autocratic may also be subject to similar social and
political influences.

It is also argued that government intervention
is linked to unequal asset distribution as well. On
this view, because of imperfections in capital mar-
kets, people cannot borrow against their future
earnings to finance long-term investment, and they
have thus to rely on their own resources, including
assets which provide collateral for loans. Unequal
asset distribution can generate political pressures
on governments to intervene in capital markets,
leading to distortions in the allocation of resources
and thereby reducing investment and growth.*

Political pressures arising from highly unequal
income distribution can indeed lead to populist
policies which harm investment and growth through
their effects on macroeconomic stability or the re-
turn on investment. However, such pressures do
not necessarily give rise to harmful intervention.
For instance, if they lead to policies of taxing the
rich to provide better public education, they may
both reduce inequality and promote faster growth.
Similarly, they could lead to government transfers
that may help reduce criminal activities, thereby
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alleviating social tensions and instability, and
stimulating investment and growth. There is in-
deed some evidence of a positive relationship
between government transfers and growth. It is
therefore possible that growth may be low in more
unequal societies because they redistribute less, not
because they redistribute more.’

Indeed, income inequality does not always
lead to redistributive policies in favour of the
poor. For instance, in most of those developing
countries where income distribution is highly
unequal taxation is also regressive, suggesting
that the link between corrective policy action
and income distribution is not automatic. In the
same vein, redistributive policies are not always
associated with large inequalities; for instance,
despite a relatively high degree of equality in
income distribution, Japan effectively pursued
redistributive policies in the form of conces-

sional lending and technical support in favour
of small producers both in industrial and in ru-
ral sectors in the postwar era, which also helped
accelerate growth.®

While various political pressures generated by
income inequality may adversely influence invest-
ment and growth, the considerations above suggest
that the link between inequality and growth is a
highly complex one. That is perhaps why empiri-
cal studies of the subject covering a number of
countries have failed to demonstrate any robust
relationship.” In most studies either the two are
found to be unrelated, or the relationship loses its
significance when other variables are included.®
Even where an inverse relationship is found, the
impact of inequality on growth is rather small.’
Nor is it possible to generalize about how differ-
ent political systems influence the relationship
between inequality and growth.!

C. Distribution, education and skill acquisition

1. Distribution and education

Another influence of income distribution on
growth is through its effect on human capital for-
mation. The degree of educational attainment has
come to be considered as a crucial determinant of
a country’s stock of human capital, as well as of
an individual’s earnings capacity. Income distri-
bution exerts an important influence on school
enrolment, since the financial situation of individu-
als is an important determinant of their capacity to
invest in education. Family income has a direct
impact on that capacity because people make most
of their investments in education when they are
young. Families that are better off financially can
more easily finance the education of their children
to more advanced levels; they also tend to have
lower fertility and fewer children to educate. One
part of this investment consists of the direct cost
of education, such as tuition fees and the cost of
textbooks and other teaching material. The other,
and more important, part is the opportunity cost in
the form of current earnings that the family unit

forgoes. The two-way causality between income
levels and investment in education points to the
possibility that families on the lower rungs of the
income ladder, dependent on subsistence earnings,
may be caught in a low-education and low-income
trap, since they cannot afford to forgo current in-
come and invest in education.

Similarly, the distribution of wealth has a sig-
nificant effect on investment in education because
bequests allow current income forgone and the cost
of education to be covered. The initial distribu-
tion of wealth can also have long-term effects, since
investment in education allows the wealthy to ob-
tain better-paid jobs and to bequeath more to future
generations. Moreover, wealthy individuals may
form a club which provides private education with
a bias towards advanced education for a few rather
than basic education for all. Education also pro-
vides them with greater exit options by equipping
them with skills that enable them to obtain more
remunerative employment abroad. Hence, the
manner in which society stratifies largely deter-
mines who has access to education, what skills are
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accumulated and, therefore, the future distribution
of income and wealth. Initial inequality in income
and wealth distribution can create a low-skill-low-
income trap for the poor, while for richer families
these variables are constantly on the increase.! The
combination of low skills and low income also tends
to be perpetuated, since differences in socio-eco-
nomic status between families in which children
are raised lead to differences in their achievements
as students. Consequently, groups or neighbour-
hoods in deep poverty have great difficulties in
overcoming their initial circumstances because their
state of poverty tends to be self-perpetuating.

In linking asset distribution and investment
in education, recent work has emphasized the role
of assets (noted above) in providing collateral for
loans. While there is some evidence that land
ownership is a determinant of educational attain-
ment, and that there is a negative correlation
between the degree of inequality in initial land dis-
tribution and subsequent growth,!? the precise
mechanism linking the two is not clear. On this
view, the relationship between land distribution and
growth should be especially strong in low-income
countries, but this is not always the case. The fact
that a number of developing countries with egali-
tarian land distribution have experienced slow
growth (e.g. India, Islamic Republic of Iran, Mali,
the Philippines, Senegal and Uganda) suggests that
the link between asset distribution and growth de-
pends on a host of other factors, including
incentives for individuals to invest in skill acquisi-
tion and the provision of public education. More
importantly, it does not appear that using land as
collateral for educational loans is a common prac-
tice in developing countries. Commercial banks
are usually unwilling to extend credits to small
farmers since farmland is a difficult collateral to
handle. Itis usually specialized state-owned banks
that fulfil this role, but the credits they extend are
rarely for purposes other than agricultural activi-
ties. It is therefore more likely that land ownership
influences investment in education as a source of
income rather than as a collateral for credits.!?

The argument that an individual’s or family’s
capacity to invest in education depends on their
own incomes and assets assumes that there is no
provision of free education and/or of public credit
schemes to cover the costs involved. The provi-
sion of government finance for education is
required because the value to society of investment
in skill acquisition exceeds its value to the indi-
vidual; it creates positive externalities which are

not captured by the individual concerned. As al-
ready noted, educational subsidies for the poor are
one of best redistributive policies because they not
only help attain greater equality, but also promote
growth.

2. Employment, investment and skill
acquisition

Investment in education depends not only on
the ability of the individual to afford the costs in-
volved, but also on the incentive to do so. The
incentive is there if the future flow of income can
be expected to rise in consequence. That in turn
depends on wage differentials between better
educated and less educated labour, and on the prob-
ability of finding employment that adequately
rewards the skills achieved. In order for higher
wages for better educated labour to provide an
adequate incentive for investment in education, the
wage differential should be large enough to com-
pensate for the costs incurred throughout the
investment period. There is strong evidence of such
a differential in developing countries. Moreover,
it seems to widen as educational levels increase;
the difference between the wages of workers with
secondary and primary education tends to exceed
that between workers with primary education and
those with no schooling.'

The probability of finding employment com-
patible with increased skills arising from
investment in education, and also the extent of wage
differentials between better and less educated la-
bour, depend very much on the demand for skilled
labour. But in many developing countries, lack of
such demand and widespread unemployment among
labour with primary or secondary education, or em-
ployment of such labour in low-paid jobs not
commensurate with their education and skills, is
as important an impediment to an individual’s or
family’s investment in education as their ability to
afford it.

On the other hand, too fast an expansion of
the educated labour force out of line with indus-
trial growth can also be problematic. The high
level of education in the early 1960s in the Repub-
lic of Korea is often remarked on, but it has also
been reported that in 1964, when the per capita
income was about $100 and one in every 289 citi-
zens was in college, college graduates were
competing for jobs as municipal streetsweepers
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despite a tradition against manual labour. A ma-
jor policy goal of the Government in the early 1960s
was to reduce college enrollments by a third.!
Unemployment among secondary school leavers
has also been important in Malaysia.!®

Demand for skilled labour depends very much
on the level of technological development reached,
and rises at a pace determined by the speed with
which the economy moves up the technology lad-
der. Since the latter depends on the rate of capital
accumulation, investment and technological change
are the two most important determinants of the
demand for skilled labour. Thus, rapid accumula-
tion and technological change stimulate investment
in education by creating high-wage jobs and thereby
the ability to finance such investment.

Moreover, capital accumulation, technologi-
cal upgrading and job creation play a key role in
raising the quantity and quality of skilled labour
by allowing workers to acquire and develop skills
through on-the-job training and learning by doing.
From the point of view of workers, incentives to
enrol in industrial training programmes are simi-
lar to those for schooling. At the same time, the
training may benefit employers by developing spe-
cialized job-related skills and raising productivity.
The acquisition of such skills is a benefit to soci-
ety as a whole; they can be transferred to other
firms or industries while their costs are firm-
specific. If skilled labour is attracted by higher
wages elsewhere in the economy or abroad, the firm
will need to match these levels in order to retain it,
thereby incurring additional costs. That is why
firms may be reluctant to undertake costly train-
ing. One way to overcome this problem is through
the public provision of training facilities. A direct
subsidy to a firm, linked to the labour force and
skill formation, often provides a better alterna-
tive.

It is sometimes argued that FDI may also be
an important means of skill acquisition because the
skill content of production associated with it tends
to be higher than that of domestic production.
However, the extent to which these benefits spill
over to the local economy depends on how strong
the linkages are between TNCs and domestic pro-
ducers and on indigenous capabilities to allow such
linkages to develop. Indeed, evidence suggests that
positive and significant spillovers occur only when
the capability and technology gaps between domes-
tic and foreign firms are moderate. In countries
where such linkages are lacking, there are signifi-

cant skill and wage differentials between foreign
and domestic enterprises.!”

Training and learning by doing during an in-
dividual’s career are important aspects of human
capital formation. For jobs requiring moderate
levels of skill, they can indeed be much more ef-
fective than providing basic education. In most
developing countries, skills acquired through ap-
prenticeship in artisan workshops are often
considered superior to those resulting from primary
and even secondary education. Thus, the fact that
individuals from poor families cannot invest much
in formal schooling does not always mean that they
are totally excluded from skill acquisition. At
higher levels of technology, post-school skill ac-
quisition through learning by doing and training is
often an integral part of an individual’s skill level,
and much training in manual and managerial skills
is of an on-the-job nature. General training pro-
vided by schools improves adaptability and learning
capacity and is an essential complement to on-the-
job industrial learning; it is especially vital to an
agenda of technological upgrading. However, its
contribution to industrialization depends crucially
on capital accumulation and job creation.

Chart 13 plots educational attainment in a
number of countries against the skill intensity of
their exports. Educational attainment is measured
by the average number of person-years of school-
ing of the population aged 15 and above, whereas
the share of a country’s skill- and technology-in-
tensive goods in its total exports is used as a proxy
for the skill intensity of the country’s production.!®
Any interpretation of the chart needs to take ac-
count of the fact that some of the skill- and
technology-intensive exports of a number of coun-
tries, such as Malaysia, Mexico and Thailand, have
very high skill- and technology-intensive import
contents, since a high proportion of such exports
comes from assembly operations.!” Moreover, cer-
tain non-traded services can be very skill-intensive.
If these sectors are excluded, there results an un-
derestimation of the skill-intensity of production
in economies such as those of Hong Kong and Singa-
pore, where the provision of services is important.

