Dualism and the Internal Integration
of the Underdevelopcd Economies

In this paper, we shall re-examine the nature and causes of
economic dualism in the underdeveloped countries and consider some
of its implications for development policy.

Dualism may be defined as the continuing co-existence of a
“ modern ® sector and a © traditional * sector within the domestic
economic framework of an underdeveloped country. One version
of dualism identifics the modern sector with the exchange economy
and the traditional sector with the subsistence economy. The other
version, with which we shall be mainly concerned, defines the
modern sector as consisting of large-scale economic units employing
capitaLintensivc methods of production and the traditional sector
as consisting of small-scale economic units employing labour-intensive
methods of production. '

Existing theories of dualism attempt to explain the differences
between the two sectors in terms of sociological and technological
factors. In contrast, we shall argue that the most significant aspect
of economic dualism as it cxists in the present-day underdeveloped
.countries is that scarce inputs such as capital funds, foreign exchange
and public economic facilities, notably transport and communica-
tions and power, are being made available on excessively favourable
terms to the larger units in the modern sector including the public
sector, and on excessively unfavourable terms to the small economic
units in the traditional sector. Qur interpretation of dualism em-
phasizes the importance of domestic economic policies to promote

internal cconomic integration between the modern and the tradi-
tional sectors of the underdeveloped countries by removing as far as
possiblc the causes of unequal access to the scarce econotnic resources
by the two sectors.

This conclusion is in sharp contrast with the policies of domestic
industrialization and import substitution currently adopted in the
underdeveloped countries. Here, in order to encourage the expansion
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of domestic manufacturing industry, the whole apparatus of govern-
ment controls has been used to discriminate in favour of the gnodcfn
sector and to discriminate against the traditional sector thus aggra-
vating the unequal access to economic resources which already exists
ll)cce}usc of the underdevelopment of the domestic economic organ-
isation. The advocates of domestic industrialization moreover infokc
the concept of dualism to support their argument and to attack the
application of the “orthodox” theory of optimum allocation of
1CSOULCEs to the underdeveloped countries. They maintain that the
neo—.classlcal model of an economic system making smooth and
ﬂ§x1blc adjustments cannot be applied to the undcrdcvclopcd:}' coun-
tries because of their dualistic economic structure created by the
various sociological and technological rigidities and by the existence
of “disguised unemployment” and factor disproportionalities. ‘The
further maintain that the static norm of efficient allocation o¥
resources has limited relevance for the purpose of promoting rapici
economic development by introducing “ dynamic ” economic changes
into the underdeveloped countries. i
The d:}‘ift of these arguments is to emphasize, not the importance
9f domestic economic policies to reduce dualism, but rather the
impotence and limitations of the purely domestic economic policies
which the underdeveloped countries can pursue on their own
becausc of the “structural” difficulties created by dualism. The
ﬁnal effect is to emphasize the importance of external economic
aid to the underdeveloped countries. Thus we have the familiar
UNCTAD thesis (1) that the slow rate of economic growth in the
underdeveloped countries is mainly due to the external economic
factors beyond their control, notably the unfavourable trend in the
qurld r{larket demand for primary products, On the other han&
it is maintained that the current tempo of domestic industrializatior;
must be maintained to provide acceptable target rates of economic
gro:wth, to absorb the “disguised unemployment” and above all
to mtrgducc “ dynamic” economic changes. Thus the burden of
promoting economic development is shifted from domestic economic
policies to external economic assistance to finance the strategic
imports required in fixed proportions as technical inputs for the
expansion of the output of the domestic manufacturing sector. Given
the implicit belief in the cconomic superiority and the dynamic *

(r) CL. Towards @ New Trade Policy for Development, United Nations, New York, 1964,
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effects of the large-scale modern manufacturing industry much
attention is devoted to the formation of regional economic unions
and multi-national ccononic integration while the more funda-
mental problem of promot'mg internal economic integration within
cach individual underdeveloped country is neglected.
In re-examining the concept of dualism, we are inevitably
involved in a critical review of these arguments for domestic
industrialization. In section 1 we shall argue that in order to
understand the cconomic significance of dualism we have to go
beyond the sociological and technological cxplanations and take our
bearings from the theory of the optimum allocation of resources.
Thus dualism may be interpreted as a species of distortion in the
allocation of resources arising out of the uncqual terms on which
economic resources such as capital, foreign exchange and public
economic services are made available to the two sectors. In section 11
we shall argue that the “financial dualism” which is aggravated
by domestic industrialization policies, not only leads to a distortion
in the allocation of capital funds but also tends to impede the
longer-term growth of a more intcgrated domestic market for
capital. In section. 11T we shall examine dualism in relation to
labour supply and * disguised unemployment ™. We shall argue
that current views on domestic industrialization seriously underrate
the possibilitics of introducing labour-intensive methods both in
agriculture and in manufacture and that in particular, the develop-
ment of complementary relations between the large- and the small-
scale industries offers a more promising prospect of absorbing
abundant labour than the current policy of trying to expand large-
scale manufacturing industry on its own. This will also lead us to
re-cxamine the role of the modern sector in introducing “ dynamic ”
changes into the rraditional sector. In scction IV, we conclude with
a2 broad review of the implications of our analysis of dualism on the
external aspects of development policy: on international trade
policy; on the “absorptive capacity » for international aid and

% economic enclaves”; and on the formation of regional or multi-
national integration.

I

Let us begin with the concept of dualism based on the dichotomy
between the exchange economy and the subsistence sector. Dualism
in this sense may be said to exist as soon as a hitherto self-sufficient
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traditional society is opened up to international trade. We then
ha.VC .thc familiar process of the expansion in export production
bringing the labour from the subsistence economy into the mines
and plantations and inducing the peasants to devote their surplus
land and labour to the production of export crops. At first Pthe
cxchange economy is mainly confined to the foreign trade st.::ctor
but gradually as the export producers spend a part of their .cas};
carnings on home produced goods, a growing part of the domestic
economic  activities will be drawn into the exchange econom
There is also the well-known complementary relationship betwceﬁ
the .growth of the exchange economy and the fiscal system The
forcign trade sector initially provides the government Wit.h the
revenues aE}d the borrowing power to sct up a modern system of
administration .and the basic framework of social overhead capital
Improvements in transport and communications widen the area of'
the exchange economy which in turn widens the scope of govern-
ment revenue and expenditure. Thus, as the boun.dary line of
exchange economy moves further outward, it draws a larger part
of the national economic life into the organized domestic cconorr)nic
framcwork.. In general, one would expect the position of the
boundary line between the exchange economy and the subsistence
sector to be influenced by a number of economic factors 31;ch as
Fhe state of development of the tastes and preferences of tl’le cople
in the subsistence sector for the goods and services available Ii)n tPhe
exchange cconomy, the state of export and domestic demand for the
goods and services which can be produced by the resources still
remaining in the subsistence sector and above all, the state of
development in transport and communications.

