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INDUSTRIALIZATION AND URBAN LABOUR ABSORPTION

by

Peter Nunnenkamp, Kiel

1 Industrial growth, urbanization and employment

- some major hypotheses

Considerable confusion still prevails as concerns the

relationship between industrialization of developing coun-

tries and employment generation. On the one hand, "it is

frequently claimed that the industrial sector's absorption

of labour in developing countries has been inadequate in

the sense that only a small proportion of the incremental

labour force has obtained industrial jobs" (SQUIRE 1981, p.

3 ) . On the other hand, it is maintained that manufacturing

stands for "the only sector capable of absorbing large num-

bers of additional workers" and "growth in this sector must

be seen as the only means of creating much-needed opportu-

nities for productive employment in the long run" (PAPANEK

1985, p. 5 0 ) .

Thus, it still seems valid what MORAWETZ concluded in his

wellknown survey on employment implications of industriali-

zation in the Third World in 1974 already, namely that much

more research is needed to elucidate the nature of the out-

put-employment trade-off (MORAWETZ 1974, p. 5 0 2 ) . This po-

stulate should have been a matter of course for the econo-

mic profession, since most important objectives of Third
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World development are involved. However, the challenge was

hardly met. Especially in the recent past, the rather

short-term oriented discussion on adjustment strategies in

the light of external shocks and foreign debt problems do-

minated the development debate. The major thrust of this

conference to make a new attempt to tackle the structural

problems of rural and urban poverty in the Third World is

therefore just in t i m e . The principal aim of the present

paper is to contribute to this fresh impetus by re-asses-

sing the relationship between economic growth, industriali-

zation and employment g e n e r a t i o n .

The conflicting positions in the literature on the employ-

ment implications of industrialization may be summarized by

the following hypotheses which provide the starting point

for the discussion in the subsequent chapters of this pa-

per: At one extreme, it is argued that rapid economic deve-

lopment can only be achieved through i n d u s t r i a l i z a t i o n , and

this, in turn, would require fairly advanced rather than

labour-intensive t e c h n o l o g i e s . Hence, employment generation

in the formal sector, particularly in urban a r e a s , has to

be sacrificed to output growth, or vice versa (see the re-

ferences cited in MORAWETZ 1974, and BRUTON 1 9 7 3 ) . In a

different reading, output and employment growth are suppo-

sed to be in conflict at least if current employment in the

formal sector is considered whereas "in many cases higher

current output levels, and lower employment levels, may

lead to higher future levels of employment as well as out-

put" (STEWART, STREETEN 1983, p. 179, see also HAGEN 1 9 8 2 ) .

In p a r t i c u l a r , " o v e r u r b a n i z a t i o n " (TODARO, STILKIND 1983,

p. 196) and high levels of urban un- and underemployment

are attributed to i n d u s t r i a l i z a t i o n . Assuming that rural-

urban migration responds positively to both a positive ur-

ban-rural wage gap and improved p r o b a b i l i t i e s of urban

employment, any attempt to create more urban jobs in the

formal sector may even lead to the paradoxical result of

238



higher overall unemployment (TODARO 1969, 1976, 1980;

HARRIS, TODARO 1970).

On the other hand, it is argued that the failure of indu-

strialization to solve developing countries' employment

problems is far from surprising, since industrialization

was only achieved by heavily discriminating non-industrial

activities, in particular agriculture (LIPTON 1977). Exces-

sive incentives granted to investment in manufacturing in-

dustries are supposed to have seriously affected the profi-

tability of investment in other sectors and favoured capi-

tal-intensive modes of industrial production. Hence, the

industrial sector did not absorb more than a fraction of

the fast growing labour force, and industrial growth could

not compensate for the policy-induced un- and underemploy-

ment in non-industrial activities.

The hypothesis that economic policies are of overriding im-

portance in determining the employment effects of indu-

strialization figures prominently in the following analy-

sis. After addressing the question whether rural-urban mi-

gration and urban underemployment must be attributed to in-

dustrialization as such (section 2 ) , the employment impli-

cations of different policy measures are quantitatively as-

sessed in section 3, mainly by referring to research re-

cently done at the Kiel Institute of World Economics. Simu-

lation results are presented that were computed on the ba-

sis of a general equilibrium model for Mexico (for a detai-

led presentation, see FISCHER, GERKEN and HIEMENZ 1982).

Mexico is representative of the group of semi-industriali-

zed countries, especially in Latin America, where economic

policies were primarily designed to foster industrializa-

tion. The analysis concentrates on trade and factor market

policies, both of which are supposed to be of particular

relevance as concerns the relationship between industriali-

zation and employment. The paper is summarized by drawing
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s o m e m o r e g e n e r a l c o n c l u s i o n s as to how to i m p r o v e t h e em-

p l o y m e n t r e c o r d of d e v e l o p i n g c o u n t r i e s t h a t s t r i v e for

h i g h e c o n o m i c g r o w t h and i n d u s t r i a l i z a t i o n as w e l l .

2 I n t e r n a l m i g r a t i o n and u r b a n u n e m p l o y m e n t : an

u n e s c a p a b l e d r a w b a c k of i n d u s t r i a l i z a t i o n ?

T h o u g h the r a t e of u r b a n p o p u l a t i o n g r o w t h in d e v e l o p i n g

c o u n t r i e s - i s l i k e l y to d e c l i n e s o m e w h a t as c o m p a r e d to the

s i x t i e s and s e v e n t i e s , it is e x p e c t e d to r e m a i n t h r e e to

f o u r t i m e s as h i g h as in t h e i n d u s t r i a l i z e d w o r l d (WORLD

B A N K 1 9 7 9 , p . 7 2 ; W O R L D B A N K 1 9 8 4 ) . C o n s e q u e n t l y , n e a r l y

h a l f of the T h i r d W o r l d ' s p o p u l a t i o n will l i v e in urban

a r e a s at the end of t h i s c e n t u r y . In L a t i n A m e r i c a , t h e ur-

b a n i z a t i o n level is l i k e l y to e x c e e d 75 p e r c e n t .

T h e p h e n o m e n a l g r o w t h of u r b a n p o p u l a t i o n in d e v e l o p i n g

c o u n t r i e s has l a r g e l y b e e n t h e r e s u l t of i n t e r n a l r u r a l - u r -

ban m i g r a t i o n . Net m i g r a t i o n has been e s t i m a t e d to a c c o u n t

for up to 75 per c e n t of u r b a n p o p u l a t i o n g r o w t h ( T O D A R O ,

S T I L K I N D 1 9 8 3 , p . 1 9 8 ) . T h e f e a t u r e s of c o n t e m p o r a r y Third

W o r l d u r b a n i z a t i o n d i f f e r m a r k e d l y f r o m h i s t o r i c a l e x p e r i -

e n c e in i n d u s t r i a l i z e d c o u n t r i e s . T o d a y ' s m i g r a t i o n p r o c e s s

is o c c u r r i n g e x t r e m e l y r a p i d l y , w h i c h is s u p p o s e d to r e s u l t

in s e r i o u s t r a n s f o r m a t i o n p r o b l e m s ( W O R L D B A N K 1 9 7 9 , p p . 72

f f . ; W O R L D B A N K 1 9 8 4 ) . T h e m a j o r c o n c e r n is on u r b a n po-

v e r t y , m a n i f e s t e d in the lack of r e m u n e r a t i v e e m p l o y m e n t ,

h o u s i n g and p u b l i c s e r v i c e s f o r a l a r g e n u m b e r of urban

d w e l l e r s . F o r t h o s e w h o c o n s i d e r u r b a n i z a t i o n as "an i n e v i -

t a b l e p a r t of i n d u s t r i a l i z a t i o n " ( T O D A R O , S T I L K I N D 1 9 8 3 , p.