However, even allowing for these considera-
tions, chart 13 lends support to the hypothesis that
educational attainment is a necessary but not a
sufficient condition for skill-intensive production.
All countries with a high share of skill-intensive
exports also have a relatively high educational at-
tainment, while the evidence for countries such as



Income Distribution, Capital Accumulation and Growth 157

Chart 13

SKILL AND TECHNOLOGY INTENSITY OF EXPORTS, AND LEVEL OF EDUCATIONAL
ATTAINMENT IN SELECTED COUNTRIES IN THE 1990s

Share of skill-and technology-intensive exports
in total exports, 1995
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Argentina, Chile, Peru and Uruguay suggests that
relatively high educational attainment does not
automatically translate into skill-intensive exports.
These countries have educational attainments as
high as East Asian NIEs, but their skill intensity is
much lower. By contrast, Brazil and Tunisia have
lower educational attainment than those NIEs, but
their skill intensity is considerably higher. Almost
all countries where high educational attainment has
translated into skill-intensive exports are those that
have sustained a rapid pace of capital accumula-
tion, technological upgrading and productivity
growth over many decades, most notably the East
Asian NIEs.

These considerations strongly suggest that
even when greater equality in income and/or wealth
distribution does succeed in stimulating greater
investment in education, it will not necessarily also
create sufficient skilled jobs to reward the expec-
tations of all who have so invested. Whether that
goal can be reached depends on the pace of accu-
mulation and technical progress. Since investment
in physical assets plays a crucial role in stimulat-
ing demand for education and the supply of
job-related skills, the impact of income distribu-
tion on the acquisition of education and skills
depends very much on its effect on capital accu-
mulation.

D. Personal and functional income distribution and accumulation

As discussed in the previous chapter, notwith-
standing significant differences among countries,
arelatively large share of national income in capi-
talist societies accrues to a relatively small
minority. It is, therefore, primarily the spending
behaviour of this minority that determines savings
and accumulation. This is particularly true for
developing countries, where incomes of a large
majority of the population are barely sufficient to
meet their basic needs, and provides the basis for
the view in mainstream economic analysis that there
is a trade-off between income equality and growth
because the rich have a higher savings ratio than
the poor. This view is consistent with various for-
mulations of private savings behaviour.?

However, unlike the standard analysis of the
relation between savings and the incomes of rich
and poor, an approach different from that of the
classical tradition (described in box 7) focuses on
the functional distribution of income - i.e. between
rents, profits and wages. Each functional type of
income is defined as the income source of a par-
ticular class: landowners earn rents, capitalists earn
profits and workers earn wages. In this analysis,
the propensity to save out of profits is greater than
the propensity to save out of wages, so that a re-
distribution of income in favour of profits would
raise aggregate savings at any given level of income.

The idea that capitalists save a higher pro-
portion of their profits than workers save out of
wages was used by Keynes to justify the working
of the capitalist system of the nineteenth century
in Europe and North America, already discussed
in chapter II. He described the system thus:

Europe was so organized socially and eco-
nomically as to secure the maximum
accumulation of capital. While there was
some continuous improvement in the daily
conditions of life of the mass of population,
society was so framed as to throw a great
part of the increased income into the con-
trol of the class least likely to consume it.

Herein lay, in fact, the main justifica-
tion of the capitalist system. If the rich had
spent their new wealth on their own
enjoyments, the world would long ago have
found such a regime intolerable.?!

On this view, therefore, inequality is an es-
sential feature of the accumulation and growth
process in the capitalist system. Investment pro-
vides social as well as economic justification for
the concentration of an important part of national
income as profits in the hands of a small minority.
It indeed acts as a social tax on profits that re-
stricts their use for personal consumption of the
capitalists, and thus makes for lesser inequality in
consumption than income. Thus, unlike the “so-
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Box 7

GROWTH AND DISTRIBUTION IN THE CLASSICAL AND KEYNESIAN TRADITIONS

A common feature of the classical and Keynesian theories of economic growth is that both link
the accumulation process to the functional distribution of income. According to both Ricardo
and Marx, profits not only constitute an incentive for investment, but also are the only source of
capital accumulation. Over the long term, wages tend to remain at the subsistence level, al-
though they may fluctuate in the short term. Ricardo explained this in terms of the “Malthus
Law”, while Marx attributed it to the existence of a “reserve army” of unemployed workers. In
both approaches the interaction between accumulation and profits sets off a cumulative down-
ward process whereby accumulation leads to a decline in profits which, in turn, slows accumula-
tion. In Ricardo this happens because diminishing returns in agriculture raise wage costs in
industry, increasing agricultural rent at the expense of industrial profits. Marx argued that the
increase in capital deepening (rising “organic composition of capital”) associated with accumula-
tion reduces the mass of surplus extracted from workers per unit of capital, thereby lowering
profits and slowing accumulation.

The class perspective also dominates the Keynesian approach to income distribution and growth.
However, unlike the classical political economists, this approach sees a mutually reinforcing
interaction between profits and accumulation. This interaction was first formulated by Keynes
and Kalecki in the 1930s, in the context of short-term income determination, and subsequently by
Kaldor in the 1950s, in the context of accumulation and growth. Assuming that the propensity of
capitalists to save out of profits is greater than that of workers to save out of wages, and that
prices respond to aggregate demand faster than wages, it was shown that the share of profits in
national income was positively related to the investment rate and inversely related to the propen-
sity to save out of profits. If workers do not save at all, profits are determined entirely by the
spending of the capitalists; thus, “workers spend what they earn, capitalists earn what they spend”.
If capitalists invest aggressively, aggregate savings and the aggregate savings ratio will be greater
as income is redistributed from low-saving workers to high-saving capitalists. By contrast, in an
economy where investment is sluggish and/or workers are parsimonious, the share of profits in
income tends to be lower.

If workers save, however, they also earn property income (dividends or interest) as they invest
their savings and accumulate wealth. This was the basis of a further refinement of the theory in
the 1960s. Under these conditions, the shares of wages and profits (but not the shares of workers
and capitalists) in national income are independent of the savings rate of workers.

However, all this depends on the assumption that nominal wages would not respond to a rise in
prices brought about by increases in investment and aggregate demand. When they do, the redis-
tribution-growth process hits an inflation barrier, as was emphasized by the Cambridge econo-
mist Joan Robinson. If there is a limit to how much the absolute level of wages can fall, then
inflation sets in whenever investment exceeds the level compatible with the minimum acceptable
wage rate, setting a limit to how much the share of profits and, with it, the aggregate savings rate
can rise.

cial instability view” discussed in the previous sec-
tion, here social cohesion and stability depend not
so much on the distribution of income as on the
way the rich dispose of their incomes. Inequality
can be tolerated if it is associated with accumula-
tion and “continuous improvement in the daily
condition of the mass of population”.

However, higher propensity to save from prof-
its than from wages does not necessarily imply that
aggregate savings and investment rise with inequal-
ity in personal income distribution. Although some
empirical studies find a positive correlation be-
tween income inequality and aggregate savings,
these results are not robust to different specifica-
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Chart 14A

LOW-INCOME COUNTRIES: INCOME SHARES OF THE RICHEST QUINTILE IN TOTAL
PERSONAL INCOME, AND PRIVATE INVESTMENT AS A SHARE OF GDP, 1970-1994
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chapter IlI).

tions and for different country groups. A recent
study using the “high-quality” distribution data
(discussed in chapter III) for 52 countries, finds
no support for the hypothesis that income inequal-
ity affects aggregate savings, either in developing
or in industrialized countries.?

Charts 14 A and B plot the share of private
investment in GDP against the share of the richest

quintile in the distribution of personal incomes (ex-
penditures) for a number of low-income and
middle-income developing countries, for the 1970s
and for 1980-1994, for which data are available.?
There are considerable differences among coun-
tries in the relationship between inequality, as
measured by the concentration of income (expendi-
ture) in the richest quintile, and the share of private
investment in GDP. On average, both investment
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Chart 14B

MIDDLE-INCOME COUNTRIES: INCOME SHARES OF THE RICHEST QUINTILE IN TOTAL
PERSONAL INCOME, AND PRIVATE INVESTMENT AS A SHARE OF GDP, 1970-1994
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and income shares of the richest quintile are low
in low-income countries (chart 14A). However, it
should also be noted that in almost all low-income
countries the distribution data refer to personal ex-
penditures rather than incomes, and hence show
less concentration. In this group the share of the
richest quintile varies from 40 per cent to 50 per
cent of total personal income (expenditure) in al-
most all the countries included in the chart, while

the private investment ratio ranges from 4.5 per
cent of GDP (Ghana in 1980-1994 and Bangla-
desh in the 1970s) to 12 per cent (India, Sri Lanka
and Kenya in the 1970s). In Kenya the share of
the top quintile is considerably higher than in other
low-income countries, apparently because there is
a high degree of concentration of privately owned
land; one estimate puts the Gini coefficient for land
distribution in that country at 0.72.%
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Among the medium-income countries, the
share of the richest quintile exceeds 50 per cent of
total personal income (expenditure) in a large ma-
jority of countries, while private investment rates
range from around 5 per cent (Peru in the 1970s)
to 25 per cent of GDP (Thailand during 1980-1994)
(chart 14B). A number of countries with similar
investment ratios have widely different concentra-
tion ratios. Again, some countries with similar
patterns of income distribution have sharply dif-
ferent private investment ratios. In most Latin
American countries the investment ratio is lower
than the average, but the concentration ratio is
higher. Some South-East Asian countries, nota-
bly Malaysia and Thailand, have concentration
ratios comparable to Latin America, but consider-
ably higher private investment ratios. Indonesia,
and even more so the Republic of Korea, also have
high private investment ratios, but much lower in-
come concentration ratios.

Private investment/income concentration con-
figurations appear to be relatively stable over time.
Two middle-income countries show significant
improvements in their private investment ratios in
the past decade (Chile and Thailand), associated
in both cases with increases in the share of the top
quintile. In Chile, however, the decline in the in-
come concentration ratio appears to have been
reversed in the 1990s, while the private investment
ratio has continued to rise. In some other coun-
tries (notably Brazil and Malaysia) the private
investment ratio was higher and income concen-
tration lower during 1980-1994 than during the
1970s, but the extent of change was much more
moderate.

In interpreting these inter-country variations
in the relationship between distribution and invest-
ment it is important to bear in mind that there is
not a one-to-one correspondence between the dis-
tribution of income between wages and profits and
among persons. To what extent a high share of
profits in value added would be associated with a
high degree of inequality in personal income dis-
tribution depends on a host of factors. First ofall,
wages are not always the most important type of
labour income in developing countries. In those in
the early stages of industrial development, and
particularly where agriculture is the principal eco-
nomic activity, proprietor incomes of small
landowners, artisans and shopkeepers, and income
from self-employment in the formal and informal
sectors, can be more important than wage incomes.
They often accrue to the poorest segments of the

population, while wages are earned by people in
the middle of the income range. Again, in such
economies ground rent, rather than profits, can be
the dominant form of property income.