What economic significance can we attach to the concept of
dualism based on a boundary line between the exchange econom
and.thc subsistence sector existing in an underdeveloped country a{
a given moment of time? Those who favour the “sociological”
interpretation of dualism seem to look upon the mere co-existence
of Fhe gxchar:tgc economy and the subsistence sector as evidence of
sociological rigidities creating special obstacles to economic develop-
ment (2). They tend to assume that there are two completellp
different groups of people, one in the exchange cconomy and on}cr,

{2) Cf. l H. Borxr Economics i 1 ]
. . , P
‘i ’ ‘ and Economic PO!!CJJ 1 Dual SOC‘M'”GS, 1953, fot a




132 Banca Nazionale del Lavoro
in the subsistence sector, each living in separate worlds of their own.

Thus the people in the subsistence sector are not supposed to respond

to economic incentives in the normal way, either because they have

limited wants for the commodities available in the exchange economy

or because of their conservatism and ignorance. Now, in so far as

it is true that the subsistence sector persists because people there do

not want the goods and services in the exchange economy, there is

no question of economic irrationality: they do not have “economic

development ” measured in terms of money income because they

do not want it. However, this type of pure subsistence society

insutated from outside influences must nowadays be regarded as a
very small and shrinking part of the underdeveloped world. In the
rest of the underdeveloped world, with growing contacts with the
outside world, the tastes and preferences for the new commodities
and the new ways of life have been developed only too rapidly.
Once this happens there is no lack of evidence to show that people
in the underdeveloped countries follow the normal economic beha-
viour of maximizing their utility according to their given tastes and
preferences (3). What is even more important for our present
analysis, in the general run of the underdeveloped countries, the
majority of the people are neither in the pure isolated type of
subsistence society nor are they completely absorbed into an organ-
ized wage economy. Rather they are in the vast intermediate zone
of economic activity with a very low degree of economic special-
ization, devoting varying parts of their time and resources to sub-
sistence activities and cash-earning activities.

Now assuming normal economic behaviour, this means that
these people will make appropriate switches in the allocation of
resources between subsistence and cash-earning activities until the
balance of net advantages from these two types of activity are equal.
Thus, although we may draw a statistical line to indicate the pro-
portion of resources devoted to the exchange cconomy and the
subsistence scctor, there is no sharp discontinuity in the actual
decision-making processes which have resulted in this boundary
line. Thus if we wish to attach a special significance to the concept
of dualism based on the dichotomy between the exchange economy
and the subsistence sector, we must not merely show that a boundary

(3) Cf. P. T. Baurr and B. S. Yamry, Markets, Market Control and Marketing Reform,
1668, Parts 1 and 2.
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line can be drawn between the two, but also that the boundary line
actually existing is in the wrong position because, say, the exchange
economy has not expanded to the extent consistent with the economic
factm:s governing the situation. In other words, there has been a
genuine distortion in the allocation of resources between the ex-
change economy and the subsistence sector.

As- a matter of fact, in many underdeveloped countrics the
expansion of the exchange economy is likely to be retarded, not
because people in the subsistence sector behave irrationally, but
because of economic policies which have distorted the relative
attractiveness of subsistence and cash-carning activities. For instance
there may be no incentive to switch from subsistence to cash crop;
because of transport difficulties in Dbringing the produce to the
market, although the expansion in production would have been
profitable enough to pay for the cost of extending or improving the
Fransport system. ‘This is particularly likely to happen when there
is a “dualism” in the provision of public services favouring the
larger type of social overhead projects serving the modern sector
located in the bigger towns to the neglect of the traditional sector
located in the remoter parts of the country. Again, the incentive to
switch from subsistence to cash crops may be reduced because
dox’{lcstic indusstrialization policies have turned the “ terms of trade”
against the agricultural products which can be produced by the
subsistence sector. In each case, the expansion of the exchange
cconomy has been retarded in a significant sense because there has
been some distortion in the allocation of resources.

A similar reasoning can be applied to the technological ”
concept of dualism based on the dichotomy between the rmodern
'sector .consisting of the larger-scale economic units employing capital-
intensive techniques of production and the traditional sector consist-
ing of small-scale economic units employing labour-intensive tech-
niques. The mere fact that the modern sector uses capital-intensive
tcchn{qucs while the traditional sector uses labour-intensive techni-
ques is not significant in itsclf: the two sectors may be producing
tWo. cntirely different non-substitutable types of product. Techno-
logical dualism becomes significant only when it is observed that the
two sectors are producing similar or potentially substitutable products
b.ut using different techniques involving different scales of produc-
tion and different proportions of the same type of factors of produc-
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tion and inputs. The significance arises because there is a prema
facie case for suspecting a distortion in the allocation of resources.

Now it is true to say that technological dualism in this signifi-
cant sense seems to be more pronounced in the underdeveloped
countries than in the developed countries. It can sometimes be
found even in some cxport industries, notably rubber in Malaya and
Indonesia, where small producers co-exist with larger plantations.
But the most interesting case of economic dualism for our analysis
is that which occurs in the manufacturing sector in the under-
developed countries. Here the new import—substituting factories sct
up in the modern manufacturing scctor are mainly confined to
consumers’ goods industries, notably food, drink, tobacco, textiles, etc.
which are also produced by the ¢raditional sector (4). There are of
course considerable differences in quality, design and standardization
of the product between the goods produced by the small-scale
industries and those produced by modern style factories. But the
case for regarding the traditional sector as producing the same type
of “commodity” as the modern sector is stronger than it appears
at first sight. It is true that the small-scale industries produce inferior
quality products compared with the modern factories in the undet-
developed countries; but there is a similar quality gap between the
products of the latter and the imported goods they seek to replace.
Further, while the small-scale industries produce inferior quality goods,
their prices are also lower. In contrast, the modern factorics, set up

under heavy protection in the underdeveloped countries, frequently -

produce goods which are not only inferior in quality but also higher in
price compared with the imported goods. Thus, if we are prepared to
accept the possibility of import substitution, we should also accept
the possibility of substitution between the products of the modern
style factories and the products of the small-scale industries.

Tf the modern and the traditional sectors produce 2 similar
range of consumers’ goods which are in some degree substitutes for
each other, why do the economic units in these two sectors use
such markedly different methods of productionP Writers on dualism
tend to explain this in terms of the sociological or technological
rigidities. Thus the small-scale industries are supposed to cploy the
traditional labour-intensive methods because of conservatism and