1 9 6 ) , it is t h u s o b v i o u s to b l a m e i n d u s t r i a l i z a t i o n for

g i v i n g r i s e to u r b a n p o v e r t y , n o t - w i t h s t a n d i n g t h a t it is

t h e u r b a n f o r m a l s e c t o r as a w h o l e ( i . e . t h e p u b l i c s e c t o r

and p r i v a t e s e r v i c e s i n c l u d e d ) w h i c h a t t r a c t s m i g r a n t s .
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Though i t i s w i d e l y agreed t h a t r u r a l - u r b a n m i g r a t i o n i s

dominated by f i n a n c i a l m o t i v e s , t h e i r exact na tu re and r e -

l a t i v e impor tance as w e l l as the p o l i c y c o n c l u s i o n s t o be

drawn remain c o n t r o v e r s i a l . Accord ing t o the p i o n e e r i n g

work of HARRIS and TODARO, the d e c i s i o n to m i g r a t e f rom r u -

r a l t o urban areas i s determined by the gap between the r u -

r a l income and the expected urban income (TODARO 1969; HAR-

RIS, TODARO 1970; f o r a summariz ing p r e s e n t a t i o n , see SHAH

1981 , pp. 13 f f . ) . The l a t t e r i s a composi te of the urban

wage r a t e , which i s assumed t o be f i x e d and i n s t i t u t i o n a l l y

set above r u r a l wages, and the p r o b a b i l i t y t o get an urban

j o b , w h i c h , i n t u r n , i s assumed to be n e g a t i v e l y r e l a t e d to

the urban unemployment r a t e . Consequent l y , i n d u s t r i a l i z a -

t i o n improv ing urban employment o p p o r t u n i t i e s may add to

r a t h e r than so lve the employment problems of deve lop ing

c o u n t r i e s .

HARRIS/TODARO - l i k e models of i n t e r n a l m i g r a t i o n have been

sub jec ted to v a r i o u s e m p i r i c a l t e s t s ( f o r an ove rv i ew , see

e . g . YAP 1977) . G e n e r a l l y , income or wage d i f f e r e n t i a l

emerged as the most i m p o r t a n t v a r i a b l e i n e x p l a i n i n g r u r a l -

urban m i g r a t i o n . As concerns the urban unemployment r a t e as

a separa te e x p l a n a t o r y v a r i a b l e , the ev idence i s less

s t r a i g h t f o r w a r d . Hence, the r e s u l t s of the v a r i o u s econome-

t r i c e x e r c i s e s cannot ye t be used to judge the v a l i d i t y or

o the rw i se of the TODARO paradox (BLOMQVIST 1978, p. 1 6 ) .

However, the f a v o u r a b l e employment exper iences of recen t

m i g r a n t s , found i n v a r i o u s e m p i r i c a l s t u d i e s , c a l l i n t o

In the words of TODARO (1980, p. 17), " for any given posit ive ur-
ban-rural wage d i f f e r e n t i a l , . . . , higher urban employment rates
w i l l widen the expected d i f fe ren t ia l and induce even higher rates
of rural-urban migrat ion. For every new job created two or three
migrants who were otherwise productively occupied in rural areas
may be induced to come to the c i t y . Thus, i f 100 new jobs are
created, there may be as many as 300 new migrants and, therefore,
200 more urban unemployed".
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question the notion of "excessive m i g r a t i o n " . It has been

shown that between 65 and 85 per cent of m i g r a n t s found

work within one month (SQUIRE 1 9 8 2 , pp. 103 ff.; YAP 1 9 7 7 ) .

Migration seems to be a promising way to escape rural po-

verty, and m i g r a n t s , on average, enjoy employment and in-

come opportunities similar to those experienced by the re-

sident p o p u l a t i o n . A c t u a l l y , unemployment rates were

usually found to be lower for migrants than for the resi-

dent populati on . .

There is thus reason to assume that internal m i g r a t i o n and

urbanization in Third World economies cannot be generally

blamed for adding to the persistent employment problems

that these countries are facing. Labour mobility as an es-

sential attribute of w e ! 1 - f u n c t i o n i n g labour markets rather

helps an efficient allocation of production f a c t o r s . Inter-

ventionist policies of artificially restricting rural-urban

migration are likely to perpetuate rural poverty without

reducing urban poverty.

This does not mean that the current pace of urbanization

and internal migration in developing countries is economi-

cally o p t i m a l , not to speak of the employment record. The

huge gap in labour returns between urban and rural areas,

and m a n u f a c t u r i n g and a g r i c u l t u r e , r e s p e c t i v e l y , to be ob-

served in most developing countries (see e.g. GREGORY 1977)

rather suggests that rural-urban m i g r a t i o n is partly due to

policy-induced distortions in relative factor p r i c e s . Apart

from directly intervening in factor m a r k e t s , e.g. by fixing

minimum wages (frequently being different for different re-

g i o n s ) , various other instruments are used by governments

to direct economic resources into preferred a c t i v i t i e s . For

example, trade policies have frequently favoured import-

substituting industries at the expense of both traditional

agricultural activities and e x p o r t - o r i e n t e d industries.
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Such p o l i c i e s are s u p p o s e d to have l o c a t i o n a l as well as

e m p l o y m e n t e f f e c t s :

- " O v e r u r b a n i z a t i o n " is likely to r e s u l t from s p e c i f i c a v e -
nues of i n d u s t r i a l i z a t i o n f o l l o w e d b e c a u s e of the p r e -
f e r e n c e s of p l a n n i n g a g e n t s in d e v e l o p i n g c o u n t r i e s ,
r a t h e r than being an i n e v i t a b l e part of i n d u s t r i a l i z a -
tion as s u c h . The typical p u b l i c n e g l e c t of s m a l l - s c a l e
i n d u s t r i a l a c t i v i t i e s , p a r t i c u l a r l y in rural areas *
adds to the a g g l o m e r a t i o n of p r o d u c t i v e a c t i v i t i e s in
only a few i n d u s t r i a l c e n t r e s and r e i n f o r c e s the t r a d e -
off b e t w e e n e m p l o y m e n t and output ( S T E E L , TAKAGI 1 9 8 3 ) .

- P e r s i s t e n t p r o t e c t i o n a g a i n s t import c o m p e t i t i o n and
o v e r - v a l u e d d o m e s t i c c u r r e n c i e s tend to f a v o u r c a p i t a l -
i n t e n s i v e i n d u s t r i e s (DONGES 1 9 8 3 ; K R U E G E R 1 9 8 3 ; PAPANEK

. 1 9 8 5 , pp. 46 f . ) : D i s t o r t i o n s in r e l a t i v e f a c t o r prices
f u r t h e r add to this b i a s , s i n c e , in the typical d e v e l o -
ping c o u n t r y c o n t e x t , p r e v a i l i n g capital c o s t s are lower
and labour c o s t s are h i g h e r as c o m p a r e d to an u n r e s t r i c -
ted m a r k e t s o l u t i o n . E m p l o y m e n t o p p o r t u n i t i e s are thus
l i k e l y to be i m p a i r e d , for u n s k i l l e d w o r k e r s in p a r t i c u -
lar, and may be s i g n i f i c a n t l y improved by r e - o r i e n t a t i n g
t r a d e and f a c t o r p r i c e p o l i c i e s .