Secondly, the extent to which a high share of
profits results in high inequalities in personal in-
comes depends on the distribution of capital assets.
For instance, in the extreme (and unlikely) case
where capital is equally distributed among the
population, the personal income distribution would
be totally independent of the distribution of value
added between wages and profits. Ownership of
capital assets by workers emerges at a relatively
advanced stage in the process of industrialization
and development, often in the form of contractual
savings in institutions such as pension funds. When
workers, in addition to their wage income, obtain
income from such assets, the wage-profits distinc-
tion no longer coincides with that between workers’
and capitalists’ incomes, and a redistribution be-
tween wages and profits would not necessarily be
associated with large changes in personal income
distribution. Moreover, both theory and empirical
evidence suggest that workers save more out of
profits and profit-related incomes than from wages
(see chapter VI), so that a redistribution of profits
from capital to labour would not necessarily lead
to a considerable decline in aggregate private sav-
ings.”

Finally, personal incomes do not add up to
functional incomes because an important part of
private incomes (such as the contractual savings
mentioned in the preceding paragraph) is retained
in institutions, and thus does not appear as per-
sonal income. In this connection a distinction has
to be made between insurance premiums paid by
employees to private pension funds, which are
treated as household incomes and savings; and
payments into public social security schemes,
which are treated as income taxes.? Since gov-
ernment pension schemes are traditionally much
more common than private schemes in developing
countries, much of the institutional savings of
households take place before labour incomes are
paid out. More importantly, retained corporate
profits are not included in personal incomes. If
profits are largely retained, a high share of profits
in value added is not necessarily associated with
high inequality in personal incomes; a greater
equality in personal income distribution may sim-
ply reflect a higher propensity to retain profits
rather than a lower share of profits in value added.
Thus, a high share of profits in value added can
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coexist with a high or a low degree of inequality in
personal income distribution, depending on the
propensity of corporations to retain profits for in-
vestment. For any given profit share in value
added, a higher propensity to save and invest by
corporations would generate not only a faster
growth, but also a more equal personal income dis-
tribution.

There can be little doubt that the importance
of corporate retentions tends to increase with eco-
nomic development and industrialization. For this
reason, international comparisons of income dis-
tribution often lead to an overestimation of the
difference in inequality between developing and
developed countries, since corporate business and
retained profits are less important in the former.
However, it should also be noted that in develop-
ing countries with per capita income of $300 or
more, companies already play an important role,
often in the modern sector, and their retained prof-
its can constitute an important share of value
added.?” Consequently, the extent to which profits
are retained in corporations can also influence the
comparison of personal income inequality among
developing countries.

The inter-country variations in the relation-
ship between personal income distribution and
capital accumulation also suggest that, unlike
Keynes’s description of capitalism in 19th century
Europe and North America, economic and social
life in developing countries is not always so or-
ganized “as to secure the maximum accumulation
of capital”. Indeed, the extent to which the rich
save and invest their incomes in productive assets
appears to vary considerably among countries and
plays a key role in relative economic performance.

Property income, including rents and profits,
constitutes the principal source of earnings of the
rich. There is no direct evidence on savings and
investment by the recipients of such incomes in
developing countries. For a small number of such
countries data exist on the contribution of retained
corporate profits to capital formation, and these
will be examined in the following section. A pro-
cedure that makes it possible to study a larger
number of developing countries, as well as other
income than profits received by the rich, is to com-
pare the share of the richest quintile in personal
income distribution with aggregate private invest-

ment, drawing on the data presented in charts 14
A and B. In developing countries most of the pri-
vate investment can be expected to be undertaken,
directly or indirectly, by this income group, al-
though it may be financed in part by savings of
persons below this income level or by transfers
from abroad. The share of private investment in
GDP is thus only a proxy measure of the extent to
which the rich use their incomes for investment.
The richest quintile can also be expected to em-
brace all major recipients of property income,
including profit earners and rentiers.

As noted in chapter 11, for some countries
the data on personal income distribution is based
on shares in consumption rather than in income.
In such cases, which include most low-income
countries, the ratio of the share of private invest-
ment in GDP to the share of the richest quintile
(i.e. the accumulation/concentration ratio, or ACR)
is an indicator of the extent to which the rich spend
their incomes on investment rather than personal
consumption. Even when the distribution data re-
fer to personal incomes, the ACR measures the
same relationship, since the evidence presented in
the subsequent section suggests that property-own-
ing classes save primarily through corporate
retentions, and use their personal incomes mainly
for consumption.

In charts 15 A and B developing countries are
ranked according to their ACRs for the 1970s and
for 1980-1994, respectively. The successful East
Asian countries are generally at the top of the list,
followed by North African, Latin American and
sub-Saharan African countries. The ranking of
countries is much the same in both periods, with
the notable exception of Chile and Peru, which
move significantly up the scale in the latter pe-
riod.

For the reasons noted above, the ACR is only
a proxy for measuring how the property-owning
classes allocate their incomes between consump-
tion and investment. However, the ranking of
countries by the ACR broadly conforms to that by
the contribution of corporate profits to capital ac-
cumulation and growth, discussed in the next
section. It thus confirms that success in growth
and industrialization depends very much on how
the capitalist class divides its income between the
two types of expenditure.
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Chart 15A

SELECTED DEVELOPING COUNTRIES: ACCUMULATION/CONCENTRATION RATIO?,
1970-1979
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Source: See chart 14A.

a Share of private investment in GDP expressed as a percentage of the share of the richest quintile in total income or

consumption.

E. Profits and accumulation

Both theory and evidence suggest that capital
accumulation in industry is financed primarily by
savings out of profits, and such savings generally
take the form of corporate retentions rather than
household savings from dividends. Capitalists save
primarily through undistributed corporate profits,
while personal dividends are largely devoted to
consumption. Shareholders tend to make allow-
ance for undistributed profits in their saving
decisions, since such retentions increase the mar-

ket value of corporations and hence the wealth of
the shareholders, which, in turn, stimulates per-
sonal consumption.”® However, the marginal
propensity to consume out of retained earnings is
smaller than the marginal propensity to consume
out of distributed income, so that an increase in
corporate saving is not compensated by an equiva-
lent decrease in household savings. Therefore,
household and enterprise savings are not perfect
substitutes; corporate retentions raise total savings
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Chart 15B

SELECTED DEVELOPING COUNTRIES: ACCUMULATION/CONCENTRATION RATIO?,

1980-1994*
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consumption.

b The ratios for the Republic of Korea, the Philippines, Malaysia, Costa Rica, Brazil, Sri Lanka, Turkey, Bangladesh and
Cote d’'lvoire are for 1980-1989; those for Tunisia, Egypt and Kenya are for 1990-1994.

out of profits and are the main reason for the ex-
istence of a higher propensity to save from profits.

The decision of corporations as to what pro-
portion of profits should be retained is not
independent of their decisions on investment. Over

the long term, a high rate of corporate retention is
almost always associated with a high rate of cor-
porate investment. In this sense, a high propensity
to retain profits is an indication of a strong accu-
mulation drive and corporate dynamism. This
dynamism and the division of profits between sav-
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ings and consumption vary considerably from one
country to another, and play a crucial role in the
overall pace of accumulation and industrialization.
It is also an important determinant of inequality in
personal income distribution. Indeed, greater pro-
pensity to save and invest from profits in East Asia
has been a key factor in achieving not only a more
rapid pace of accumulation and growth, but also a
more equitable personal income distribution than
in most other developing countries.

1. Evidence from industrial countries

Table 42 gives for selected OECD countries
total private savings and investment, and their dis-
tribution between the household and corporate
sectors, as a percentage of GNP during the past
three decades. There are considerable differences
in these total private savings and investment ra-
tios; the highest ratios (Japan in the 1960s and
1970s, at about 30 per cent of GNP) were twice
those of the lowest ones (Sweden and the United
Kingdom).

In most countries the contribution of retained
corporate profits to total private savings is often
as high as, and even higher than, that of the house-
hold sector, especially so in Japan in the 1960s
and Germany, the United Kingdom and Sweden
throughout the entire period. It is notable that cor-
porate savings in Japan were particularly high
during the 1960s, when the average annual growth
of total and industrial output was about 10 per cent
and 13 per cent, respectively. The only country where
household savings are considerably greater than
corporate savings is Italy. However, this largely
reflects the fact that unincorporated enterprises are
included in the household sector in the national
accounts. In all countries, the contribution of
household savings to corporate capital formation
is less than that of retained corporate profits.

It is generally recognized that, for a number
of reasons, national income data tend to overstate
the contribution of households to productive in-
vestment, and that, if appropriately measured,
“pure” household savings would be much smaller.?
A study on the United States for the period 1947-
1991 found that household gross savings did not
significantly exceed household gross capital for-
mation. In cumulative terms the latter was equal
to 99.8 per cent of household gross savings, while
gross savings by enterprises exceeded their gross

capital formation in all but 11 of those 45 years.*
Similarly, a study on the United Kingdom for 1952-
1984 found that, when properly measured,
voluntary household savings were just sufficient
to meet household investment. Enterprise invest-
ment came from retained profits and mandatory
pension fund contributions.*' Finally, a number of
studies in Japan have pointed out that, if various
biases in the estimates of household savings are
removed, such savings are not as high as official
figures suggest, either absolutely or compared to
other countries, notably the United States. How-
ever, these studies also suggest that the surpluses
generated by households for investment in the pub-
lic and corporate sectors are bigger in Japan than
in other countries .*

The results for the United States and the
United Kingdom have been interpreted as a confir-
mation of the classical view that household savings
do not supply funds for productive investment.*
The greater contribution of household savings to
capital formation in the business sector in Japan
can be explained by a number of factors, includ-
ing the greater role played by banks in its financial
system, exceptionally high rates of corporate in-
vestment, as well as a number of institutional
arrangements, such as profit-related pay, that raise
household savings, which are discussed in the next
chapter.®*

While corporate savings from profits are the
main source of productive investment in the major
industrial countries, there is considerable variation
in the amount of investment thus financed, reflect-
ing partly differences in corporate retention ratios
and partly variations in the share of profits in value
added. Corporate retention tends to be higher in
countries such as Japan, where inside shareholding
through interlocking ownership among firms and
banks belonging to large business groups is im-
portant, than in the Anglo-American system, where
widespread individual shareholding and active sec-
ondary markets result in considerable pressures on
corporate managers to distribute dividends; accord-
ing to one estimate, individuals in Japan owned
only 20 per cent of total shares in 1987, as op-
posed to 65 per cent in the United States.?*
However, since depreciation allowances account
for a large proportion of gross corporate profits,
inter-country differences in corporate gross sav-
ings rates are relatively small.