(4) Cf. Masavort Koca, © Traditionz] and Modern Industries In Indla”, The Developing
Feonomies, September 1968, for a useful summary of the empirical data on this point.
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technological backwardness. On the other hand, it is said that the
capital-intensive methods in the modern sector are the inevitable
result of the underdeveloped countries’ need to adopt the ready-made
advanced technology from abroad. But these explanations are un-
satisfactory because they ignore the glaring differences in the prices
of the factors of production in the two sectors. Thus, given the
underdevelopment of the domestic markets for capital funds and
labour, the level of interest rates is markedly higher while the level
of wages is markedly lower in the traditional sector compared with
the modern sector. In commonsense terms, this striking pattern of
high interest rates and low wages in the traditional sector and low
interest rates and high wages in the modern sector would be suffi-
cient to account for a large part of the differences in the factor
proportions used in the two sectors without introducing special
assumptions about sociological and technological rigidities. What 1s
however more significant is that in many underdeveloped countries
trying to promote domestic industrialization, the gaps in the factor
prices arising out of the underdevelopment of the factor markets
tend to be widened artificially. In some countries where labour is
strongly organized in the urban manufacturing sector or the mining
sector, there are restrictions to free entry of labour from the tradi-
tional sector. In almost all countries, the apparatus of government
controls tends to be used to divert the lion’s share of capital funds
and foreign exchange to the larger-scale economic units in the
modetn sector, including the public sector, while the small economic
units in the traditional sector are starved of these vital resources.
In particular, this has resulted in the maintenance of artificial factor
prices in the modern sector which go against the pattern of factor
endowments of the country taken as a whole. Thus interest rates
are kept artificially low in flagrant contradiction to the general
scarcity of savings and wages are maintained artificially high in
spite of the abundant supply of labour. In terms of the optimum
theory, this implies a distortion in the allocation of resources be-
tween the two sectors and the use of excessively capital-intensive
methods in the modern sector. Thus the economic significance of
technological dualism may be found, not so much in the differences
in techniques of production by themselves, but in the fact that the
two sectors are producing sirnilar or potentially substitutable products
but with markedly different factor proportions because of the arti-
ficially accentuated unequal access to economic resources,
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Il

Let us now consider “financial dualism” in the domestic
matket for capital funds in the underdeveloped countries. Given
the well-known facts about the much higher risks and costs involved
in lending money on a retail basis to a large number of small
borrowers than in lending to a small number of large well-cstablished
borrowers, one would normally expect the rate of interest in the
“ ynorganized ” credit market in the traditional sector to be higher
than the rate in the “organized” credit market in the modern
sector. Further, one would expect this normal gap in the interest
rates to be larger the more underdeveloped the domestic credit
market and the financial institutions in a given country. Financial
dualism in this sense has of course existed in the underdeveloped
countries long before they embarked on their present policies of
Jdomestic industrialization. But there are two differences between
the old financial dualism which existed in the “open economy ? of
the colonial period and the new financial dualism which now exists
in the “closed economy ” of the underdeveloped countries pursuing
domestic industrialization policies.

First, under the colonial financial system, the disadvantage
which the small economic units suffered compared with the big
econornic units was in obtaining credit in terms of local currency.
Once that was obtained, the small economic units were at least on
equal terms with big economic units in their access to foreign
exchange. The automatic currency system ensured free convertibility
at fixed rates of exchange; there was no balance of payments problem
and no foreign exchange shortage. In contrast, domestic inflation
and balance of payments difficulties have now become endemic in
the underdeveloped countries. This means that the small economic
units in the traditional sector not only have to face their previous
handicaps in raising loans in local currency; they now have to face
a new handicap in their access to foreign exchange and imports.

Second, under the colonial system, the organized credit market
of the underdeveloped countries, made up of the branches of foreign
banks, was closely linked with the international financial market.
That is to say, the low ratc of interest which prevailed in the
organized credit market was not an arbitrary rate. It rcprcsentcd

the market rate at which the modern sector of the economy, mainly
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consisting of the mines, plantations and the export-import firms,
could borrow from the international capital market. In the organized
credit market at least the demand and supply of loans was equated
at the equilibrium market rate. In contrast, since attaining financial
independence, the organized credit market in many underdeveloped
countries has become increasingly insulated from the international
capital market. Given the increasing use of foreign exchange
controls which restrict profit remittances and transfers of banking
funds, the foreign branch banks no longer function as significant
links channelling outside capital funds into the underdeveloped
countries. This has been aggravated by the attempt of many under-
developed countries to stimulate their economic development with
the “cheap money” policy. Thus during the last two decades, we
have frequently had the anomalous situation in which the official
rates of interest in the organized credit markets of the capital-poor
underdeveloped countries have been kept well below the prevailing
level of interest rates in the capital-rich advanced countries (5).
Given the pressure of domestic inflation with fixed exchange
rates, there is a chronic excess demand for foreign exchange at the
overvalued exchange rates. Given the *cheap money” policy of
maintaining artificially low interest rates in the organized credit
market, there is a chronic excess demand for loans above the volume
of domestic savings forthcoming at these rates of interest. The
government in most underdeveloped countries attempts to cope
with this disequilibrium situation by setting up a network of direct
controls to ration the scarce capital and foreign exchange resources
between rival claimants: and it is this rationing process through
the apparatus of government controls which has aggravated the
unequal access to scarce resources suffered by the small economic
units in the traditional sector. Even if the government’s policy
towards the different sectors were neutral, there would be a consid-
erable amount of unintended or unofficial discrimination against the
small economic units. Compared with the larger economic units
in Fhe modern sector, they are notoriously at a disadvantage in
coping with the complexities and delays of the bureaucracy which
administers the various economic controls {6). But government

) (5) For a vivid description and criticism of this anomalous situation see G. Myrpar,
Asian Drama, Vol. III, Appendizx 8, particularly section IL.
(6) Cf. Economic Bulletin for Asia and the Far East, Vol. XII, No, 3, December 1961,
p- 7
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policy far from being neutral has the avowed aim of encouraging
the larger cconomic units in the modern sector, including the public
sector. With given resousces, this implies discriminating against the
small economic units in the traditional sector. This discrimination
applies not only to access to capital funds and foreign exchange but
also to public economic services supplied by the government. In
particular, social overhead facilities such as transport and communica-
tions and power arc mofre readily available and frequently on
cheaper terms to the larger cconomic units in the modern sector
than to the small economic units in the traditional sector. In this
setting of rationing through direct quantitative controls, the extent
of unequal access to ecopomic resources can no longer be adequately
depicted in terms of the gap in the rates of interest in the modern
and the traditional sector. For instance, the use of the excessively
capitaldntcnsivc methods by the large-scale economic units in the
modern sector is encouraged, not only by the low rates of interest,
but also by the easier availability of foreign exchange which enables
them to import capital goods on very favourable terms at the over-
valued official exchange rates. This is reinforced by easier and
cheaper access to public economic services.

Al this has the effect not only of distorting the allocation of
resources between the modern and the traditional sectors but also
of impeding the longer-term growth of an integrated domestic
capital market in the underdeveloped countries. The development
of an integrated domestic capital market requires two conditions:
(a) the growth of a financial centre which can effectively collect the
savings from both the modern and the traditional sectors as well as
from the international capital market and channel these funds into
different parts of the domestic economy according to the highest
obtainable returns on investment; and (b) the growth of a financial
network which links the financial centre with the lenders and
horrowers in ail parts of the country, including the public sector.
The financial links may be branches and subsidiaries which are
vertically integrated with the headquarters of the financial institu-
tions located in the centre, such as the district branches of the
commercial banks and co-operative societies. Or the links may be
independent financial intermediaries such as a profcssional class of
moneylenders who have access 10 the funds collected at the centre
to be re-lent to the rest of the country. In any case it is clear that in
order to reduce the financial dualism between the organized and the
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unorganized markets for credit, there would have to be more
effective links facilitating the mobility of funds between the two