In the f o l l o w i n g , the h y p o t h e s i s that e m p l o y m e n t p r o b l e m s

of d e v e l o p i n g c o u n t r i e s are due to m i s g u i d e d i n d u s t r i a l i z a -

tion p o l i c i e s , r a t h e r than i n d u s t r i a l i z a t i o n as such, is

s u b j e c t e d to an e m p i r i c a l t e s t , m a i n l y by r e f e r r i n g to the

M e x i c a n e x a m p l e . T h i s c o u n t r y r e p r e s e n t s the l a r g e group of

Third W o r l d e c o n o m i e s w h e r e i n d u s t r i a l i z a t i o n has been

guided by almost all p o l i c y m e a s u r e s m e n t i o n e d above

(GERKEN 1 9 8 3 ) , so that the a n a l y s i s may allow some m o r e g e -

neral c o n c l u s i o n s as c o n c e r n s p o s s i b l e c o n f l i c t s between

o u t p u t and e m p l o y m e n t .

For the anti-rural bias in economic policies of developing coun-
tries see LIPTON (1977); for the discrimination of small-scale
enterprises in various economic policy areas see e.g. the study on
small- and medium-scale industries in the ASEAN countries by BRUCH
and HIEMENZ (1984, pp. 57 f f . ) .
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3 E m p l o y m e n t i m p l i c a t i o n s of i n d u s t r i a l p o l i c i e s :

The c a s e of M e x i c o

The e m p l o y m e n t e f f e c t s of v a r i o u s p o l i c y m e a s u r e s are a s -

s e s s e d in the f r a m e w o r k of a c o m p u t a b l e , n u m e r i c a l l y s p e c i -

fied g e n e r a l e q u i l i b r i u m m o d e l for the M e x i c a n e c o n o m y ,

b u i l t along n e o c l a s s i c a l l i n e s (for t h e e x a c t m o d e l s p e c i -

f i c a t i o n , see F I S C H E R , G E R K E N , H I E M E N Z 1 9 8 2 , p p . 27 f f . ;

the f o l l o w i n g p r e s e n t a t i o n d r a w s l a r g e l y on t h i s s o u r c e ) .

T h i s s e c t o r r a l l y and r e g i o n a l l y d i s a g g r e g a t e d J O H A N S O N - t y p e

m o d e l a l l o w s to a n a l y z e p o l i c i e s a c t u a l l y a p p l i e d in M e x i c o

as well as h y p o t h e t i c a l i n t e r v e n t i o n s s u i t e d to a l l e v i a t e

s p e c i f i c d i s t o r t i o n s . The net e f f e c t s of p o l i c y c h a n g e s are

m e a s u r e d w i t h r e s p e c t to GDP g r o w t h , the d e g r e e of i n d u -

s t r i a l i z a t i o n ( s h a r e of m a n u f a c t u r i n g in G D P ) and e m p l o y -

m e n t .

As in m o s t d e v e l o p i n g c o u n t r i e s , the M e x i c a n e m p l o y m e n t

p r o b l e m p r e s e n t s i t s e l f as a p r o b l e m of u n d e r e m p l o y m e n t

r a t h e r than of open u n e m p l o y m e n t . U n d e r e m p l o y m e n t a c c r u e s

e i t h e r f r o m l o w l y paid rural o c c u p a t i o n s in a g r i c u l t u r e and

rural s e r v i c e s or f r o m sel f-empl o y m e n t and c a s u a l j o b s in

t h e u r b a n i n f o r m a l s e c t o r . To c a p t u r e t h i s p o s s i b i l i t y , M e -

x i c a n l a b o u r m a r k e t s are f r a g m e n t e d in the model into rural

and i n f o r m a l u r b a n e m p l o y m e n t w i t h u n r e s t r i c t e d w a g e f l e x i -

b i l i t y and into f o r m a l u r b a n e m p l o y m e n t , w h i c h is g o v e r n e d

by an a d m i n i s t e r e d w a g e r a t e f i x e d a b o v e the e q u i l i b r i u m

w a g e . U n d e r e m p l o y m e n t then has two d i m e n s i o n s : the number

of u n d e r e m p l o y e d p e r s o n s and the w a g e r a t e s o u t s i d e the

f o r m a l s e c t o r . Both a s p e c t s are c o m b i n e d in the i n d i c a t o r s

for rural and u r b a n u n d e r e m p l o y m e n t p r e s e n t e d in the last

t w o c o l u m n s of T a b l e 1.

T a b l e 1 p r e s e n t s c o m p a r a t i v e s t a t i c m o d e l s o l u t i o n s for the

f o l l o w i n g p o l i c y m e a s u r e s , each c o e f f i c i e n t i n d i c a t i n g the
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Table 1: The Impact of Industrial Product and Factor Market

a)Inc
por
1.
?..

3.

4.
5.

6.
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Pol

on

i c i es
Real

Comparat

and Regi onal Industri
Income, Indus t r ia l

i ve Stat i
Equi l ibr ium Model
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processed food
tradit ional
consumer
industrial
intermediates
chemicals
investment
goods and con-
sumer durables
total industrial
manufactures
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port subsidy to
7.
8.

9.

10.
11.
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sumer goods
industrial in -
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rotes

Lowering in -
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Realb

ncomo

0.003

0.003

0.002
-0.012

-0.021

-0.025

0.029

0.014

0.009
0.009

0.018

0.078

-0.027

0.018

0.043

0.21 1

-0.020

Industri;
al ization'

-0.014

-0.005

-0.014
0.016

0.019

0.002

-0.078

-0.010

0.006
-0.006

0.004

-0.084

-0.131

-0.070

-0.243

0.380

-0.131

rural
north

0.000

-0.002

-0.002
0.008

-0.003

0.001

-0.006

-0.008

-0.019
-0.003

-0.021

-0.056

-0.005

-0.032

-0.132

-0.620

-0.029

al i zat ion Pol ic ies
i za t ion and Employment:

c S o l u t i o n s

f o r M e x i c o a

rural
south

0.001

-0.004

-0.001
0.005

-0.005

-0.005

-0.001

-0.011

-0.013
-0.006

-0.022

-0.053

-0.002

•0.037

-0.146

-0.619

-0.005

Er

formal
north

0.002

0.003

0.005
-0.024

-0.002

-0.016

0.028

0.022

0.046
0.006

0.052

0.153

0.021

0.103

0.384

1.838

0.077

nployment

formal
south

0.001

0.007

0.003
-0.017

-0.002

-0.008

0.021

0.025

0.028
0.012

0.046

0.132

0.016

0.129

0.409

1.705

0.016

of

d

informal
north

-0.008

0.004

0.002
0.004

0.040

0.041

-0.042

0.006

0.033
0.004

0.032

0.033

-0.026

-0.040

-0.012

0.193

0.021

the

informal
south

-0.011

0.009

-0.001
0.016

0.050

0.063

-0.060

0.010

0.011
0.011

0.025

-0.004

-0.035

-0.128

-0.170

-0.626

-0.014

General

Underemployment6

rural

-0.0O6'