The share of gross profits in gross value added
varies considerably (table 43). However, there is
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Table 42
PRIVATE SAVING AND INVESTMENT AS A PERCENTAGE OF GNP
IN SELECTED OECD COUNTRIES
1960-1970 1971-1980 1981-1990
Country/sector Saving  Investment Saving  Investment Saving  Investment
United States
Total 17.7 16.1 19.1 17.3 19.4 16.9
Households 9.2 71 10.7 7.5 10.3 7.0
Corporate 8.5 9.0 8.4 9.8 9.1 9.9
Japan
Total 28.3 30.7 30.4 28.2 26.2 23.6
Households 13.3 8.0 17.9 10.3 14.9 7.5
Corporate 15.0 22.7 12.6 17.9 11.3 16.1
Germany
Total 21.1 22.7 20.4 19.5 20.8 17.6
Households 6.9 .. 8.7 .. 7.9
Corporate 14.2 . 11.8 . 12.9
France
Total .. .. 22.2 21.8 18.8 17.3
Households . . 13.6 10.0 9.8 7.4
Corporate . . 8.6 11.8 9.0 9.9
United Kingdom
Total 14.8 14.7 15.3 15.7 15.5 15.7
Households 54 3.0 6.1 3.9 5.9 4.9
Corporate 9.4 1.7 9.2 11.8 9.6 10.8
Italy
Total 26.0 16.8 31.2 16.6 28.1 17.7
Households . . 245 7.2 21.7 9.9
Corporate . .. 6.6 9.4 6.4 7.8
Sweden
Total .. .. 14.3 17.0 15.0 16.6
Households .. .. 4.9 45 3.0 3.3
Corporate . . 9.4 12.5 12.0 13.3

Source: OECD, National Accounts, various issues.

considerable variation among countries in the re-  on gross operating surplus, such as corporate taxes
lationship between the share of gross profits and and interest payments, and partly because of dif-
that of corporate savings as a proportion of GDP, ferences in the propensity of corporations to retain
partly because of differences in various charges profits.*
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Table 43

PROFIT SHARES IN SELECTED OECD

COUNTRIES?
(Percentage)
Country 1960 1973 1980 1990
United States 30.9 28.8 321 37.2
Japan 50.1 46.7 42.0 434
Germany 40.8 32.7 29.0 31.9
France 35.1 30.4 38.8
United Kingdom 31.7 31.8 31.3 36.2
Italy 341 453 47.7
Sweden 32.5 29.0 311

Source: OECD, Historical Statistics, various issues.
a Gross operating surplus (as defined in note 36 to the
text) as a percentage of gross value added in industry,
transport and communication.

2. Corporate savings in developing
countries

The orthodox analysis of industrialization and
growth in developing countries typically concen-
trates on household savings and explains savings
performance in terms of macroeconomic fundamen-
tals. Such explanations are also given for East
Asian economies, such as those of the Republic of
Korea and Taiwan Province of China, where do-
mestic savings rose at unprecedented rates, from
less than 10 per cent of GDP in the 1950s to more
than one third in the 1990s.%7 According to this
view, macroeconomic stability, together with the
exceptional efficiency of those economies in using
their physical and human resources, gave rise to
rapid accumulation and growth which, in turn, re-
sulted in a rapid increase in the savings rate.*®

Clearly, economic growth exerts a positive
influence on savings, but it is less clear how sav-
ings and macroeconomic stability are related. The
causality may indeed run in the reverse direction;
often a high rate of saving is needed to maintain a
high rate of accumulation without running into in-
flation and balance of payments difficulties. On

the other hand, evidence on the relationship between
growth and stability shows that “low inflation and
small deficits are not necessary for high growth,
over even quite long periods”.’® More important,
while rapid income growth is essential for savings
to rise, since it also allows consumption to rise,
income growth is not translated automatically into
higher savings growth. For instance, the average
savings rate in some of the middle-income coun-
tries of Latin America failed to show a significant
increase from the 1960s to the 1980s despite a rela-
tively rapid growth of per capita income. During
1968-1977 in Brazil, for example, GDP grew at
an average rate of 7.5 per cent per annum, but the
gross domestic savings ratio was constant at around
20 per cent of GDP and the ratio of private sav-
ings at around 16 per cent.*

This emphasis on household savings is one of
the main reasons why the high savings rates in East
Asia have not been properly understood. UNCTAD
research on East Asia has taken a different route
and concentrated on the link between profits and
savings. It has revealed that the success of East
Asian industrialization has depended very much on
the role of government intervention in accelerating
capital accumulation and growth, and that govern-
ment policy achieved this objective by animating
the investment-profits nexus that is constituted by
the dynamic interactions between profits and in-
vestment: profits are simultaneously an incentive
for investment, a source of investment and an out-
come of investment. This thesis was based on three
basic propositions. Firstly, high rates of invest-
ment played a major role in the exceptionally rapid
growth of successful East Asian economies and this
investment was, after an initial period, supported
by high rates of domestic saving. Secondly, prof-
its increasingly became the main source of savings
and capital accumulation. Thirdly, government
policy accelerated the process of capital accumu-
lation by creating rents and pushing profits beyond
what could be attained under free-market policies.
Some evidence was provided in 7DR 1994 and TDR
1996 in support of these propositions.*' This sec-
tion introduces additional evidence from the region
and compares it with other developing countries
for which data are available, and relates profits
and savings to income distribution.

Data on sectoral savings and investment are
not readily available for developing countries, and
hence it is not easy to account for the respective
roles of corporate and household savings in inter-
country differences in capital accumulation. Table
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Table 44
SECTORAL SAVINGS AND INVESTMENT IN SELECTED COUNTRIES
(Percentage of GDP)
Households Business Memo item:

Profit shares in

Country Period Savings Investment Savings Investment manufacturing?
China (1982-1986) 12.5 55 14.1 22.1

Republic of Korea (1980-1984) 10.3 53 8.3 20.0 741
Malaysia (1980-1986)° 19.7 29 9.1 16.3 70.3
Taiwan Province of China (7980-1984) 13.7 .. 12.0

Thailand (1981-1983) 10.4 3.6 8.7 13.2 75.8
Japan (1960-1970) 13.3 8.0 15.0 22.7

Philippines (1983-1985) 10.0 1.0 3.3 10.2 80.3
India (1978-1982) 16.6 10.0 1.9 3.1 52.7
Colombia (1980-1984) 8.6 5.1 5.4 10.4 80.3
Ecuador (1980-1984) 9.6 5.0 3.6 11.1 63.5
Paraguay (1980-1984) 5.9 .. 1.8

Peru (1980-1984) 16.7 o 4.2 81.0
Uruguay (1980-1984) 9.2 . 3.3 73.7
Venezuela (1980-1984) 3.8 " 3.2 75.0
Cameroon (1980-1984) 4.4 0.4 9.2 18.7 63.0
Cote d’lvoire (1974-1978) 4.1 3.0 3.3 12.3 73.0
Tunisia (1980-1984) 6.7 4.3 5.9 20.4 53.0
Turkey (1977-1981) 121 4.5 3.9 16.1 74.5

Source: UNCTAD secretariat estimates, based on national and international sources; World Bank, World Development Report,

various issues.

a Manufacturing value added less total gross earnings of employees.
b Average of the three years 1980, 1985 and 1986.

44 assembles data from various sources on corpo-
rate and household savings and investment in a
number of developing countries for the late 1970s
and early 1980s, as well as corresponding data for
Japan for the 1960s. These figures are not based
on a common methodology and their margin of er-
ror is likely to be large, since the difficulties noted
above in obtaining accurate estimates of household
and corporate savings are even more serious for
developing countries. Moreover, they do not all

refer to the same period, or reflect long-term ten-
dencies.

Even allowing for these problems, however,
table 44 strongly suggests that the exceptional
savings-investment performance of East Asian
economies has been due not so much to household
as to corporate savings. Compared to most other
developing countries, the East Asian NIEs have
significantly higher business savings, while their
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Box 8

COMPULSORY SAVING SCHEMES IN SINGAPORE AND MALAYSIA

Singapore is the only country among the first-tier NIEs where household savings account for a
large proportion of gross domestic investment. A large part of these savings is accumulated in
the Central Provident Fund (CPF) established in 1955 as a compulsory social security programme.
The contribution rates were initially set at 5 per cent of the employee’s remuneration and a matching
contribution of another 5 per cent by the employer. These rates were gradually raised to 25 per
cent by the mid-1980s. They were subsequently lowered, but the total contributions by employers
and employees never fell substantially below 40 per cent. Use of these funds by the employees is
allowed primarily to purchase housing built by a public Housing Development Board or, to a
lesser extent, to finance education, but otherwise the participants have a limited ability to with-
draw their balances, even upon retirement. A very large proportion (about 95 per cent) of the
Fund is invested in government securities. The contribution of gross CPF savings to gross na-
tional savings rose from around 10 per cent in the second half of the 1960s to over 20 per cent in
the second half of the 1970s. At its peak in 1985, CPF contributions amounted to 36 per cent of
gross national savings or almost 15 per cent of GNP. This state-managed fund is run extremely
efficiently: in 1990, its administrative costs amounted to 0.5 per cent of total contributions, against
15 per cent in the privately-run Chilean scheme. Moreover, it is distributionally progressive:
workers earning less than a specified minimum wage are exempt from contributions while deriv-
ing benefits.

In Malaysia, an important part of household savings appears to consist of forced or contractual
savings, accumulated in the Employees Provident Fund, established in 1951. Total contributions
to the Fund amount to 20 per cent of the wage bill, of which 11 per cent is paid by employers and
9 per cent by employees. These funds are directed primarily towards financing long-term devel-
opment projects initiated by the public sector, although recently they have been increasingly
invested in private sector assets. As in Singapore, withdrawals are allowed for housing pur-
poses. The reserves of the Fund stood at over 45 per cent of GDP in 1994.

household savings are not exceptionally high, ex-
cept in Malaysia and Singapore, where they are
due mainly to compulsory saving schemes (see
box 8). On average, business savings as a pro-
portion of GDP are almost three times higher than
in other developing countries, whereas the differ-
ence in household savings is much smaller. To put
it differently, on average the business sector in East
Asia appears to save 7 percentage points of GNP
more than the business sector in other developing
countries for which data are available, and the East
Asian investment ratio is also higher by a similar
margin.

The contrast between the East Asian NIEs and
Latin American economies for which the data are
available is particularly striking. For the Latin
American countries, the average corporate savings
ratio as a proportion of GDP is almost a quarter
that of East Asian NIEs. Since the share of prof-
its in Latin America is no less than in East Asia

(see also chart 16), this suggests that the low rate
of accumulation in Latin America is not the result
of insufficient capacity to generate investible re-
sources, but of the high propensity to consume of
property-owning classes. Moreover, this feature
is not of recent origin; it was already noted as far
back as the 1950s in respect of Chile:

The percentage of net undistributed profits
in total net profits was remarkably low in
Chile throughout the period [1940-1954];
companies tended to distribute much the
greater part of their increase in earnings.
... The extremely low estimates of national
savings, despite the high ratio of both prof-
its and dividends to the national income,
are thus to be explained by the high pro-
pensity to consume of the capitalist
classes.*?