We have already seen that the policies followed by many undcr:
.developed countries since attaining financial independence have
1n-81.ﬂatcd their organized credit markets from the international
capital market. But these policies also have the effect of insulatin
the organized credit market from the free market for credit Withig
the country. Indeed, given the multiplicity of government controls
much of the unofficial or free market for credit is reduced to thé
status O.f t.hc “black market ™. To begin with, given the pressure of
domestic inflation with overvalued cxchange rates, there is a chronic
tendency for speculative flights of capital abroad. Where the govern-
ment ha.s .succeeded in blocking these leakages, the funds, instead
gf remaining in the official organized credit market, ate ,divertcd
into ih:,t purch.asfe. of gold and jewellery and real estate and into
specula 1§ 1 isi
ey e mihcil wns of oo offred o, the

o the
lenders are so markedly below the returns on investment in any
of these alternatives. Indeed, in many countries the rates of interest
offered to the lenders by the organized credit market yield negative
real returns because the rate of depreciation in the value of mone
exceeds .thc rate of interest. The growth of an unofficial markeyt
ff)r credit may serve to relieve the shortage of savings in the tradi-
t10n5}1 sector by diverting some of the capital funds into money-

lenrlimg and trading. But the fact remains that the “cheap mone y”
policy imposes the very heavy long-term cost of retarding the rovgfth
of an effective financial centre. 8

The _growth of the financial intermediaries is also retarded b
the way in which the governments of the underdeveloped countrieys
qsually exercise their controls to ration the scarce capital suppl

These contrqls discriminate not only against the small borroxchs.

but also against the moneylenders and others who are the chief
source of credit to the small borrowers. There are two underlyin

beliefs behind these controls which ate inimical not only toY th%

growth of the capital market but also to the development of a

domestic market economy in general.

.Thc first is the belief that the only “ productive ” way of wsin
capltal funds is to invest them in durable capital goods and msiéj
chinery embodying modern technology. The vital role of capital
as the “subsistence fund ” in agriculture is not understood and the
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financing of trading activities is regarded as “unproductive ” Credit
Jiscrimination against trading not only scrves o widen the whole-
sale and retail prices because of the high costs of holding stocks
but has a general consequence in undermining the development
of the market economy in the underdeveloped countries which is
not clearly apprcciatcd. The truth of the matter is that most
underdeveloped countries tend to hold a much lower level of stocks
of commodities and circulating capital than is required to run their
economies smoothly given the underdevelopment of their transport
and communications and market organization. Consequently, their
intexnal economic organization s extremely “britdle”, liable to
frequent breakdowns and speculative instability of prices in the
facc of unforeseen changes, such as an unfavourable harvest threaten-
ing famine conditions in a’particular locality, Now while much has
been said about the vulnerability of the underdeveloped countries
to the instability in the world market demand for their exports and
their need for adequate foreign exchange rescrves, little has been
said about their vulnerability to internal instability and their need
to hold adequate stocks of circulating capital. It may well be that
international trade and the opportunity to draw on an elastic world
market supply of goods is a greater stabilizing force on the under-
developed countries than is generally realised.

The second belief underlying government economic controls is
the traditional belicf in the wickedness of moneylenders and the
need to suppress or curtail their activities by regulating the rates of
interest at which they are permltted to lend. Few such regulations
have succecded because the moneylenders perform a genuine econ-
omic service in the unorganized credit market which the govern-
ment cannot provide. Thete are two contradictory strands in the
popular arguments against the moneylenders. The first is that the
moneylenders, landlords and the village shopkecpers make use of
their entrenched position in the local community to extract mono-
polistically high rates of interest from the peasant horrowers. 1f
this is true, the logical remedy would be to increase the competition
among the moneylenders, and this can be done by facilitating their
access to the central funds of the organized credit market. The
second argument states, not that there are too few moneylenders,
but that there are too many middlemen intervening between the
financial centre and the final borrowers in the traditional sector who
are obliged to pay excessive rates to cover the middlemen’s com-

H
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mission. This argument really amounts to saying that it is always
cheaper t'o cater for the small borrowers through the branches gf
the lending agencies which are vertically integrated with their
.hcadquartcrs located in the financial centre rather than through
independent financial intermediaries who form the market 1ingks
between the financial centre and the final borrowers. This is
hov'vevcr not supported by the experience of the commercial banks
Whlch have generally found that the cost of opening sub-branches
in the remoter districts of the underdeveloped countries is too high
to compete with the lower averheads of the moneylenders. Yet t%c
popular belief that the excessive profits of the middlcmén and
moneylenders can be cut by “direct ” links with the ofhcial lendin
agencies persists, It scems to atise from ignoring or undercstimatmg
the costs of vertical integration between the central lending agcncmgs
and the numerous branches and sub-branches which are necessar
to cater for the credit needs of the small borrowers: these cost};
include not only the overhead costs and salaries of the oflicials but
also the relative inefficiency of the official employees dealing with
_smal.l borrowers according to rigid rules of creditworthine%s and
inefficient co-ordination between the headquarters and branches b
bureaucratic methods. d
So far, apart from the abortive attempts to control the activitics
of t.hc moneylenders, most underdeveloped countries have done lictle
to improve the working of the unorganized credit market beyond
ad hoc attempts to supply limited amounts of subsidized loans
through co-operative societies to some favoured parts of the ruzal
sector. The model villages enjoying the subsidized loans from the
government may be ** showpicces ” like the steel mills, but they have
very lictle general effect in lowering the prevailing high levels of
interest rates in the rural sector. lIndeed, frequently they benefit
the moneylenders, who have managed to get themselves elected as
members of t‘he co-operatives. Moreover, the bona fide members of
th?. co-operatives wishing to borrow more than the officiaily per-
tmt'ted amounts of cheap loans can now afford to pay a higher rate
pf interest on their extra borrowings from the moneylenders. This
is not to deny that the co-operative societies may be able to compete
with the moneylenders either because they are more ePﬁcienF in
collecting information about the creditworthiness of their members
or because they can reduce risks better by mutual guarantees under-
tak_en by their members. But the correct way of testing this is, not

3
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by giving limited amounts of low-interest loans to the co-operative
societics, but by giving unlimited access on equal terms at the
ruling market rate of interest to both the co-operatives and the
moneylenders so that they can compete 10 lower the rates of interest
for the small borrowers.

The conclusion of this analysis is clear. In order to reduce
fnancial dualism and build up a more integrated domestic market
for capital, the underdeveloped countries should raise the official
rates of interest in their organized credit market high enough to
reflect their existing shortage of capital funds. This would encourage
the growth of a financial centre which can. effectively attract savings
both from within the country and from abroad.” It would also
equate the available supply of savings to the demand for loans
including the demand for funds by the moneylenders to be re-lent
to the unorganized credit market. The granting of an equal access
to capital funds by the traditional and the modern sectors would
serve to reduce the distortion in the allocation of resources between
the two sectors, The familiar argument that the raising of the
official rate of interest would raise the cost of government borrowing
has limited significance for the underdeveloped countries. Given
the unattractively low rates of interest offered on government
securities, there has been little public demand for them. The bulk
of the government securities are in fact held by yarious govern-
ment agencies and their affiliates so that the raising of the interest
cate would mainly have the effect of changing the accounting
relationships within the public sector. Indeed, the case for raising
the rate of interest is strengthened, not weakened, by taking into
account the longer-term effects on the govcrnmcnt’s ability to borrow