-0.009

-0.007
0.049

0.048

0.074

-0.075

-0.048

-0.054
-0.012

-0.072

-0.256

-0.085

-0.216

-0.780

-5.291

-0.159

uruan

-0.012

0.005

-0.002
0.018

0.048

0.057

-0.067

0.000

0.012
0.005

0.017

-0.033

-0.047

-0.029

-0.079

-1.961

-0.023
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conti nues Table 1:

f)18. Lowering in-
dustrial non-
wage labour
costs 0.023 -0.112 -0.161 -0.151 0.461 0.425 0.009 -0.183 -0.939 -0.101

gJPromoting rural
manufacturing in-
dustriesby

19. production sub-
sidies to the
rural north -0.032 0.042 0.202 0.268-0.280 -0.279 -1.123 -1.265 0.492 -1.320

20. production
subsidies to
the rural south -0.080 -0.054 0.183 0.216 -0.502 -0.524 -0.094 -0.027 -0.026 -0.023

21. subsidies for
capital inputs
in the rural
north -0.015 0.001 0.137 0.176 -0.213 -0.211 -0.670 -0.742 0.370 -0.783

22. subsidies for
capital inputs
in the rural
south -0.075 0.072 0.115 0.139 -0.319 -0.343 -0.039 0.005 0.131 -0.009

23. subsidies for
labour inputs
in the rural
north -0.018 0.043 0.066 0.091 -0.068 -0.068 -0.453 -0.523 0.123 -0.537

24. subsidies for
factor inputs
in the rural
south -0.005 -0.126 0.069 0.077 -0.183 -0.181 -0.055 -0.031 -0.157 -0.013

a) Within the model applied, the system of independent non-linear equations is transformed into a system of
linear growth equations. Matrix inversion and multiplication by the sector of exogenous (policy-) variables
then yields a solution matrix for the endogenous variables. Each coefficient shows the percentage change in an
endogenous variable in response to a 1 per cent change in a policy variable; e - g refer to the list of
measures indicated in the text. - b) Growth in gross domestic product of market prices, c) Share of
manufacturing industries in gross domestic product at factor costs, d) The model applied incorporates both the
rural-urban and the north-south dualism in Mexico; i.e., within the two regions, the industrial urban centres
are isolated from predominantly agricultural areas (for details, see the source, pp. 28 ff.). Within the urban
south and urban north, a further disaggregation relates to the application of minimum wage regulations, i.e.
formal and informal employment, e) Rural (urban) underemployment is measured as the number of the rural
employed (number of employed in the informal urban sector) multiplied by the difference between the minimum
wage rate, rural and urban underemployment can therefore be reduced in two ways. Either the number of
underemployed, i.e. those employed in the rural and in the urban informal sectors, declines due to migration
between economic sectors while the unregulated wage rates do not fall, or unregulated wage rates increase while
the number of underemployed does not grow.

Source:
FISCHER, GERKEN, HIEMENZ 1982, pp. 76 f. and pp. 98 f.
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p e r c e n t a g e change in an end o g e n o u s v a r i a b l e in res p o n s e to

a one per cent c h a n g e in a policy v a r i a b l e :

a) i n c r e a s i n g import p r o t e c t i o n ;

b) i n c r e a s i n g export s u b s i d i e s ;

c) increasing p r o d u c t i o n s u b s i d i e s ;

d) lowering minimum wage r a t e s ;

e) lowering industrial subsidies to capital input;

f) lowering industrial n o n - w a g e labour c o s t s ;

g) promoting rural m a n u f a c t u r i n g i n d u s t r i e s .

P o s i t i v e employment e f f e c t s are expected in case of p o l i -

c ies su i ted to improve the a l l o c a t i o n of p roduc t i ve resour-

ces. For example, export subs id ies may help to reduce the

a n t i - e x p o r t bias of the Mexican i n d u s t r i a l i z a t i o n s t ra tegy

and prov ide i n c e n t i v e s to r e - a l l o c a t e economic resources

towards a c t i v i t i e s i n which the country i s assumed to enjoy

comparat ive advantages. P o l i c i e s d , e, and f are supposed

to a l l e v i a t e po l i c y - i nduced d i s t o r t i o n s i n r e l a t i v e f a c t o r

p r ices and may co r rec t f o r the a r t i f i c i a l l y high c a p i t a l

i n t e n s i t y of Mexican produc t ion . On the other hand, i n t e n -

s i f y i n g import p r o t e c t i o n i s most l i k e l y to add to Mexico's

employment problems.

a) Import p r o t e c t i o n

The est imates f o r a t a r i f f - i n d u c e d one per cent increase of

import p r i ces ( p o l i c i e s 1 . - 6 . ; Table 1) indeed reveal t ha t

higher i n d u s t r i a l import p r o t e c t i o n i s coun te rp roduc t i ve

f o r both economic growth and employment, no tw i ths tand ing

In Mexico, subsidies to capital input, minimum wage legislation
and other interventions in the labour markets, which are to im-
prove non-wage income of the labour force, as well as the struc-
ture of effective protection t rad i t ional ly favoured the producers
of rather sophisticated, highly capital-intensive manufactures
(FISCHER, GERKEN, HIEMENZ 1982, p. 72).
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that slightly positive real income effects as well as posi-

tive employment effects can be derived from equalizing ef-

fective protection within manufacturing through higher

trade barriers for the hitherto less protected branches:

food processing, traditional consumer goods and industrial

intermediates (policies 1 . - 3 . ) . Increased protection for

the already highly protected chemical and investment goods

industries results in a decline in GDP and formal employ-

ment as well as higher levels of both rural and urban

underemployment. The latter effects are sufficiently strong

to likewise determine the negative income and employment

effects for an increase of the overall level of industrial

import protection (policy 6 ) .

The estimates thus indicate that liberalizing restrictive

import policies does not face a trade-off between income

growth and employment c r e a t i o n . In any case, however, posi-

tive income and employment effects are associated with

declining shares of manufacturing in GDP. The latter con-

flict reflects the varying impact of import protection for

the different manufacturing sectors on the relatively large

local service sector in Mexico, i.e. allocative effects

that are not captured in traditional two-sector m o d e l s .

b) Export subsidies

The positive real income effects show that export promotion

for manufactured goods improves the allocative efficiency
4

in the economy even if import protection is not altered .

This basic mechanism turns out to be very similar for each

Positive income effects of export subsidies to industrial manufac-
tures exceed the growth-enhancing effects of liberalizing import
policies, which indicates that, in the Mexican case, the discrimi-
nation of non-industrial activities through import protection.
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i n d u s t r y . As t h e e m p l o y m e n t v a r i a b l e s i n d i c a t e , r e a l i n c o m e

g r o w t h is n o t o n l y d e r i v e d f r o m a r e - a l l o c a t i o n o f l a b o u r

b e t w e e n a g r i c u l t u r e on t h e o n e h a n d a n d m a n u f a c t u r i n g and

s e r v i c e s on t h e o t h e r h a n d , b u t a l s o f r o m an i n c r e a s e in

t o t a l e m p l o y m e n t . In c o n t r a s t t o l i b e r a l i z i n g r e s t r i c t i v e

i m p o r t p o l i c i e s , h o w e v e r , l e s s s t r a i g h t f o r w a r d r e s u l t s

e m e r g e as c o n c e r n s u n d e r e m p l o y m e n t , w h e n l o o k i n g at t h e i n -

d u s t r y - s p e c i f i c m o d e l s o l u t i o n s 7 . - 1 1 . A p a r t f r o m e x p o r t

s u b s i d i e s f o r f o o d p r o c e s s i n g , w h e r e b o t h r u r a l and u r b a n

u n d e r e m p l o y m e n t is r e d u c e d , s u b s i d i e s g r a n t e d to o t h e r i n -

d u s t r i e s r a t h e r s h i f t u n d e r e m p l o y m e n t f r o m r u r a l to u r b a n

a r e a s ( a l t h o u g h it s h o u l d be k e p t in m i n d t h a t o v e r a l l f o r -

mal e m p l o y m e n t i n c r e a s e s ) .