It was estimated that the capitalist class in
Chile spent on personal consumption more than two
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Chart 16

SHARE OF PROFITS IN MANUFACTURING VALUE ADDED, AND SHARE OF THE TOP
QUINTILE IN TOTAL PERSONAL INCOME, 1970-1992: A COMPARISON FOR
SELECTED DEVELOPING COUNTRIES
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Source: World Bank, World Development Report, various issues; K. Deininger and L.Squire, op. cit. (see chart 14A).

thirds of their gross income, or three quarters of
their net income - i.e. after tax, absorbing more
than 20 per cent of national resources, as opposed
to less than 8 per cent in the United Kingdom:

In comparison to other countries, the luxury
consumption of the property-owning classes
appears to take up an altogether dispropor-
tionate share of national resources, part of
which would be automatically released for
investment purposes if a more efficient sys-
tem of progressive taxation were introduced
and/or if effective measures were taken to
encourage retention of profits by enter-
prises.®

From the mid-1970s to the mid-1980s private
savings in Chile never reached even 10 per cent of
GDP. In the past decade, however, they have risen
sharply, exceeding 20 per cent in the first half of
the 1990s. This increase in private savings was a
major factor in the recovery of the national sav-

ings rate, which has averaged some 26 per cent
since 1990 - a very high rate in Latin America even
though modest by East Asian standards. While
reliable data on the respective contribution of the
household and corporate sectors are not available,
it is generally agreed that much of this rise in pri-
vate savings has been due to corporate retentions.
Some estimates indeed put corporate savings as
high as 20 per cent of GDP- a level exceptional
even by East Asian standards. Whatever its ac-
tual value, there can be little doubt that corporate
savings are now the main source of capital accu-
mulation in Chile. Adoption of the kind of policies
advocated by Kaldor three decades ago, together
with a strong investment drive in the traded goods
sectors, appears to have played a major role in this
respect (box 9). By contrast, the contribution of
private pension funds to the rise in Chilean national
savings is relatively small (around 3.2 per cent in
the first half of the 1990s, compared to 2 per cent
in the 1980s) and, on some estimates, not suffi-
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Box 9

TAX REFORM AND CORPORATE SAVINGS IN CHILE

Taxation of corporate profits in Chile during the 1970s was designed to encourage dividend
distribution in order to help promote the stock market and allow firms to tap household savings.
However, following the outbreak of the debt crisis, a new tax reform was introduced in 1984
which encouraged profits to be kept in corporations. The new law effectively replaced the corpo-
rate tax with an income tax. A 15 per cent tax is levied on corporate profits, but is in the nature
of a tax credit. If profits are retained in corporations, the tax is reimbursed to the shareholders.
Since the marginal income tax rate is quite high (around 45 per cent), this provides a strong
incentive to profit retention. Moreover, because this tax exemption applies to undistributed prof-
its of all types of corporations, it encourages households to rearrange their unincorporated busi-
ness activities in corporations. It is perhaps for this reason that household savings appear to be
very low and corporate savings exceptionally high in Chile.

cient to offset voluntary dissavings by households,
even though there is not yet an important pension
withdrawal from the system.*

However, the tendency to spend capital income
on consumption rather than investment appears to
have continued in the rest of Latin America. Evi-
dence available for a number of Latin American
countries (Colombia, Ecuador, Paraguay, Peru,
Uruguay and Venezuela) suggests that in the early
1990s the recipients of property and entrepreneurial
income consumed, on average, more than 85 per
cent of their incomes, and such spending absorbed
up to 40 per cent of national income.* Despite
many reforms and the end of the debt crisis, for
the region as a whole the ratio of gross private in-
vestment to GDP during the 1990s has been even
lower than during the difficult period of the 1980s.

3. Profits, savings and distribution

To what extent do variations among develop-
ing countries in the importance of corporate savings
reflect variations in the share of profits in value
added? Cross-country evidence shows that the
correlation between the two is weaker in develop-
ing countries than in mature industrial economies,
suggesting significant variations in corporate re-
tention ratios among the former. In countries such
as Colombia, Peru, Philippines, Tunisia, Turkey,
Uruguay and Venezuela, the share of gross profits

in manufacturing value added (MVA) is as high as
or higher than in the East Asian NIEs, but the con-
tribution of gross corporate savings to gross capital
formation in these countries is much smaller (see
table 44). Similarly, aggregate national savings
are not always correlated with the share of profits
in MVA. There can be little doubt that factors
other than the propensity to save from profits play
an important role in differences in the extent to
which corporate profits are retained for investment,
including variations in the burden of interest
charges on corporate debt, the level of corporate
taxation and depreciation allowances. As discussed
in the next chapter, most of these factors are influ-
enced directly by government policy.

The previous section has shown that a high
share of profits in value added may be associated
with greater or smaller inequality in income distri-
bution, depending on the extent to which profits
are retained in corporations. Chart 16 compares
the share of profits in MVA with the share of the
richest 20 per cent in personal income distribution
in 1980-1992 for countries for which data are avail-
able. The relationship between income equality and
profit shares is indeed rather weak. A number of
countries with similar profit shares have widely
different income concentration ratios. In Kenya,
Costa Rica, Tunisia, Morocco and Egypt profit
shares are all lower than the average for the coun-
tries in the table, but the income concentration
ratios vary considerably, from 62 per cent in Kenya
to about 40 per cent in India.
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More important, some East Asian NIEs, such
as the Republic of Korea and Indonesia, have profit
shares as high as Latin American countries, but
they have considerably lower income concentra-
tion ratios. These differences can be explained, at
least partly, in terms of corporate retentions, since,
as noted above, retained profits are not included in
personal incomes. A similar functional distribu-
tion of income between wages and profits results
in a more equal distribution of personal incomes
in East Asia than in Latin America, to a large ex-
tent because a much greater proportion of profits
is retained and reinvested in corporations in the
former than in the latter. To put it differently, a
more equal personal income distribution in East
Asia is a reflection of higher corporate savings
rather than lower profits.

The difference between East Asian NIEs and
other developing countries in the degree of equal-
ity of income distribution and the concentration of
income at the top narrows down significantly if
undistributed profits are added to household in-
comes. It is common practice to impute these to
the top quintile in studies seeking to derive inter-
nationally comparable income distribution
measures.* The same procedure can also be ap-
plied to East Asian NIEs since, unlike for land,
there is no evidence that corporate ownership of
capital assets is particularly evenly distributed in
these countries. For instance, contrary to conven-
tional wisdom, wealth is highly concentrated in
Japan. It was estimated that during the early 1970s
the top income decile held almost one half of total
private wealth and that in 1988, the richest quintile
had stock holdings that were nearly 14 times greater
than that of the poorest.*’” Again, as noted in chap-
ter 111, the Gini coefficient for the distribution of
financial assets in the Republic of Korea in 1988
was as high as 0.77. Comparable estimates are
not available for other countries, but it is notable
that this ratio is higher than the Gini coefficient of
the distribution of bank deposits in Turkey noted
above (0.70), where such deposits account for a
large proportion of household financial assets.

If it is assumed that the sum total of personal
incomes falls short of GDP only by the amount of
retained corporate profits, a measure of the adjusted

share of the richest quintile can be estimated for a
number of countries for the early 1980s by adding
such profits to the personal incomes of that quintile.
Clearly, for all countries this measure is higher than
the share of the top quintile in personal income,
but more so for East Asian NIEs because of higher
retained corporate profits. The inclusion of re-
tained profits narrows the difference between the
latter countries and other developing countries. For
example, the richest quintile income shares in the
first half of the 1980s would rise from 42.7 per
cent to 48.1 per cent in the Republic of Korea and
from 42.0 per cent to 48.6 per cent in Indonesia.
They would rise from 57.4 per cent to 59.7 per
cent in Colombia; from 47.2 per cent to 48.9 per
cent in Venezuela; from 47.4 per cent to 49.1 per
cent in Cote d’Ivoire; and from 53.2 per cent to
55.0 per cent in Turkey.

When the share of profits in value added is
high, even if profits are retained and invested,
wealth concentration will increase over time with
the accumulation of capital unless the initial dis-
tribution of corporate ownership is relatively equal.
In other words, the relatively benevolent effect on
present income distribution is obtained by a wors-
ening of the distribution of wealth, which will
certainly influence income distribution in the fu-
ture. The question then arises how to avoid such
an outcome without slowing down accumulation
and growth. A redistribution from profits to wages
over time as incomes rise can prevent a worsening
of income distribution without slowing accumula-
tion, provided that household savings gradually
replace corporate savings. That is what appears
to have happened in Japan in the past three dec-
ades: corporate savings as a proportion of GDP
fell alongside the share of profits (in gross value
added) and the increase in household savings
largely made up for the decline (tables 42 and 43).
As discussed in the next chapter, certain factors
appear to have played an important role in this
process. Reliance on excessive profits (rent crea-
tion) needed to build up infant industries gradually
declined as industrialization progressed. The fall
in the share of profits in value added coincided with
the development of the bonus system, which pro-
moted household savings. W
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Chapter VI

PROMOTING INVESTMENT: SOME LESSONS
FROM EAST ASIA

A. Introduction

As noted in the previous chapter, accumula-
tion and growth depend largely on the spending
behaviour of the classes that take a very large share
of'national income, particularly the capitalist class.
Historical and cultural factors play an important
role in the emergence of a dynamic capitalist class
with a high propensity to save and invest from prof-
its. It was also noted that income distribution itself
can have an important influence on incentives to save
and invest. However, experience shows that govern-
ment policies play a key role in promoting “animal
spirits” among business, not only by securing certain
basic conditions such as political and economic sta-
bility and property rights, but also through
appropriate use of fiscal, financial, industrial and
trade policy tools and institutional arrangements that
enhance the effectiveness of government intervention.

This chapter discusses the key policy instru-
ments and institutions used in the East Asian
countries in animating the investment-profits nexus
and attaining a rapid pace of growth and industri-
alization without widening inequality. The next
section examines the policies and institutions de-
signed to encourage savings and investment from
profits, and is followed by a discussion of specific
policies aimed at discouraging luxury consump-
tion, focusing on how trade and development
strategies can be designed to link investment and
production to exports rather than domestic con-
sumption. The final section examines the role of
profit-related pay in reconciling distributional and
growth objectives. While the chapter draws pri-
marily on the East Asian experience, comparisons
are also made with other countries.

B. Animating the investment-profits nexus

All the East Asian governments have gener-
ally succeeded in guaranteeing certain basic
conditions for investment by maintaining political
stability, ensuring the respect of property rights
and creating a pro-investment macroeconomic cli-

mate. “Pro-investment” is a better description of
East Asian macroeconomic policies than “stable”
or “low inflation”, because some of these govern-
ments were willing to tolerate a fair degree of
inflationary pressure for the sake of boosting in-
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vestors’ confidence. Moreover, consumption was
sacrificed in preference to investment when more
restrictive measures were considered necessary for
the achievement of national economic goals. How-
ever, central to sustaining the momentum of
industrialization in the most successful economies
in the region has been the pursuit of policies de-
signed to promote profits and to provide incentives
to private firms to invest in productive capacity
and productivity, and to compete aggressively for
a greater market share.!