from the public.
I1I

We have noted that the level of wages is generally higher in the
modern sector than in the traditional sector of the underdeveloped
country. How far does this imply the existence of a dualism in the
labour market, discouraging the expansion of the modern sector
and distorting the allocation of resources in the opposite direction
from that caused by financial dualism? Without entering into a
detailed enumeration of the possible causes of the wage differentials
between the two sectors, we may consider them under three heads.
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F1r§t, t_hcre are the wage differences which reflect genuine
economic differences in skills, in costs of living, etc. which clearl
do not distort the allocation of labour between the two sectors. Y
Next, there is the less well-recognized fact that in the under-
developed countries the wage rate in the modern sector reflects the
payment to the head of the family to induce him to move with his
dependents on a permanent basis to the place of his work, whereas
t.hc wage rate in the traditional sector reflects the payrx;cnt to a
single worker on a casual or temporary basis. Now cven in the
absence of government regulations and trade union pressure, the
larger-scale concerns in the modern sector may prefer to pay higher
wages to obtain a regular labour force, for at least two reasons
First, the gains in productivity from a stable labour force and a
low ratc.of turnover may more than pay for the higher wage bill
Second, if the concerns are run by foreign entrepreneurs or mana:
gers, they do not have the necessary local knowledge and skills in
labour n?lations to cope with the casual type of labour, Indeed
from their point of view the cost of re-adapting their whole systcmi
of production and organization to make use of the cheaper casual
labour would be much too high and they would be prepared to pa
cpngderably higher wages to obtain a labour force approximatcigr
similar to thc type of regular labour force they are used to in their
own countrics. Historically, this can be iltustrated by the contrastin
labour Polmlcs adopted in the development of the textile industr%
1:)y foreign entrepreneurs in India and by indigenous entreprencurs
in ]'apan. The former recruited their labour force from adult males
paying them a wage rate sufficient to maintain their dcpendents:
the latter took advantage of the cheaper, but equally efficient labou;
of young farm girls available for a few years before tl,ley ot
marrled (7). The present-day expansion of the modern manufact%r—
ing sector in the underdeveloped countries relies heavily on foreign
managers and technical experts, not to speak of the branch factories
of international corporations set up to jump the tariff and import
_con'Erols. Thus we have a pattern of wage policy and labour org.an—
ization based on a high differential between the ruling wage rate

" (7? F(')r a com.parativ.c analysis of the labour policies adopted in the development of

Ae. tEX.T.‘ll? mcllustry in India aI}d Japan see S.]. Kom, Stages of Industrial Development in

T;m,EUmver?lty of Pennsylvania Press, 1966, Chs, II and III; see alsc W. W. Lockwoon

of;ihi:;z?::w De]f;eloﬁment af ]afjmn,dl’rinccton, 1954, pp. 213-14; for a theoretical analysi;
, see D, Mazumpar, * Underemployment in Agricultu i

Rate *, Ecomomica, November, ’1959. ’ griculire snd the Incustrial Wose
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in the regular labour market and that in the unorganizcd market
for casual labour. How are we 10 interpret this type of wage
differential between the modern and the traditional sector? In so
far as the large-scale modern concerns are willing to pay a higher
wage rate, voluntarily and without any external pressure, there can
be no distortion of resource allocation originating from the labour
market. Yet the wage differential is associated with a distinct
dualism in industrial organization and may be a sign of managerial
rigidity on the part of the modern sector failing to make a more
effective use of the abundant supply of casual labour. In so far as
this creates a distortion, it is not due to a high wage rate discourag-
ing the expansion of the larger-scale econormic units in the modern
sector, but due to an insufficient development of the small-scale
indigeneous economic units which are more likely to be able to take
advantage of the abundant supply of casual labour.

Lastly, we have the factors which atbitrarily widen the wage
differential between the modern and the traditional sectors and
clearly distort the allocation of labour between the two. However,
these need to be disentangled from the concept of “ disguised
unemployment ”. A familiar argument for the protection of do-
mestic manufacturing industry based on this concept may be sum-
marized as follows. Because of heavy population pressure on existing
land, the marginal product of labour in agriculture is reduced to
zero, But the income level in the traditional sector is equal not to
the marginal product but to the average product of labour on land
because of the prevalence of the extended family system sharing
the total output arnong its members. In recruiting labour from the
traditional sector the modern sector must pay a wage rate cqual to
the income level in the traditional sector plus an incentive margin.
Thus the modern sector is being penalized by having to pay a wage
rate high above the social opportunity cost of labour as measured by
its marginal product in agriculture, and in order to correct this
distortion the modern manufacturing industry should be given tariff
protection.

In order to argue that a person in the traditional sector can
enjoy an income equal to the average product of Jabour even when
his marginal product is zero we need, first of all, to assume that his
family owns the land and that he is being supportcd in a state of
“ disguised unemployment ” out of what is, properly speaking, rent
from the land. Once we introduce the Jandlords into the picture,
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then the _income 15‘.& to the family after paying economic rent must
be wage income: i.. the marginal product of family labour on land
must be positive. Even if the family owns the land, the marginal
product o_f_labour on the farm will not be zero if there are altern%tivc
opportunities of using some part of the family labour elsewhere
Once we introduce some form of market for agricultural Iabourl
the marginal product of labour on the family farm will approx-
{mately reflect the wage rate in the neighbourhoed. Finall Ppevcn
in the absence of landlords and a labour market, the le’r inal
product of labour on the family farm will not be zcr,o unlcsé wg ai‘c
p%'cp:%r.ed to make the highly unrealistic assumption that the marginal
d1sut1}1ty of work on the farm is zero. But the notion of the gzero
me'lrglnal product is not needed for the purpose of showing the
existence of a distortion in the labour market., All that we nee% for
thc. purpose is to show that there are certain factors arbitrarily or
artificially widening the wage differential between the modern and
the t‘radltlonal sector beyond the extent required to reflect the
genuine economic differences in the two sectors.

It is possible to find three such factors. The first consists of
the various government regulations on labour and minimum wage
rates. These exert a differential effect in that while they can be
strictly enforced in the bigger economic units in the modern sectors
qley are unenforceable for the small cconomic units in the tradi-
tional sector. The second arises from the greater ease with which
the ul;‘ban labour force in the manufacturing sector can organize
1ts.elf into strong trade unions restricting free'entry of labour. The
thm_i factor is important in countries which have a progngcrou%
forc1g{1-owncd export industry such as petroleum or copper. Heré
the high wage rates which the trade unions are usually able to
extract out of the export sector tend to spread, by a series of sym-
pathetic wage rises, into the rest of the modern sector :'unposinY a
heavy burd.cn both on the domestic manufacturing industr fnd
on the' pub.hc sector. While all these three factors can cause a sy;:rious
distortion in the a_llocation of resources, none of them constitutes an
;rgument for special protection of. domestic industry. The distortions
ave to be cured by reforms within the labour market. In particular
the third _source of distortion is similar to the point we have
d1slcussed in connection with “disguised unemployment” in agri-
icllllcture. Hc'rc also the distortion arises from the fact that the rent

ome which the government should have extracted from the




146 Banca Nazjonale del Lavoro

forcign companies in the extractive industries and kept for its own
use has been unjustifiably pcrmittcd to inflate the wage level in
the modern sector above the marginal productivity of labour.