- N o n - f o o d i n d u s t r i a l a c t i v i t i e s a r e h e a v i l y c o n c e n t r a t e d
in u r b a n a r e a s , so t h a t t h e a d d i t i o n a l i n c o m e f r o m e x -
p o r t s u b s i d i e s a n d t h e s i g n i f i c a n t a m o u n t o f n e w j o b s
a r e g e n e r a t e d in t h e c i t i e s . T h e i n d u c e d r u r a l - u r b a n m i -
g r a t i o n h e l p s to e a s e t h e p r o b l e m of r u r a l u n d e r e m -
p l o y m e n t ; h o w e v e r , t h e l a r g e n u m b e r s o f u r b a n i n - m i -
g r a n t s a d d to u r b a n u n d e r e m p l o y m e n t , n o t w i t h s t a n d i n g a d -
d i t i o n a l f o r m a l e m p l o y m e n t a n d h i g h e r i n f o r m a l w a g e
r a t e s . In t h e c a s e o f s o m e i n d u s t r i a l e x p o r t s u b s i d i e s ,
t h e r e is t h u s e v i d e n c e in s u p p o r t of t h e T o d a r o - p a r a d o x .

- On t h e c o n t r a r y , f o o d p r o c e s s i n g is r e g i o n a l l y m o r e
e q u a l l y d i s t r i b u t e d . T h e e x p a n s i o n o f t h i s i n d u s t r y s t i -
m u l a t e s l a b o u r d e m a n d in a g r i c u l t u r e a n d r u r a l s e r v i c e s
as w e l l , t h u s s l o w i n g d o w n r u r a l - u r b a n m i g r a t i o n . S i n c e
t h e u r b a n d e m a n d f o r l a b o u r is n o t m e t by r u r a l - u r b a n
m i g r a t i o n , i n f o r m a l u r b a n e m p l o y m e n t d e c l i n e s , i n f o r m a l
w a g e s r i s e a n d , h e n c e , a l s o u r b a n u n d e r e m p l o y m e n t is
d i m i ni s h e d .

F o r s i m i l a r r e a s o n s , t h e l e v e l o f i n d u s t r i a l i z a t i o n is c u t

d o w n m o s t s i g n i f i c a n t l y w h e n e x p o r t s u b s i d i e s a r e g r a n t e d

to f o o d p r o c e s s i n g . B u t a l s o w i t h r e s p e c t t o t h e o t h e r i n -

d u s t r i a l e x p o r t s u b s i d i e s , w h i c h all e n h a n c e i n d u s t r i a l

g r o w t h in a b s o l u t e t e r m s , t h e i n d u s t r i a l i z a t i o n v a r i a b l e

n e v e r t h e l e s s s h o w s v a r y i n g s i g n s . T h i s is d u e to v a r y i n g
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degrees of resources transferred from agriculture to ma-
r

n u f a c t u r i n g and se rv i ces

c) Product ion subs id ies

The model s o l u t i o n s f o r a one per cent inc rease i n subs i -

d ies to i n d u s t r i a l value added ( p o l i c i e s 1 3 . - 1 5 . ) support

the no t i on t h a t p roduc t i on subs id ies to manufac tur ing i ndu -

s t r i e s could serve the purpose of improv ing the a l l o c a t i o n

of resources much i n the same way as expor t subs id ies do.

Except f o r the case of food process ing , r ea l income growth

i s p o s i t i v e l y a f f e c t e d , though to a s i g n i f i c a n t l y lesser

ex ten t than i n the case of expor t s u b s i d i e s . Export subs i -

d ies are super io r as regards the i n d u s t r i a l i z a t i o n v a r i a b l e

as w e l l , s ince p roduc t i on subs id ies are de t r imen ta l to

s t r u c t u r a l change and cause i n d u s t r i a l p r i ces to dete-

r i o r a t e . However, the p o s i t i v e employment e f f e c t s of pro-

duc t i on subs id ies c l e a r l y exceed the d e c l i n e i n underem-

ployment induced by expor t s u b s i d i e s , s ince the former po-

Whether or not industr ia l izat ion is enhanced depends mainly on the
degree of export orientation already achieved. Export subsidies
granted to industries with re lat ive ly large export shares
(policies 9 and 11) induce a sizeable increase in the respective
volumes of production and exports so that total industr ial output
expands considerably; whereas subsidizing more inward-oriented
branches has only l imited effects on total manufactures produc-
t i on , and resources are mainly re-allocated between agriculture
and services.

The negative real income effect associated with production subsi-
dies to the processed food sector ref lects the re la t ive ly strong
additional factor-absorption in low-productivity agriculture due
to the backward linkages of food processing.

The results are confirmed by GERKEN (1983, p. 15 and p. 21 f f . ) .
Assuming a re-orientation in Mexican industr ial pol ic ies, i .e . a
shi f t from factor cost subsidies to export subsidies for consumer
and capital goods industr ies, simulation results indicate positive
effects on both real GDP and industr ia l izat ion.
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1 icy amounts to a much larger transfer of income from the

public budget to the factors of production than the latter.

The summarizing lesson to be drawn from the analysis of in-

dustrial product market policies is that none of the

discussed trade and production policies will simultaneously

foster output-growth, industrialization and full employ-

ment. Although there is no trade-off between real income

and employment growth, as one might have expected, more em-

ployment in both rural and urban areas is achieved only at

the expense of a lower degree of industrialization. It

should be stressed, however, that this conclusion holds

only under the condition of a labour market distortion

which discriminates against employment in manufacturing and

likewise in services. Given such a distortion, income and

employment implications of product market policies cru-

cially depend on the induced re-allocation between manufac-

turing and services and only to a small extent on the po-

licy impact on agricultural factor absorption, which plays

the central role in two-sector models. The analysis ne-

vertheless reveals a problem of ranking between export and

production subsidies, which cannot be solved without an ag-

gregate welfare function. Whether more income growth and

less employment creation (as in the case of export subsi-

dies) is to be preferred over less income growth and more

employment is a matter of relative weights attached to the

two welfare indicators.

d) Factor market policies

In the subsequent paragraphs, the welfare implications of

policy measures suited to correct existing distortions in

relative factor prices are discussed. As many other develo-

ping countries, the Mexican government enacted a minimum
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w a g e l e g i s l a t i o n in o r d e r to secure a c e r t a i n s t a n d a r d of

living of w o r k e r s and, in a parallel attempt to f o s t e r in-

d u s t r i a l i z a t i o n , s u b s i d i z e d i n d u s t r i a l capital c o s t s . Both

m e a s u r e s i n d u c e the s u b s t i t u t i o n of capital for labour

w h i c h is supposed to s i g n i f i c a n t l y add to p e r s i s t e n t em-

p l o y m e n t p r o b l e m s .