This was done in two major ways. Firstly,
fiscal instruments were used to increase corporate
profits and to encourage retentions in order to ac-
celerate capital accumulation. Fiscal incentives
included specific instruments targeting directly
corporate profits and investment, such as tax breaks
and special depreciation allowances. Legislation
allowed firms to put aside reserve funds against
risks and exempted funds from taxation, making it
possible to defer tax payments on profits. Such
policies also played a catalytic role, since banks
were more willing to make loans for investment
qualifying for accelerated depreciation allowances.

Secondly, trade, financial and competition
policies raised profits above levels that would have
been attained under free-market conditions, thus
creating rents. State-created rents, indeed, were
more vital than fiscal incentives in boosting prof-
its and promoting investment. They were created
through a combination of selective protection, con-
trols over interest rates and credit allocation, and
managed competition, including the encouragement
of mergers, the coordination of capacity expansion,
restrictions on entry into specific industries, screen-
ing of technology acquisition, and the promotion
of cartels for specific purposes such as product
standardization, specialization and exports.? As a
result, domestic prices were allowed to deviate from
international ones. This was particularly true in
Japan, during the catch-up period, and of the Re-
public of Korea and Taiwan Province of China -
the three economies where the international com-
petitiveness of national firms was steadily built up
and industrial deepening proceeded furthest.?

The low interest rate policy was particularly
important to firms as they built up internal funds.
Similarly, the rationing of credit, through such
mechanisms as “window guidance” in Japan, also
played an important role in raising returns on in-
vestment and hence internally generated funds by
preventing excessive expansion of productive ca-

pacity.* Thus, credit rationing was not just used
as an instrument for “picking winners”; it also ena-
bled rent creation and capital accumulation to take
place. Together with competition policy, it was
also used in the coordination of investment deci-
sions so as to prevent the “investment race” among
large oligopolistic firms from going so far as to
lead to falling profits and hence falling investment.’

Rents were also created by protectionist meas-
ures, but an important feature of these rents was
that they were often linked to export performance.
The most lucrative form of rent provided by the
Government of the Republic of Korea consisted of
profits from sales on domestic markets made pos-
sible by protection that was conditional on export
performance. In Taiwan Province of China rent
creation was linked to exporting by tying the allo-
cation of import licences to export performance, a
practice which ensured that “those getting the wind-
falls (rents) from importing scarce commodities are
at the same time contributing to the economic suc-
cess of the country by exporting”.®

Most of the fiscal instruments and rent-crea-
tion measures were applied, in a deliberately
concerted way, to specific industries at particular
moments in time. However, they have not just re-
allocated given resources among various sectors,
but have also significantly increased the overall
rate of accumulation in a number of ways. Firstly,
in promoting investment in industries with greater
potential for learning, scale economies and pro-
ductivity growth, the policies served to raise the
average rate of return on investment, and hence
total profits, thereby stimulating capital accumu-
lation. Secondly, the overall rate of capital
accumulation was raised as the result of forward
and backward linkage effects that these favoured
sectors generated for the rest of the economy. Fi-
nally, the policies also contributed to growth by
easing key macroeconomic constraints on capital
accumulation, including particularly the balance
of payments constraint on capital goods imports.

A number of factors account for the success-
ful management of rents in East Asian NIEs in
accelerating capital accumulation and growth com-
pared to other developing countries that pursued
similar policies. First, the rents were achievable
through productive activities which served broad
national interests, and governments acted to close
off non-productive channels of wealth accumulation.
Second, the provision of fiscal subsidies and the re-
alization of rents were related to performance
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standards. Significantly, the reciprocity between
government support and private sector perform-
ance entailed a faster rate of capital accumulation
and growth. This was not only because support
was often provided in exchange for higher invest-
ment, but also because better export performance
as a measure of the quality of investment necessitated
faster accumulation in order to raise competitiveness
through adaptation of new technology, scale
economies, learning and productivity growth. By
contrast, in many other developing countries where
similar policies were pursued, reciprocity between
government support and private sector perform-
ance was not assured, and earning high incomes
did not always depend on productive investment.
In such countries the outcome has been a combi-
nation of a high share of profits in national income
with a low propensity to save and invest from profits,
and a highly unequal personal income distribution.

There can be little doubt that the characteristics
of the business community as well as government
policies play a crucial role in the process of capi-
tal accumulation. As one commentator has pointed
out describing Japan during the catch-up period,
“the success of guidance from above was only made
possible by dynamism in industrial circles”.” Gov-
ernment policy contributed to that dynamism and
accelerated the process of capital accumulation by
animating the investment-profits nexus through
creating rents and pushing profits and investment
beyond what could be attained under free-market
conditions.

Effective implementation of such policies in
East Asian NIEs depended crucially on building

appropriate public and private institutions.® Crea-
tion of a strong bureaucracy based on the principles
of meritocracy, continuity and insulation from day-
to-day political pressures played a major role in
establishing an effective government-business net-
work needed to ensure reciprocity. Formal and
informal links with peak business organizations,
as well as sectoral ties, were instrumental in the
design, implementation and coordination of policy
measures.

A corporate structure based on large, diver-
sified business groups and concentration of
ownership in the hands of a small number of in-
side investors, together with a close relationship
and interlocking ownership with banks, has allowed
enterprises to take a long view and hence to estab-
lish a pattern of corporate governance which has
not been pressured by considerations of short-term
profit goals. Such forms of business organization
and ownership provided especially effective insti-
tutional arrangements under conditions of scarce
endowment of capital, entrepreneurship and skill
and of inadequate and imperfect information. They
helped overcome coordination problems in invest-
ment decisions; facilitate exchange of information
and reduce risks and uncertainties surrounding
investment projects; internalize economies of scope
and realize interrelated investment opportunities by
encouraging firms to create externalities for each
other as well as provide cross subsidies in financ-
ing infant industries and R&D.’ Similarly, the
internal capital market organized within banks and
firms served to reduce the borrower’s risk and to
lower the cost of investment and the rate of return
required by investors to undertake investment.'’

C. Control over luxury consumption, trade and industrialization

1. Luxury consumption

Given that the distribution of capital owner-
ship is usually highly unequal, and that savings
out of profits take place mainly through corporate
retentions, the coexistence of a high share of prof-
its in value added with a highly unequal personal
income distribution suggests a low propensity to

save and invest by the rich. This phenomenon is
much more widespread in developing countries than
the coexistence of high profits with low personal
income inequality. There is thus good reason to
believe that the rich in developing countries do not
always save and invest a large proportion of their
incomes, but spend them on goods and services that
by many developing country standards can be con-
sidered luxury consumption. They also have a
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greater tendency to consume goods with high im-
port contents, which, besides emphasizing
consumption over savings, has also the effect of
leading to a tighter balance of payments constraint
on accumulation and growth.

Most countries, whether developing or devel-
oped, place few or no constraints on luxury
consumption. A policy of controlling luxury con-
sumption has been adopted only by a relatively
limited number of countries since the Second World
War, and sometimes for only limited periods. Ex-
amples include certain restrictions on travel abroad
in Western Europe in the immediate postwar years,
the efforts of the socialist countries of Eastern
Europe to give second place to luxuries in their
pursuit of more egalitarian social structures, and
the determination of some East Asian economies
to increase savings and accelerate capital forma-
tion. The corresponding policies have been
introduced and subsequently relaxed during vari-
ous stages of development or, in Western Europe,
during the postwar recovery.

There is a popular perception that some
countries are more prone to engage in luxury con-
sumption than others, and that this makes a
difference to the country’s economic performance.
These tendencies can be clearly seen from table 45
with respect to passenger car ownership, which is
a typical luxury good in the sense that it neither
fulfils a basic need nor can be afforded by most
people in at least the developing countries. The
table provides some snap-shot statistics on car
ownership for selected developed and developing
countries in mainly the early stages of their devel-
opment. [t shows that some countries had a much
smaller fleet of cars in relation to population than
others at the same level of development (as denoted
by per capita GDP in constant 1985 dollars). For
instance, the Republic of Korea in 1984 had one
third of the number of cars per 1,000 inhabitants
that France had in 1950, although real per capita
was roughly the same in both countries at around
$4,000. Likewise, in 1989 it had the same number
of cars per 1,000 inhabitants as Turkey in 1992,
even though its real per capita income was one and
a half times greater than that of Turkey at the time.
Germany, Japan and the Republic of Korea stand
out as having an exceptionally low level of car
consumption compared to that of other countries
in their early stages of development or postwar
recovery. At the other extreme, there are coun-
tries such as South Africa, Brazil and Malaysia
where car ownership has been exceptionally high

for their incomes from the very early stages of de-
velopment.

In some countries car ownership has grown
broadly in tandem with per capita income. For
example, it has grown fast in Malaysia and
Thailand, but so also has per capita real income.
In other countries, however, the stock of cars has
risen relatively much faster. For example, although
Argentina’s real per capita income remained un-
changed at around $5,000 during 1965-1989, the
number of cars per 1,000 persons rose from 41 to
133 from the beginning to the end of the period.
Likewise, Chile, Egypt and Turkey initially had
relatively low levels of car consumption, but these
levels subsequently increased more rapidly than per
capita income. The years of economic crisis of
the 1980s only served to brake temporarily the
growth of car ownership, which has spiralled in
some countries that have recently adopted economic
liberalization measures. In the Republic of Korea
car ownership rose very slowly until the mid-1980s;
the pace accelerated subsequently, but remained
slower than that of per capita income growth.

Another indicator of luxury consumption for
which international data are readily available is
foreign tourism expenditure. Although they cover
only the last two decades, they give a similar pic-
ture to that of car ownership. It is, however,
striking that per capita expenditure on foreign
travel in the Republic of Korea has shot up since
1988, when restrictions on such travel were lifted.
It therefore seems that underconsumption, at least
in foreign travel, had been due as much to restric-
tive policies as to any intrinsic tendency to save
rather than consume by the country’s higher-in-
come groups. Import controls were one of the main
restrictive measures adopted in that country to dis-
courage or prevent luxury consumption during the
initial phase of growth and development. They ranged
from outright import bans on goods such as luxury
cars or fur coats to a combination of quantitative re-
strictions, prohibitive tariffs and foreign exchange
rationing in which priority was given to importers of
capital goods and intermediate inputs. There was a
surge in the import especially of luxury goods when
controls were relaxed in 1986. Imports of fur-skin
products, for example, were 40 times greater in
value in 1995 than in 1986 and of tobacco prod-
ucts more than 300 times greater, as opposed to
4.5 times for manufactured imports as a whole.

Both Japan and the Republic of Korea insti-
tuted various domestic taxes that discriminated
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between consumer goods in terms of how “luxuri-
ous” they were deemed to be. In Japan 10
adjustments were made to the list of luxury goods
during 1945-1987, each reflecting transitions in
consumption norms as the country became more
prosperous and living standards and expectations
rose. Various such adjustments were also made in
the Republic of Korea before 1977, when the com-
modity tax regime based on the Japanese model
was replaced by a VAT system that taxed luxury
goods far more heavily than other consumer goods.