Finally, we may turn to the main argument for domestic
industrialization which underlies much of the current writings on
economic dualism in the underdeveloped countries. This argument
combines the concept of “disguised unemployment ” with that of
technological dualism and attempts to make out the case for the
expansion of domestic manufacturing industry, ot in terms of
deviations from the static optimum but in terms of “dynamic”
considerations. Thus it is argued that, given the heavy pressure of
population on land, it is no longer possible for the underdeveloped
countries to absorb any more labour in agriculture: the only way
of absorbing the surplus labour is through the expansion of the
manufacturing sector, But the underdeveloped countries are obliged
to import modern technology in a ready-made form from the ad-
vanced countrics: this means that the expansion of the manufacturing
sector has to be based on methods of production which are not only
capita1~intcnsive but also require capital and labour in fixed pro-
portions (8). In terms of the static optimum theory, this pattern of
economic development goes against the grain of the factor endow-
ments in the underdeveloped countrics, but it is argued that it can
be justified on two grounds. First, piven the factor disproportional-
ities and technological rigidities which characterize the dualistic
economic structure of the underdeveloped countries, there is really
very little scope for smooth and flexible substitutions and adjust-
ments assumed in a neo-classical model of the economic system.
Second, the “dynamic” gains from the expansion of the modern
manufacturing industry will tend to outweigh the static losses from
the distortion in the allocation of resources. We shall now show
that these arguments do not stand up to a critical scrutiny
and that they seriously underestimate the scope for the introduction
of labour-intensive methods of production both in agriculture
and in the manufacturing sector by appropriate domestic economic
policies.

Even the exponents of the population pressure argument re-
cognise that the underdeveloped countries in Africa and Latin
America are not so thickly populatcd as some of the Asian countries.

(8 Cf. R.S. Boxaus, “The Factot-proportions Problem in Underdeveloped Areas ™,
American Bconomic Review, September 1955,
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Thus they tend to use countries such as India or Pakistan as prime
examples of agricultural overpopulation. But a broad survey of the
Asian agricultural scene is sufficient to cast doubts on the assumption
that the agricultural sector in these countries is so saturated Evith
?abour. that there is no further scope for the introduction of labour-
intensive methods along any known lines. As a matter of fact, the
highest population densities on land and the smallest size pca’lsant
holdings are to be found in countries such as Japan, Taiwan and
Korca. 'On the other hand, these countries are also outstandin
?llustre}nons of how agricultural output can be rapidly increased bg
intensive methods of farming based on small peasant holdinz
Prowded that appropriate cconomic policies are followed. These
}nclude (a) the adequate provision by the government of agricultural
%nputs, notably the irrigation facilities which enable multiple cropp-
ing on the same piece of land, reduce seasonal unemployment and
encourage the use of fertilisers and improved seeds; and (b) improve-
ments in a}gricultural credit and marketing. Compared with the
genumcly intensive agriculture of Northeast Asia, the agriculture
in the so-called overpopulated countries of India and Pakistan ma
not L_mfairly be described as an inefficient extensive type of fafming
offering great potentialities for the introduction of labour-intensive
methods (g). In terms of our analysis, the agricultural backwardness
of these countries may be attributed to two types of dualism:
(2} unequal provision of government economic services to the
modern manufacturing sector and to the agricultural sector with
some degree of dualism within the agricultural sector itself, created
by unequal access to public economic facilities between the larger
and the small farmers; and (b) financial dualism, which is a serious
obstacle to the adoption of improved methods by small farmers
Thus it is no accident that |
f‘in Japan, where the rural and small-scale industrial sectors are more
mte:grated in the organized credit market (more than half of all
agricultural credit is provided by financial institutions), interest dif-
iferentials are much smaller: on the average, interest rates are lower
in the traditional sectors, but considerably higher in the fully organized
sector, than in India and Pakistan”. (10)

(9) For two very important recent contributions to thi j :
) T i this subject, see SprEru Ismixawa,
Etcl'm.zom:c Develapment in dAsian Perspective, Kinokuniya, Tokyo 1967, Ch. 2 and also
chatt 2-4, and G. MynpaL, dsian Drama, 1968, Vol. I, Ch. 10 and Val. II, Part. V.

(16) G. MyroaL, op, cit, Vol. 1N, Appendix 8, p. 2095
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Let us now turn to the argument that the scope for substitution
of labour for capital is severely limited by the need to adopt modern
technology in the manufacturing sector and that, given this technical
rigidity, the only method of absorbing surplus labour is to expand
the size of the manufacturing sector on a capital-intensive basis.
This implicitly identifies the manufacturing sector with the larger-
scale modern style factories. But in many underdeveloped countries
small-scale industries of various types employ by far the largest
proportion of the labour and contribute a substantial proportion of
the output of the manufacturing sector (xr). If we definc the
manufacturing sector to include both its modern segment of the
larger-scale economic units and its ¢raditional segment of the small-
scale economic units, then one thing becomes clear: even if all the
large-scale modern factories operated rigidly on the basis of fixed
technical co-efficients, there would still be considerable scope for
jncreasing the proportion of labour to capital in the manufacturing
sector as a whole by substituting the output of the small-scale
economic units for that of the larger-scale units. As we have seen,
the possibilities in this direction are greater than gencrally allowed,
for two reasons: first, the modern factorics set up for the purpose
of impost-substitution in many underdeveloped countries are pre-
dominantly in the field of light consumers’ poods which are also
produced by the traditional sector; and second, the lower quality
of the products of the small-scale industries is compensated for by
their cheaper prices. But, as we have shown, this overlap in the
range of goods produced by the larger and the smaller manufactur-
ing units is associated with and attributable to the glaringly unequal
terms on which capital funds, foreign exchange and the economic
services provided by the government are made available to the two
types of manufacturing industry by the prevailing policy of domestic
industrialization. These policies may be said to protect the larger-
scale modern factorics not only from forcign competition but also
from the domestic competition of the small-scale economic units.
Thus it would seem reasonable to expect that a reduction in the
unequal access to scarce economic inputs between the larger-scale

and small economic units would make the latter more competitive

(11) For quantitative evidence for the importance of small-scale industries in the under-
developed countries, see 8. Kuznets, Modern Feonomic Growsh: Rate, Structure and Spread,
1966, Table 8.1 and pp. 4317-4203 also E. Srarey and R. Mosse, Modern Small Industries for
Developing Countries, 1965, Ch. 1.
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an-d_ increase their share of the manufacturing output, thereby
raising the proportion of labour to capital employed in the manu-
faqu:mg sector as a whole. A reduction of economic dualism in
this sense would have the effect of encouraging a greater degree of
economic specialization between the larger and smaller economic
units and thus introduce a new pattern of complementary economic
relationships between the two types of manufacturing industry.