The most i m p o r t a n t i m p e d i m e n t to e n h a n c e d e c o n o m i c d e v e l o p -

ment and i n d u s t r i a l i z a t i o n in M e x i c o seems to c o n s i s t in

the d i s c r i m i n a t i o n of formal e m p l o y m e n t due to m i n i m u m wage

l e g i s l a t i o n . Lower m i n i m u m w a g e s would e q u a l l y p r o m o t e in-

come g r o w t h , i n d u s t r i a l i z a t i o n and e m p l o y m e n t of a s i g n i f i -

cant e x t e n t . Both a one per cent i n d u s t r i a l w a g e subsidy
Q

(policy 18.) and a r e d u c t i o n of the s u b s i d y to industrial

capital costs (policy 17.) r e d u c e total u n d e r e m p l o y m e n t as

w e l l , but e m p l o y m e n t e f f e c t s are c o n s i d e r a b l y s m a l l e r , in

p a r t i c u l a r when f a c t o r p r i c e d i s t o r t i o n s are c o r r e c t e d by

r a i s i n g capital c o s t s . M o r e o v e r , both s u b s i d y m e a s u r e s are

c h a r a c t e r i z e d by the t r a d e - o f f between i n c o m e growth and

i n d u s t r i a l i z a t i o n w h i c h was a l r e a d y o b s e r v e d in c o n n e c t i o n

with p r o d u c t m a r k e t i n t e r v e n t i o n s . A t r a d e - o f f between out-

put and e m p l o y m e n t only p r e v a i l s in the case of capital

m a r k e t i n t e r v e n t i o n s -

It might be s u r p r i s i n g that c o r r e c t i n g d i s t o r t e d relative

f a c t o r prices by p o l i c i e s 1 7 . and 1 8 . h a s , in sum, only a

m i n o r p o s i t i v e real i n c o m e e f f e c t . This is due to the

a s s u m p t i o n of a parti al a d j u s t m e n t of r e l a t i v e f a c t o r pri-

ces which c o n c e r n s m e r e l y industrial f a c t o r a b s o r p t i o n ,

w h e r e a s the s e r v i c e s e c t o r still f a c e s the d i s t o r t e d price

r a t i o . On the c o n t r a r y , lower m i n i m u m w a g e s r e d u c e labour

costs in the s e r v i c e sector as w e l l , t h o u g h by assumption

in urban areas e x c l u s i v e l y . C o m p a r i n g w a g e s u b s i d i e s and

This policy may be politically more viable than reducing minimum
wages.
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lower minimum wages, the former p o l i c y i s less e f f i c i e n t i n

r e l o c a t i n g labour to p r o d u c t i v e occupat ions and, a d d i t i o -

n a l l y , c o n s t i t u t e s a burden on the p u b l i c budget which r e -

duces t o t a l savings and inves tmen t . The nega t i ve impact on

i n d u s t r i a l i z a t i o n i n the case of wage subs id ies i s due to
g

d e t e r i o r a t i n g p r i ces of manufac tu r ing products .

The d i f f e r e n t output changes of wage subs id ies and lower

minimum wages immedia te ly c l a r i f y the d i f f e r e n t degree of

employment e f f e c t s . Both p o l i c i e s lead to r u r a l - u r b a n m i -

g r a t i o n , a l though t h i s i s t r u e to a lesser ex ten t f o r wage

s u b s i d i e s , which a lso promote r u r a l i n d u s t r i e s . The r u r a l

labour f o r c e d e c l i n e s , and the average r u r a l wage r a t e goes

up due to the r e l o c a t i o n of labour from a g r i c u l t u r e to ma-

n u f a c t u r i n g and s e r v i c e s , thus reduc ing r u r a l underemploy-

ment s h a r p l y . In urban a reas , lower minimum wages r e s u l t i n

a s u b s t a n t i a l expansion o f formal employment which i s able

to absorb the i n f l o w of r u r a l labour and even la rge par ts

of the e x i s t i n g i n f o r m a l labour f o r c e . Wage s u b s i d i e s , on

the o the r hand, d i r e c t l y inc rease the manufac tu r ing demand

f o r labour wh i l e the f a c t o r demand of se rv i ces i s der ived

on ly from i n t e r m e d i a t e product demand. T h e r e f o r e , the t o t a l

e f f e c t on formal employment i s more moderate than i t i s f o r

the o ther p o l i c y , but urban i n fo rma l employment s t i l l

d e c l i n e s .

Restoring equilibrium in the balance of payments, after exports
have expanded, requires a currency appreciation in the case of
wage subsidies. Lower minimum wages, on the contrary, imply a cur-
rency devaluation since imports increase faster than exports; the
signi f icant relocation of production factors from less remunera-
t ive rural occupations to urban manufacturing and services gene-
rates substantial increments to factor incomes, which enlarge p r i -
vate demand for imported as well as for domestically produced
goods.
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e ) R u r a l i n d u s t r i a l i z a t i o n p o l i c i e s

In a l m o s t all s e m i - i n d u s t r i a l i z e d c o u n t r i e s , e c o n o m i c d e -

v e l o p m e n t w a s a c c o m p a n i e d by an i n c r e a s i n g r e g i o n a l d u a -

l i s m , p a r t i c u l a r l y b e t w e e n r u r a l and u r b a n a r e a s . T h e r e -

g i o n a l c o n c e n t r a t i o n of i n d u s t r i a l a c t i v i t i e s in a f e w u r -

ban c e n t r e s can be s u p p o s e d to be at l e a s t p a r t l y d u e to

p o l i c y - i n d u c e d d i s c r i m i n a t i o n a g a i n s t r u r a l l o c a t i o n s , for

e x a m p l e e m e r g i n g f r o m t h e p r o m o t i o n of c a p i t a l - i n t e n s i v e ,

l a r g e - s c a l e m a n u f a c t u r i n g w h i c h is t y p i c a l f o r e x c e s s i v e

i m p o r t - s u b s t i t u t i n g d e v e l o p m e n t s t r a t e g i e s . H e n c e , r e g i o n a l

p o l i c i e s m a y be p o s t u l a t e d u n d e r t h e a u s p i c e s t h a t a p e r s i -

s t e n t r u r a l - u r b a n i n c o m e g a p is s o c i a l l y u n b e a r a b l e and,

b e c a u s e of t h e s o c i a l c o s t s i n v o l v e d , s h o u l d n o t be c l o s e d

by r u r a l - u r b a n m i g r a t i o n e x c l u s i v e l y . B e s i d e s a g r i c u l t u r a l

p r o m o t i o n p o l i c i e s , r u r a l i n d u s t r i a l i z a t i o n m a y h e l p to

a c h i e v e m o r e b a l a n c e d r e g i o n a l e m p l o y m e n t and o u t p u t

g r o w t h . O v e r a l l p r o d u c t i o n s u b s i d i e s to r u r a l m a n u f a c t u r i n g

( p o l i c i e s 1 9 . , 2 0 . ) , s u b s i d i z i n g c a p i t a l c o s t s of rural

f i r m s ( p o l i c i e s 2 1 . , 2 2 . ) , and r e d u c i n g r u r a l w a g e c o s t s in

m a n u f a c t u r i n g ( p o l i c i e s 2 3 . , 2 4 . ) m a y s e r v e t h i s p u r p o s e .