Credit control was another allocative meas-
ure utilized by the Republic of Korea to deter
luxury consumption. The loans made by the gov-
ernment-influenced banking system tended to
favour production and investment in sectors ac-
corded greater priority. Few, if any, consumer loans
were available through the banking system. By the
mid-1990s, however, well-established manufactur-
ers themselves began to make credit available to
their customers. Car manufacturers, for example,
established specialized financing companies for this
purpose.

The Governments of the Republic of Korea
and other East Asian countries also publicly ex-
horted wealthy persons to show self-restraint in
luxury consumption. The appeals sought to re-
mind them of the harsh working and living
conditions that the majority of the population had
to endure during those early years of development
and growth. These campaigns also had the effect
of creating a valuable sense of sharing and soli-
darity in the population.

2. Production and exports

Many of the goods that are treated in devel-
oping countries as luxury items, such as motor cars
and consumer durables, are precisely those that
have driven, especially through their strong back-
ward linkages, modern industrial development in
the advanced economies. They involve industries
that typically employ mass production technology
based on the use of dedicated capital equipment,
where the achievement of scale economy is critical
for cost efficiency. This poses an important chal-
lenge to developing countries in designing infant
industry promotion programmes for such industries.

Typically, the domestic market in developing
countries is too small to enable producers to reach

a minimum scale of efficiency. This problem is
further exacerbated by the tendency of consumers
to want variety in markets such as cars, which leads
to a proliferation of models, often produced at be-
low the minimum efficient scale, as in many Latin
American countries.!! Atthe same time, the scope
for exporting is limited by their inability to com-
pete with more efficient producers in the industrial
countries. The response to this problem in many
developing countries has been to provide trade pro-
tection or subsidies to allow them to survive.

Expanding domestic consumption may over-
come the problem of minimum efficient scale in
countries with relatively large domestic markets,
but is not necessarily a solution in the long run.
For one thing, expanding the demand for such con-
sumer goods ahead of income would lead to a fall
in savings. For another, financing the imports
needed for their production would depend on pri-
mary export earnings or foreign borrowing, neither
of which may increase as fast as domestic produc-
tion of the goods.

East Asian countries such as Japan and, sub-
sequently, the Republic of Korea have succeeded
in resolving this dilemma by focusing on a strat-
egy of export-led growth while at the same time
discouraging luxury consumption. In some indus-
tries it proved possible to channel domestic
production towards exports relatively easily. For
instance, during the early 1980s, when the domes-
tic consumption of furs was virtually banned, the
Republic of Korea exported fur-skin products on
a large scale, becoming one of the world’s leading
exporters of these luxury goods. In other instances,
however, the industries needed to develop first on
the basis of domestic markets before they became
globally competitive. In some such cases, the con-
sumption of domestically produced luxury goods
was initially encouraged in the Republic of Korea
in order to enable the infant industries concerned
to gain experience and attain minimal scale effi-
ciency on the basis of the relatively large domestic
market. To that end, the VAT rate on certain tech-
nology-intensive products, such as VCRs, was set
at an initially low rate during 1982-1986, with the
expressed intention to raise it to 16 per cent in 1986,
28 per cent in 1987 and 40 per cent in 1988.

It was thus a judicious combination of gov-
ernment policies that encouraged producers of
luxury goods to export and discouraged domestic
consumption of such goods, thereby stimulating
domestic capital formation and enabling corpora-
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tions to achieve the necessary economies of scale
and quality standards to compete globally. Em-
phasis on exports to advanced country markets has
also had the benefits of providing a further spur to
domestic producers in respect of productivity and
of quality control. Here again the Republic of
Korea provides a good illustration. After an ini-
tial learning period based on the domestic market,
that country’s passenger car industry increased
exports much faster than production, thanks to its
competitiveness in global markets and the adop-
tion of measures to discourage domestic car
consumption. As may be seen from table 46, the
experience of that country in this respect differed
considerably from the more common experience of
many other developing countries, where
transnational corporations jumped import barriers
by establishing local plants to produce for domes-
tic consumption rather than export. Mexico
provides an illustration of another sort. There much
of'the assembly operations is for the export of cars
to the United States, but the operations are carried
out by subsidiaries of TNCs rather than by do-
mestic firms; moreover, they have a very high
import content and low domestic value added.

Entry restrictions were instrumental in the
Republic of Korea in encouraging potential inves-
tors to build large factories. Other measures for
achieving and maintaining sufficient economies of
scale included government-induced mergers of
firms operating at sub-optimal levels of produc-

tion, forcing firms to withdraw from the market
where too many of them were competing in too
small a market, and arranging negotiated segmen-
tation of markets to accommodate efficiently two
or more producers having distinct comparative
advantages.

Since the key to success in solving this di-
lemma was attaining competitiveness and raising
exports rapidly, measures were taken to increase
productivity in industries that were regarded as of
key importance in the export drive. The measures
included the establishment of standards for indus-
tries producing parts and components, the provision
of fiscal incentives for training and R&D, the
suspension of anti-trust legislation where large tech-
nological agglomerations were necessary, and the
dissemination of information on international “best
practice” methods and technologies. Policies were
also pursued that facilitated, where their effects
were considered beneficial, the operations of TNCs.

Thus, a combination of restrictions on luxury
consumption and the promotion of exports was
crucial in raising savings, investment and produc-
tivity so as to attain rapid industrialization and
competitiveness in a variety of technologically ad-
vanced product fields. This success was in no small
measure made possible by the careful sequencing,
phasing and control by government authorities of
the pace at which the production, export and do-
mestic consumption of luxury goods occurred.

D. Profit-related pay, distribution and accumulation

A factor that has played a key role in recon-
ciling growth and distributional objectives in East
Asia is the bonus system, first adopted in Japan
and subsequently in the East Asian NIEs. By link-
ing an important part of labour compensation to
company performance and promoting stability of
employment, this system has served to attain
greater equality in income distribution while at the
same time promoting higher savings by workers
and higher investment by firms.

1. Extent and nature of the bonus system

Profit-related pay is practised in a number of
countries both in East Asia and elsewhere under
different institutional arrangements. A widely used
scheme is profit-sharing, whereby workers receive,
in addition to their wages and salaries, a predeter-
mined share of the profits of the enterprise
concerned. Such formal profit-sharing arrange-
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ments are typical of the profit-related pay schemes
in developed countries, in particular those of
OECD.'? They are often encouraged by tax con-
cessions, and applied after a threshold level of
profits. Payment may be made in cash or shares.
When in cash, the payment may be made immedi-
ately or after a certain period. A special instance
of deferred payment is where profit-sharing is used
to allow workers to accumulate retirement funds,
as in North America. In the share-based system
employees acquire shares in the company free or
on preferential terms. These are often company-
wide incentive schemes which do not depend on
individual performance, although eligibility to par-
ticipate usually varies with length of service.

In East Asia profit- and performance-related
pay is particularly widespread in Japan, where the
tax and social security systems encourage bonus
payments. While the law requires such payments
to be made with an interval of at least three months
between them, in practice bonuses are paid twice a
year. The Republic of Korea has an almost equally
developed bonus system, where such payments are
encouraged by favourable treatment in the social
security system. The payments are made four times
a year, and consequently the amounts can be al-
tered more rapidly according to business
conditions. In other economies, such as China,
Taiwan Province of China and Singapore, the bo-
nus system is also widely practised, although its
importance in terms of workers covered and the
share of such payments in total remuneration in
the latter two appears to be somewhat more lim-
ited than in Japan and the Republic of Korea.

The bonus system in Asia differs from profit-
sharing schemes in North America and Europe in
a number of important respects. First, formal
agreements for the distribution of a pre-determined
portion of profits are much less common, and there
is often an important discretionary component,
particularly in Japan. According to a survey made
by the Ministry of Labour in 1983, only one third
of all firms in Japan paying bonuses had formal
arrangements. Moreover, only three quarters of
such arrangements were linked to profits, and the
rest were payments made on the basis of value
added or the volume of production or sales. Even
formal profit-sharing agreements often include pro-
visions for discretionary payments. Similarly,
enterprises have been given considerable freedom
in the implementation of the incentive pay system
in China since it was introduced in the mid-1980s.
Detailed information is not available for other

Asian countries, but formal agreements seem to be
more common in the Republic of Korea, although
not to the same extent as in the profit-sharing
schemes of OECD countries. However, there ap-
pears to be a move in the region towards the kind
of flexible pay system practised in Japan.'

While the discretionary component of the bo-
nus system weakens the sensitivity of bonus
payments to changes in profits, it introduces con-
siderable flexibility into corporate management and
promotes greater interaction between labour and
capital, which often leads to cooperative arrange-
ments. In Japan, for instance, in unionized firms
negotiations over bonus payments are conducted
separately during Shunto (Spring Wage Offensive)
and on the basis of a different set of considera-
tions. While the current level of profits is an
important element in setting bonuses, other fac-
tors are also important, including firms’ plans for
expansion or job creation. This appears to be the
case in the Republic of Korea, too. For instance,
the labour union at Daweoo Electronics recently
announced that it would voluntarily give up part
of the bonus payments, amounting to halfa month’s
wage, and accept a wage freeze for the year, in
order to help the company expand investment in
new areas of business and stabilize employment.'*

Thus, the bonus system in East Asia does not
simply provide a rule for labour compensation, but
is a component of a broader labour-capital inter-
action whereby the interests of the workers are
reflected in company decisions. This is certainly
an important reason for greater corporate loyalty
in East Asia. Bonuses also provide an important
incentive for work effort and have been shown to
have a significant positive effect on productivity
in the Republic of Korea.'> Although bonuses are
determined by the collective performance at the
firm level, social ostracism and peer pressure help
to solve the individual incentive problem, since co-
workers can easily monitor each other’s efforts.'¢

A second important difference is that, while
the overall significance of profit-sharing schemes
in labour compensation is fairly limited in most
industrialized countries, the bonus system in many
East Asian countries has a wider coverage and
accounts for a substantial part of total pay. In
Japan it was initially limited to white-collar work-
ers in large firms, but since the 1950s it has spread
widely to cover blue-collar workers and has begun
to account for a growing portion of total pay.!” By
the early 1980s, almost all workers in firms with
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Chart 17

BONUSES AS A PERCENTAGE OF WAGES IN
JAPAN AND THE REPUBLIC OF KOREA
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Source: Ministry of Labour, Republic of Korea, Occupational
Wage Survey. Ministry of Labour, Japan, Monthly
Labour Statistics.

at least 30 employees were receiving bonuses. The
bonus/wage ratio rose from about 10 per cent in
1950 to over 40 per cent in the mid-1970s, declin-
ing somewhat and stabilizing at around 33 per cent
thereafter; thus, in the early 1980s about a quarter
of total labour remuneration took the form of bo-
nuses. In the Republic of Korea the bonus system
also covers almost all workers in firms with 30
employees or more. Its development was started
later than in Japan; the bonus/wage ratio rose from
around 5 per cent in the early 1970s to 15 per cent
in the mid-1980s. There has been a further sharp
increase since the late 1980s, and the ratio has now
reached a level similar to that in Japan (see chart 17).