. Complementary relationships based on vertical linkages between
different industries are a familiar theme in development economics.
But so far the analysis has been handicapped by confining the
concept of complementarity only to the modern scgment of the
manufacturing sector. Further, given the popularity of the input-
output models, complementarity tends to be interpreted in purely
Fechmcal terms: in terms of fixed technical co-efficients linking up
insufficiently disaggregated sectors. When, however, we broaden the
concept of complementarity to the possible economic linkages be-
tween the larger and smaller industries and apply the older Adam
Smithian notions of division of labour and specialization (12) to the
situation, we begin to have a richer understanding of the possible
complementary relationships within the manufacturing sector which
WOL}ld have the effect of introducing a greater degree of economic
flexibility into the domestic economic organization of the under-
dcv;zlopecli‘ countries. With a reduction in dualistn, the small econ-
omic units may be typically expected to take over a larger share
of the output in the light consumers’ goods industries while the
larger-economic units shift into the production of inputs for the
small industries. As a matter of fact, the small industries in the
underdeveloped countries have shown considerable enterprise in
chang.ing over from their traditional materials to new imported
materials in such inputs as dyes, yarns, plastics, etc. and this is the
reason why they are so handicapped by foreign exchange controls
which restrict their access to imports. But the division of labour
bctwccn the larger-scale and the small economic units may take
various other patterns: the larger economic units may sub-contract
any part of their productive processes to the small economic units;
the. smaﬂ economic units may set up repair shops and other servicing
activities for the bigger economic units; and so on. In general,

{12) Sec G.]. Sticrer, “The Division of Labour is Limited by the Extent of the
Market *, Jowrnal of Political Ecomomy, Junc 1gsI.
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given easier access to capital and foreign cxchange, the small eco-
nomic units may be cxpected to increase their share of economic
activities in the manufacturing sector whenever their lower overhead
costs and their access to cheap family and casual labour give them
a comparative advantage over the Jarger economic units. These
various possibilities are well illustrated by the history of the economic
development of Japan, where the small industries have played a very
important role. Significantly, the growth of the small industries
was greatly facilitated by access to cheap electric power — a reduc-
tion of the dualism in the supply of public economic services.
W.W. Lockwood describes the development of complementary
economic rclations between the larger-scale economic units and the
small economic units as “a skilful utilization of Japan’s limited
capital resources and technical experience to employ a large and
expanding population in productive pursuits” (13).

But what about the “dynamic® effects of the modern manu-
facturing industry? We may examine this argument under two
main heads.

First, there is the dynamic “educative” effect of the modern
manufacturing industry in imparting new technical knowledge and
skills and in building up a permanent pool of trained labour adjusted
to the rhythm and discipline of factory production. This is clearly
important. But we should also remember that successful economic
development requites the adaptation of modern technology to the
local economic conditions of the underdeveloped countries: detailed
and intimate knowledge of local resource availabilities and local
matket conditions are as important as the imported “technical
know-how ? for this purpose. It is in the acquisition and the
spreading of the relevant knowledge about the local economic
conditions that the smallscale units are better placed than the
large-scale modern factories. 'Thus if we accept the view that the
underdeveloped countries suffer from a lack of indigenous entre-
preneurs, the © educative” effect of the small-scale industries in
providing the training ground for a large number of potential
entreprencurs must be rated at least as high as the © educative ”
effect of the modern manufacturing sector in trajning a regular
labour force. Moreover, by insisting on the latest technology, many

(13) W. W, Locxwoop, T4e Feonomic Development of Japan, 1954, p- 21T See also
the rest of his Ch. 4.
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underdeveloped countries are in real danger of adopting techniques
of production which are too advanced and specialized to be sustained
and transmitted to the traditional sector. As Stigler points out, the
vast network of auxiliary industries and educational facilities taken
for granted in the advanced countries will not be available in the
underdeveloped countries.

“ At best, the small economies that imitate us can follow our
m“‘:thods of doing things this year, but not our methods of changing
things next year; thercfore, they will be very rigid”. (14)

(.]onve_r-sely, the role of smallscale industries in spreading innova-
tions is emphasized by Lockwood.

“If Japan’s experience teaches any single lesson regarding the
process of economic development in Asia, it is the cumulative
importance of myriads of relatively simple improvements in technology
which do not radically depart from tradition or require large units
of new investment, The big, modern establishment with its con-
centration of capital in advanced forms of technology was essential
in many fields, of course. — Much of the real substance of Japanese
growth, however, is found in the more modest types of improvements
which are more casily and pervasively adopted, more economical in
cost, and often more productive of immediate returns in income.
For any poor country beginning to industrialize, one of the crucial
problems is to introduce and spread such innovations as widely as
possible 7, (15)

Second, there is the argument that the use of durable capital
equipment embodying modern technology would #pso facto raisc
the productivity of labour in the modern manufacturing industry
and that since the wage rate would be kept constant by the avail-
ability of “unlimited ” supplies of labour from the subsistence sector,
this would raise the share of profits. The reinvestment of these
profits, it is argued, would generate a continuous process of dynamic
e.conomic expansion, absorbing the surplus labour from the sub-
sistence sector. ‘This is the familiar theme of various growth models,
notably the “Lewis model” (16). When we try to apply this type

(1) G. J. Sricrer, loc. cit., Journal of Political Economry, June 1951, p. 193.

(15) W. W. Lockwoop, The Economic Devclopment of Japar, pp. 168-99.

(16) W. Arraun Lowis, “Economic Development with Unlimited Supplies of Labour®,
The Manchester School, May 1954.
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of growth model to the actual process of domestic industrialization
which has been brought about by import substitution policies in
the underdeveloped countries, a number of difficulties become ap-
parent. To begin with, the employment creating capacity of the
modern manufacturing sector has not been impressive even during
the so-called *casy” phase of import substitution; now that import
substitution has entered into the “difficult” phase characterized by
foreign exchange shortage, its capacity to absotb the abundant supply
of labour is clearly very limited. On this ground alone, one would
be justified in trying to promote a complementary development of
the large- and the small-scale industries instead of trying to expand
the modern segment of the manufacturing sector on its own.
However, in the typical “ closed economy ” conditions of the present-
day underdevcloped countries the larger economic units in the
modern manufacturing sector frequently enjoy high profits. The
question is how far arc these profits due to a genuine increase in
productivity arising out of the adoption of modern technology? The
drift of our preceding analysis has been to cast doubt on this and to
suggest that the profits of the larger-scale economic units in the
modern manufacturing sector have been artificially inflated by
government policies. On the one hand, the shortages created by
import controls and domestic inflation provide the modern manu-
facturing sector with an easy and lucrative market. On the other
hand, the modern manufacturing sector has a differential access to
capital funds, foreign exchange and the public economic services on
specially favourable terms. This suggests that the real economic
resources which have gone into the expansion of the modern
manufacturing sector in the underdeveloped countries have been
obtained, not so much from a self-generating process of increase in
productivity resulting in an expanding stream of re-investible
vesources, but from the transfer of resources from other sectors,
notably from the export and domuestic agricultural sectors. As we
have seen, these transfers have been carried out mainly by deficit
financing and cheap money policy combined with the apparatus of
direct quantitative controls to channel resources into the modern
manufacturing sector. So long as these policies continue, onc may
expect the larger economic units in the modern manufacturing
sector to continue to make high profits — in terms of local currency.
But their failure to use resources productively on the basis of capital-
intensive modern technology will be increasingly reflected in terms
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of a foreign exchange shortage. Given the buoyant expansion of

international trade, both during the 1gg0-6o decade and the imme- -

diate post UNCTAD period of 1960-65, the familiar argument that
the foreign exchange shortage of the underdeveloped countries is
caused by stagnant world market demand for their exports is not
convincing (17). A more satisfactory explanation of the foreign
exchange shortage has to be sought in the failure of their domestic

economic policies both in export expansion and in import sub-
stitution.