T h e q u e s t i o n w h e t h e r s u c h p o l i c i e s s u i t e d to a l l e v i a t e r e -

g i o n a l d i s t o r t i o n s and to d e c e n t r a l i z e m a n u f a c t u r i n g a c t i -

v i t i e s , w o u l d a l s o s u p p o r t a m o r e e f f i c i e n t a l l o c a t i o n of

r e s o u r c e s in t h e e c o n o m y is a d d r e s s e d in t h e l o w e r p a r t of

T a b l e 1. T h e m o d e l s o l u t i o n s s h o w t h a t all r u r a l i n d u s t r i a -

l i z a t i o n p o l i c i e s a r e in f a c t s u c c e s s f u l in d i m i n i s h i n g u n -

d e r e m p l o y m e n t in t h e u r b a n i n f o r m a l s e c t o r and in p r o m o t i n g

d e c e n t r a l i z a t i o n by r u r a l e m p l o y m e n t c r e a t i o n . T h e e c o n o m y

as a w h o l e , h o w e v e r , h a s to p a y f o r t h i s in t e r m s of real

i n c o m e l o s s e s ; t h e s o c i a l g a i n s a t t a c h e d to l e s s u r b a n i n -

f o r m a l e m p l o y m e n t a r e e r o d e d s i n c e f o r m a l e m p l o y m e n t in u r -

ban a r e a s d e c l i n e s as w e l l .
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In p a r t i c u l a r , t h e e m p l o y m e n t i m p l i c a t i o n s of c a p i t a l s u b -

s i d i e s to both t h e rural n o r t h and the rural south are am-

b i g u o u s s i n c e u n d e r e m p l o y m e n t is m e r e l y t r a n s f e r r e d from

u r b a n to rural a r e a s . The same h o l d s for w a g e s u b s i d i e s to

m a n u f a c t u r i n g in the rural n o r t h , w h i c h m a i n l y c o n s i s t of

h i g h l y c a p i t a l - i n t e n s i v e food p r o c e s s i n g . By w a g e s u b s i d i e s

to the m o r e d i v e r s i f i e d and l a b o u r - i n t e n s i v e m a n u f a c t u r i n g

in the rural s o u t h , h o w e v e r , r e s o u r c e s are s u b t r a c t e d from

u r b a n a c t i v i t i e s and b e c o m e e m p l o y e d in rural m a n u f a c t u r i n g

(and rural s e r v i c e s as w e l l ) . In t h i s c a s e , the l a r g e r ru-

ral l a b o u r f o r c e can be e m p l o y e d at a s t e e p l y i n c r e a s i n g

a v e r a g e w a g e r a t e so that both rural and u r b a n u n d e r e m p l o y -

m e n t is d i m i n i s h e d . M o r e o v e r , w a g e i n c e n t i v e s p r o v i d e d for

rural d e v e l o p m e n t in the south a l m o s t s u c c e e d to o u t w e i g h

the a d v e r s e i n c o m e e f f e c t of d e c l i n i n g u r b a n p r o d u c t i o n ,

a l t h o u g h the r e l o c a t i o n of p r o d u c t i o n f a c t o r s from u r b a n to

rural o c c u p a t i o n s a m o u n t s to p r o d u c t i v i t y l o s s e s as i n d i c a -

ted by the n e g a t i v e sign of the i n d u s t r i a l i z a t i o n variable,.

T h u s , a w e l 1 - d e s i g n e d p o l i c y c h a n g e f r o m the h i t h e r t o h e a v y

r e l i a n c e on p r o d u c t i o n s u b s i d i e s and s u b s i d i e s for capital

i n p u t s to s u b s i d i e s for l a b o u r i n p u t s w o u l d not only y i e l d

p o s i t i v e e m p l o y m e n t e f f e c t s , but also r e d u c e s the social

c o s t s of r e g i o n a l i n d u s t r i a l i z a t i o n p o l i c i e s .

4 C o n c l u s i o n s and some g e n e r a l p o l i c y r e c o m m e n d a -

t i o n s

The p o l i c y a n a l y s i s of the p r e c e e d i n g p a r a g r a p h s r e f e r s to

the r e s u l t s of a g e n e r a l e q u i l i b r i u m model of the M e x i c a n

e c o n o m y . Not all p a r a m e t e r s r e q u i r e d for the model s p e c i f i -

c a t i o n c o u l d be e s t i m a t e d from an a c c u r a t e data b a s e , so

that p o l i c y c o n c l u s i o n s m a y be m i s l e a d i n g if the model r e -

sults are h i g h l y s e n s i t i v e to a l t e r n a t i v e p a r a m e t e r a s s u m p -

t i o n s . E x t e n s i v e s e n s i t i v i t y a n a l y s i s i n d i c a t e d the general
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v a l i d i t y of the r e s u l t s , however . Despi te r a t h e r extreme

v a r i a t i o n s i n c r i t i c a l parameter va l ues , the s o l u t i o n s f o r

a l l major p o l i c i e s proved to be robust i n the sense, at

l e a s t , t h a t the s ign of the base run (FISCHER, GERKEN,

HIEMENZ 1982, pp. 118 f f . ) 1 1 i s ma in ta i ned .

The second major o b j e c t i o n to g e n e r a l i z i n g the p o l i c y r e -

commendations of the preceding ana l ys i s r e f e r s to coun t r y -

s p e c i f i c c h a r a c t e r i s t i c s of the model a p p l i e d . A c t u a l l y , i t

i s not suggested t h a t conc lus ions based on emp i r i ca l f i n -

dings f o r Mexico can be s imply t r a n s f e r r e d to o ther coun-

t r i e s w i t hou t f u r t h e r resea rch . However, i t should be r e -

c a l l e d t ha t Mexico has been chosen because, i n many

r e s p e c t s , i t stands f o r the l a rge group of a l ready s e m i - i n -

d u s t r i a l i z e d economies, e s p e c i a l l y i n L a t i n America, cha-

r a c t e r i z e d by s i m i l a r f a c t o r and product market d i s t o r t i o n s

and common fea tu res i n the development s t r a t e g i e s pursued.

Moreover, the r e s u l t s of the general e q u i l i b r i u m approach

repor ted i n the present paper, i n several r e s p e c t s , f i t r e -

asonably we l l to p o l i c y recommendations der i ved from other

emp i r i ca l analyses based on p a r t i a l r a t h e r than general

e q u i l i b r i u m approaches.

10 In part icular, the general trade policy conclusion, according to
which a sh i f t in the industr ia l izat ion strategy towards less ex-
port discrimination is beneficial in terms of real income and em-
ployment, even holds under very pessimistic assumptions as con-
cerns the long-run export demand e las t i c i t y .

11 Considerable changes in the absolute size of welfare effects as
reported in Table 1 emerge as concerns the employment effects of
factor market interventions and of export subsidies for t rad i t io-
nal industr ial products, in part icular. With respect to the latter
policy, variations in the e las t i c i t y of substitution concerning
consumption of domestic and imported goods rather signal a remar-
kably stronger posit ive employment effect as compared to the base
run. Not surprisingly, reduced e las t ic i t ies of factor substitution
negatively affect the employment outcome of al leviat ing factor
market distort ions. However, the signs of solutions remain unaf-
fected in th is case as wel l . Moreover, employment generation of
regional industr ia l izat ion policies is improved in case of lower
factor substitution e las t i c i t i es .
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Most noteworthy perhaps, persistent protectionist trade po-

licies must be blamed for having caused a seriously dis-

torted structure of industrial production (KRUEGER 1983).

Inefficiencies manifest themselves in real income losses

for the whole economy and higher levels of un- and underem-

ployment. Consequently, the reversal of such policies is

rather unlikely to aggravate the trade-off between output

and employment, although the share of manufacturing in GDP

may be somewhat reduced. Comparing economic performance un-

der export-oriented industrialization with that under ex-

cessive import substitution, "country-specific peculiari-

ties apart, it is safe to state that the more open frame-

work in which the economies ... had to operate: (1) has

provided for fast rates of growth of GDP ..., as export ex-

pansion was pulling production upwards and economies of

scale could be taken advantage of; (2) has enlarged the op-

portunities for an increasing number of job-seekers to ob-

tain employment (with accompanying increases in remunera-

t i o n ) , since the exploitation of comparative advantage was

bringing about a higher labour intensity in manufactu-

ring...; and (3) has eased the typical balance-of-payments

constraint on economic development" (DONGES 1983, p. 285;

see also HIEMENZ, LANGHAMMER 1986, pp. 28 f f . ) .