There are no systematic data for other coun-
tries in the region. In China, the share of bonus
payments in total labour compensation appears to
have increased considerably after the mid-1980s,
and this may have been a key factor in the rise of
the share of labour in total factor payments in vari-
ous branches of industry. Available evidence
suggests that in Taiwan Province of China bonus
payments amounted to some 15 per cent of total

labour compensation in the 1970s, and it seems
that this proportion has been maintained in more
recent years.'® In Singapore the system includes
annual bonus and annual wage supplements; in
1989 about 90 per cent of workers seem to have
received some form of bonus. In manufacturing,
such payments represented about 11 per cent of
wages in 1988.

2. The bonus system, distribution and
accumulation

The bonus system clearly has implications for
income distribution both among workers and be-
tween labour and capital, as well as for savings
and capital accumulation. However, these impli-
cations have been little explored in studies on the
bonus system, and empirical evidence is scarce.
What follows is a brief description and discussion
of various characteristics of the system and their
relevance to distribution and growth.

A number of features of the bonus system in
East Asia appear to widen, rather than narrow,
income differentials among workers. In Japan the
share of bonus in total remuneration tends to be
higher for workers who receive higher wages; bo-
nuses account for a greater proportion of pay for
white-collar than for blue-collar workers. The
share is also positively correlated with the size of
firm and the length of continuous service, factors
that play a major role in wage determination in
Japan (see table 47). In the Republic of Korea,
too, the share of bonus in total pay is higher in
larger than in smaller firms, for white-collar work-
ers than blue-collar workers, and for male workers
than female workers (see table 48). The variation
of bonuses with firm size appears to be responsi-
ble for the large inter-industry wage differences in
Japan and the Republic of Korea by international
standards."

While the bonus systems in Japan and the
Republic of Korea tend to widen earnings differ-
entials in some respects, they tend to promote
equality in others. Despite the large inequalities
among different groups of workers noted above,
wages are much the same for all workers within
the same gender and age groups, irrespective of
education and occupation. The close correlation
between the share of bonus in total pay and length
of service suggests that bonuses promote skills
based on learning-by-doing, as well as corporate
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Table 47

SHARE OF BONUS IN TOTAL LABOUR COMPENSATION IN JAPAN IN 1983, BY SIZE OF FIRM,
LENGTH OF EMPLOYMENT AND TYPE OF OCCUPATION

(Percentage)

Size of firm (number of employees)

10-99 100-999 1,000 or more All firms ®
Years of White- Blue- White- Blue- White- Blue- White- Blue-
service ? collar collar collar collar collar collar collar collar
1-9 17.5 15.3 21.6 19.3 24 .1 21.4 21.3 17.9
10-19 20.8 18.1 25.5 22.3 27.8 23.5 26.0 21.8
20-29 20.7 18.7 27.4 23.0 31.2 24.8 29.1 23.1
30 and more 20.4 18.7 28.1 23.4 31.1 26.0 29.2 24.0
All workers 18.8 15.8 24.7 20.6 28.6 23.4 25.7 20.2

Source: J. Suruga, “Bonus system and flexible wages” (in Japanese), Nihon Rodo Kyoukai Zashi, March 1987.
Note: White-collar: administrative, office, technical workers; blue-collar: production workers.

a Years of continued employment in the firm.
b With atleast 10 employees.

loyalty. Development of such skills is certainly
conducive to better income distribution when op-
portunities to develop such skills are widely
available.

In one important respect the bonus system
promotes greater equality among workers since, in
as much as it imparts intra-firm wage flexibility,
it stabilizes employment at the firm level. This
result is attained through an internally organized
labour market within firms and by linking pay to
firm-specific conditions, rather than to market-
clearing wage formation based on the kind of
“flexible labour market” advocated by orthodox
analysis. Consequently, its implications for the
distribution of income and jobs among workers are
quite different from a system where wages and
employment change in response to labour market
conditions.

In a system where hiring and firing is rela-
tively costless, contraction in business activity
often results in workers being laid off. Conse-
quently, while some workers are fully employed
and earn going wages, others are without jobs or

pay. By contrast, the bonus system rations work
more or less uniformly at times of contraction.
Indeed, one of the main features of the Japanese
labour market is the flexibility of working hours.
Compared to the other major developed economies,
the market is characterized by considerable fluc-
tuations in working hours and very little fluctuation
in the number of people employed.?’ Japanese firms
tend to vary working hours and with them overall
pay, rather than employment, when adjusting to
demand fluctuations, promoting what is known as
“life-time” employment. When obliged neverthe-
less to reduce employment, they tend first to cut
down on fresh recruitment, then send existing work-
ers to subsidiary firms in the business group, call
for voluntary resignations after that, and discharge
and lay off workers only as a last resort and with
great reluctance. This certainly leads to a better
income distribution among workers than a system
where part of the labour force is unemployed and
part is gainfully employed.

Until the mid-1980s adjustment of employ-
ment to variations in business conditions was more
widespread in the Republic of Korea than in Japan,
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Table 48

SHARE OF BONUS IN TOTAL LABOUR COMPENSATION IN THE REPUBLIC OF KOREA
IN 1995, BY SIZE OF FIRM, TYPE OF OCCUPATION AND GENDER

(Percentage)

White-collar workers Blue-collar workers All workers

Firm size

(Number of employees) Male Female Male Female

10-99 15.9 14.7 11.7 9.8 13.0
100-299 24.0 20.6 19.0 16.4 20.6
300-499 27.4 24.9 23.7 21.1 24.8

500 or more 33.6 31.9 31.6 28.9 32.0

All firms?@ 24.9 20.8 21.8 18.0 22.4

Source: Ministry of Labour, Monthly Labour Statistics (various issues).

a With atleast 10 employees.

but less than in other developed economies. Des-
pite similarities with Japan in the bonus system,
variable working hours and permanent employment
were not important features of the Republic of
Korea, where the average length of continuous
employment was only four years in 1989, compared
to almost 11 years in Japan. Although in the pre-
vious decade aggregate employment was fairly
stable in the economy as a whole, the employment
pattern has become more like that of Japan; since
1987, adjustment of employment has become more
rigid, while working hours have become more flex-
ible. It is also notable that increased stability of
employment has coincided with a steep rise in real
wages and increased power of the unions.?!

The wage flexibility brought about by the
bonus system is crucially different from the labour
market flexibility underlying the conventional
analysis. As discussed in greater detail in TDR
1995, when there is a chronic demand deficiency
and structural unemployment, greater labour mar-
ket flexibility simply turns open unemployment into
disguised unemployment, characterized by low-pay,
low-productivity occupations, particularly in the
services sector, and leading to wide earnings dif-
ferentials, as has been observed in some industrial
countries since the early 1980s. Intra-firm flex-
ibility not only helps to maintain a high level of
employment in high-productivity jobs by promot-
ing investment through the channels explained

below, but also allows firms to adjust to shocks
such as loss of international competitiveness due
to currency appreciations or the emergence of low-
cost producers, without creating hysteresis in the
labour market whereby unemployment leads to a
deterioration of skills, rendering workers increas-
ingly less employable. Indeed, intra-firm wage
flexibility has certainly played an important role
in the Japanese adjustment to shifts in international
competitiveness since the mid-1980s without trig-
gering massive unemployment. Under such a
system, a persistent excess supply of labour may
at least partly be absorbed by intra-firm work-shar-
ing arrangements through cuts in working hours.
Such a response is certainly more equitable than
leaving some workers without jobs and pay and
consigning others to low-wage occupations.

More importantly, the bonus system contri-
butes to high employment and better income
distribution through its effect on productivity and
investment. As noted above, this system tends to
raise productivity by promoting incentives for
greater work effort and corporate loyalty. Bonus
payments from increased corporate revenues not
only serve to stabilize the distribution of value
added between labour and capital incomes, but also
raise profits and corporate investment. Higher in-
vestment, in turn, helps to maintain a high level of
employment, contributing to a better income dis-
tribution.
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The bonus system promotes higher employ-
ment and better income distribution also by
increasing the propensity to save from personal
income. There is, indeed, a striking correlation
between the household savings rate and the bonus/
wage ratio in Japan (chart 18).22 The correlation
is somewhat weaker in the Republic of Korea, but
bonuses are an important element in household
savings in that country too.?

Since bonuses are paid as a lump sum at pe-
riodic intervals, they are at the disposal of firms in
the interim as interest-free funds. From the work-
ers’ point of view such suspended payments may
constitute involuntary savings and involuntary de-
ferred consumption, in view of their limited access
to consumer credit. In any event, the propensity
to save from such temporary and transitory incomes
tends to be higher than for regular incomes. Simi-
larly, consumption decisions are often the creatures
of habit, and change only slowly in response to
changing incomes. Evidence suggests that in Ja-
pan household consumption has a stable
relationship to wage income, while the bonuses are
considered a convenient supplementary source of
savings. Thus, the marginal propensity to consume
bonus income during 1969-1980 was estimated to
be about 0.5, compared to that for regular income
of about 0.7.2* The bonus system accordingly ap-
pears to be one of the reasons why household
savings have been relatively high and rising in the
East Asian NIEs.

It was noted above that even if corporations
in the major East Asian economies retain a large
proportion of their profits, their investment still
exceeds their savings by a large margin because of
high “animal spirits”. If household savings were
not sufficient to close the corporate savings gap,
the outcome would be inflation. The result would

Chart 18

LABOUR BONUSES AND HOUSEHOLD
SAVINGS IN JAPAN, 1958-1978
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Source: Ishikawa and Ueda, op. cit. (see text, note 17).
a As apercentage of disposable household income.
b As a percentage of total labour compensation (wage
plus bonus).

be to reduce the corporate savings gap by generat-
ing forced savings through a redistribution of
income from wages to profits, with attendant con-
sequences for income distribution, as well as by
reducing corporate investment. Thus, high house-
hold savings promoted by the bonus system help
reconcile greater equality with rapid growth by re-
ducing the inflationary pressures that are usually
associated with a process of rapid accumulation. |

Notes

1 Certain aspects of these policies were discussed
briefly in 7TDR 1994, Part Two, chap. I, sect. G.

2 See A. Amsden, Asia’s Next Giant; South Korea
and Late Industrialization (New York: Oxford Uni-
versity Press, 1989); A. Amsden and A. Singh,
“Concurrence dirigée et efficacité dynamique en

Asie: Japon, Corée du Sud, Taiwan”, Revue Tiers-
Monde, Vol. 35, No. 139, July-September, 1994;
M.J. Peck and S. Tamura, “Technology”, in H. Patrick
and H. Rosovsky (eds.), Asia’s New Giant: How the
Japanese Economy Works (Washington, D.C.: The
Brookings Institution, 1976); and R. Wade, Govern-
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ing the Market: Economic Theory and The Role of
Government in East Asian Industrialization
(Princeton, NJ: Princeton University Press, 1990).
This has also been demonstrated by the World Bank
in The East Asian Miracle .... In respect of the
conformity of national prices with international
prices, the study shows that Taiwan Province of
China, the Republic of Korea and Japan fall within
the fifth and sixth deciles of a sample of developing
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