vV

We may round off this paper by reviewing the implications of
our analysis of dualism on the external aspects of development
policy. In current discussions, domestic industrialization policies are
frequently described as “inward-looking”, while free trade and
export expansion policies are described as “ outward-looking ”. Our
analysis suggests that this terminology is unsatisfactory because it
obscures the intimate relationship which exists between the internal
and the -external aspects of development policy. As we have seen,
the advocates of domestic industrialization policies tend to underrate
the potentialities of internal economic policies and seek to relieve
the effects of domestic distortions in the allocation of resources by
means of external aid. ‘Thus it is paradoxical to describe such
policies as “inward-looking ” when their main underlying emphasis
is on economic aid (and trade concessions) to be administered from
outside. Conversely, the policy of internal economic integration
reducing the dualism outlined in this paper is based on the building
up of more integrated domestic markets for capital funds and labour
realistically reflecting the factor endowments of the underdeveloped
countries in terms of high interest rates and low wages both in the
organized and unorganized sectors of the economy. This is nothing
but the inverse application of the Heckscher-Ohlin theoty of com-
parative costs: that is to say, the policy of internal economic integra-
tion is the other side of the coin to the policy of expanding
international trade according to comparative costs. Again, it is

{17) See Bera Barassa, ® The First Half of the Development Decade: Growth, Trade
and the Balance of Payments of the Developing Countries, 1960-65", in this Review, decem-
I.mr 1968; also W. Awteur Lewis’s “ Closing Remarks ™ in Inflasion and Heomomic Growth
in Latin America, eds. W. Baer and I Kerstenetzky, 1964, pp. 27-8.
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paradoxical to describe export expansion policies as outward-
looking ” when their success vitally depends on domestic economic
policies designed to reflect the comparative costs and factor endow-
ments of the underdeveloped countries.

While the main drift of our policy of internal economic integra-
tion is towards freer trade, it is still of considerable importance
even if the underdeveloped countries wish to pursuc a protectionist
policy. We have secn that the domestic industrialization policies as
currently practised in the underdeveloped countries have the effect
of protecting the modern segment of the manufacturing industry
against the competition not only of imports but also of the domestic
smallscale industries. It is therefore possible that in some line of
simpler labour-intensive consumers’ goods, the small industries may
prove more competitive with the imports, at a given tariff rate, than
the larger modern industries: provided that there is a more equal
access to capital and foreign exchange. Thus the underdeveloped
countries, in trying to encourage domestic industrialization by
discriminating in favour of the modern segment of the manufactur-
ing industry, may well be missing genuine opportunities of import
substitution by the products of the small-scale industry which they
have neglected. Our analysis is merely concerned with the reduction
of the artificially created unequal access to economic resources
between the larger and the smaller economic upits. Bug it is possible
to make out a stronget case for the positive encouragement of small
industries if we take seriously the avowed aim of the governments
of many underdeveloped countries to cut out “Juxury ” consumption
both on grounds of economic equity and to increase savings. At
present this has merely resulted in the restriction of imports of
“luxury " consumers’ goods while freely permitting the imports of
the “capital goods ” and inputs which are used for the domestic
production of these tuxury goods. A more effective way of restricting
luxury consumption would be to impose a revenue tariff both. on
irnports and on the higher priced factory products mainly catering
for the wealthier urban population on those lines of consumers’
goods in which the smallscale economic units can produce lower
priccd substitutes for them. Given the readiness of the small in-
dustries to change over to new materials and inputs and to imitate
the factory products, the quality gap will tend to get narrower.

Let us now turn to the implications of our analysis for external
aid. The policy of raising the rate of interest high enough to reflect
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the capital scarcity in the underdeveloped countries would have the
effect of setting up pressures on their domestic economic organiza-
tion to make readjustments in the allocation of resources so as to
raise the returns on investment. These adjustments are bound to be
painful but, if successfully carried out, they would have the effect
of raising the underdeveloped countries’  absorptive capacity ” for
aid. But the essential condition for success is the willingness and
ability of these countries to make appropriate and flexible changes
in their domestic economic organization. This conclusion differs
sharply from the UNCTAD type of argument for aid which rules
out beforehand any possibility of making flexible domestic readjust-
ments. Aid is treated here as a means of providing the under-
developed countries with strategic imports which they are supposed
to require in fixed proportions as technical inputs for the expansion
of their domestic manufacturing sector. In the earlier writings on
the underdeveloped countries, it was frequently argued that foreign
investment in the mines and plantations in the underdeveloped
countries created “economic enclaves” because they relied heavily
on imported capital equipment and forcign personnel and only
required the natural resources and unskilled labour from the under-
developed countries, ‘The present-day expansion of the modern
manufacturing industries in the underdeveloped countries on the
basis of imported capital equipment, imported materials and fre-
quently foreign technicians has obvious similarities with this notion
of “economic enclaves”. The mere fact that the foreign inputs are
to be financed out of aid does not alter the basic fact that the modern
manufacturing sector has limited “dynamic” impact in creating
secondary rounds of economic activities precisely because its expan-
sion requires the foreign inputs in so rigid a manner. From the
point of view of our analysis the UNCTAD concept of aid as a
method of financing import-substitution industries on a capital-
intensive basis would have the effect of perpetuating the existing
technological rigidities and the dualistic economic structure — the
very problems which external aid is supposed to alleviate.

We now come to the final point on which our analysis differs
from prevailing views on economic development. The UNCTAD
notion of strategic imports is based on the proposition that the only
® pr.oductivc ” way of investing resources is in the form of durable
capital equipment embodying modern technology. This implicit ident-
ification of capital with durable capiital goods and complex machinery
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requires to be seriously qualified when applied to the underdeveloped
countries. In the economic setting of these countries the older classical
notion of capital as a subsistence fund ” to support labour engaged in
producing tuture output still retains great importance. This applies
with particular relevance to labour engaged in various construction
work in agriculture and in social overhead capital projects. Further,
if, as we have suggested, the reduction of economic dualism leads
to an increasing share of cconomic activities by the small-scale
economic units, this would expand the demand for simpler types of
tools and equipment which the underdeveloped countries can mote
casily produce at home. However, given the idea that capital goods
can be produced only by a complex of large-scale capital goods
industries, current discussions on economic development tend to
place a great emphasis on the formation of regional economic
unions to overcome the limitations of scale imposed by the smallness
of the domestic market in individual underdeveloped countries. But
the trouble is that the *domestic market” of an underdeveloped
country is not a single integrated market: and without a prior
attempt to increasc the internal economic integration within each
member country, the economic union will be merely a collection of
the advanced scctors of these countries, each with only a tenuous
connection with its own traditional sector, not to speak of the
traditional sector of another country. This is where the analogy
between the European Common Market and the proposed Regional
Common Markets for the underdeveloped countries breaks down.
Given the economic dualism in the underdeveloped countries, in-
ternal economic integration is a prior condition for the success of
external economic integration on a regional basis.

H. MyinT
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