The social costs of excessive import protection can be di-

minished in several ways:

- As a first step, import protection may be equalized bet-
ween industries. Both trade theory and empirical evi-
dence suggest that higher real income growth as well as
positive employment effects could be achieved by libera-
lizing imports of hitherto highly protected goods, in
particular.

- Positive income and employment effects are stronger in
case of import liberalization as compared to increased
protection for so far discriminated industries. It is
thus to be recommended to proceed with an overall reduc-
tion of trade barriers.
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- A m o r e e f f i c i e n t a l l o c a t i o n of p r o d u c t i v e r e s o u r c e s in
the e c o n o m y is also s u p p o r t e d by c o r r e c t i n g for the
d i s c r i m i n a t i o n a g a i n s t m a n u f a c t u r e d e x p o r t s via e x p o r t
s u b s i d i e s or by g r a n t i n g c o m p e n s a t o r y p r o d u c t i o n sub-
s i d i e s . F u r t h e r r e s e a r c h should be d i r e c t e d to the q u e s -
tion w h e t h e r the p o s i t i v e w e l f a r e e f f e c t s of e x p o r t and
p r o d u c t i o n s u b s i d i e s e x c e e d the e f f e c t s of import l i b e -
r a l i z a t i o n in o t h e r d e v e l o p i n g c o u n t r i e s as w e l l , and
w h e t h e r the i n c o m e and e m p l o y m e n t e f f e c t s or e x p o r t sub-
s i d i e s on the one hand and p r o d u c t i o n s u b s i d i e s on the
o t h e r hand g e n e r a l l y reveal a p r o b l e m of r a n k i n g , as was
the case in the M e x i c a n e x a m p l e .

N o t w i t h s t a n d i n g d i s t o r t e d f a c t o r p r i c e s , e x p o r t - o r i e n t e d

p r o d u c t i o n in by far the m o s t d e v e l o p i n g c o u n t r i e s is r e l a -

t i v e l y l a b o u r - i n t e n s i v e , w h i c h is in a c c o r d a n c e w i t h t h e i r

r e l a t i v e f a c t o r e n d o w m e n t s . To e n c o u r a g e t h o s e p r o d u c t s and

i n d u s t r i e s that are r e l a t i v e l y l a b o u r - i n t e n s i v e , by g r a n -

ting e q u a l l y s t r o n g i n c e n t i v e s to e x p o r t and i m p o r t - s u b s t i -

t u t i n g a c t i v i t i e s , is t h u s the r e l e v a n t p o l i c y c h o i c e that

a c o u n t r y has in a t t e m p t i n g to s t i m u l a t e i n d u s t r i a l e m p l o y -

m e n t , r a t h e r than c h o o s i n g b e t w e e n a l a b o u r - i n t e n s i v e t e c h -

n i q u e for a g i v e n p r o d u c t ( H U G H E S 1 9 8 4 , p . 1 5 4 ) . The direct

e m p l o y m e n t e f f e c t s of i n v e s t m e n t s in l a b o u r - i n t e n s i v e m a -

n u f a c t u r i n g i n d u s t r i e s m a y be not s u f f i c i e n t to e l i m i n a t e

un- and u n d e r e m p l o y m e n t . H o w e v e r , i n d i r e c t e m p l o y m e n t

c r e a t i o n has to be a c c o u n t e d for as w e l l , s i n c e i n v e s t m e n t

in m a n u f a c t u r i n g , to v a r y i n g d e g r e e s , g e n e r a t e s p r e s s u r e

not only for o t h e r i n d u s t r i a l p r o d u c t s but also for a g r i -

c u l t u r e and s e r v i c e s . C o n s e q u e n t l y , the d e g r e e to w h i c h in-

d u s t r i a l i z a t i o n is i n t e g r a t e d into the w h o l e e c o n o m y and

the l o c a t i o n of i n d u s t r i a l a c t i v i t i e s are c r i t i c a l for

o v e r a l l e c o n o m i c d e v e l o p m e n t .

The d e m a n d for l a b o u r will be f u r t h e r i n c r e a s e d if not only

the f o r e i g n t r a d e r e g i m e is r e - o r i e n t a t e d t o w a r d s g r e a t e r

e c o n o m i c e f f i c i e n c y , but also d i s t o r t i o n s in r e l a t i v e fac-

tor p r i c e s are a b o l i s h e d ( K R U E G E R 1 9 8 3 ; P A P A N E K 1 9 8 5 ) . In

the typical d e v e l o p i n g c o u n t r y c o n t e x t , c a p i t a l c o s t s are

a r t i f i c i a l l y r e d u c e d by o f f i c i a l l y i m p o s i n g u p p e r l i m i t s to
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i n t e r e s t r a t e s f o r b o t h c r e d i t s and d e p o s i t s . M o r e o v e r ,

m a n y g o v e r n m e n t s r a i s e l a b o u r c o s t s , m a i n l y by e n a c t i n g m i -

n i m u m w a g e and social s e c u r i t y l e g i s l a t i o n . It has been

s h o w n t h a t u r b a n e m p l o y m e n t p o s s i b i l i t i e s w e r e n e g a t i v e l y

a f f e c t e d w h e r e real w a g e s for u r b a n w o r k e r s w e r e very high

or s t e e p l y i n c r e a s i n g ( K R U E G E R 1 9 8 3 ) ; t h a t p o v e r t y has been

m o s t s u c c e s s f u l l y r e d u c e d in c o u n t r i e s w i t h s u s t a i n e d high

r a t e s of e c o n o m i c g r o w t h ( H I E M E N Z 1 9 8 2 ) ; and that c o u n t r i e s

c h a r a c t e r i z e d by h e a v i l y d i s t o r t e d p r i c e s t r u c t u r e s e x p e r i -

e n c e d l o w e r e c o n o m i c g r o w t h (both in a g r i c u l t u r e and m a -

n u f a c t u r i n g ) , l o w e r d o m e s t i c s a v i n g s r a t e s , h i g h e r i n c r e -

m e n t a l c a p i t a l / o u t p u t r a t i o s , and l o w e r e x p o r t g r o w t h

( W O R L D B A N K 1 9 8 3 , p p . 57 f f . ) .

T h o u g h it is h a r d l y p o s s i b l e to i s o l a t e the g r o w t h e f f e c t s

of s p e c i f i c p r i c e d i s t o r t i o n s in the c o n t e x t of p a r t i a l

c r o s s - c o u n t r y a n a l y s i s , the g e n e r a l e q u i l i b r i u m model for

M e x i c o has p r o v i d e d s t r o n g e v i d e n c e for the r e l e v a n c e of

c o r r e c t i n g f a c t o r p r i c e d i s t o r t i o n s in o r d e r to r e d u c e u n -

e m p l o y m e n t and to i m p r o v e e c o n o m i c g r o w t h . T h u s , the cost

of l a b o u r s h o u l d be r e d u c e d and the cost of c a p i t a l in-

c r e a s e d ( P A P A N E K 1 9 8 5 , p . 5 2 ) . The cost of l a b o u r can be

r e d u c e d e v e n w i t h o u t l o w e r i n g m i n i m u m w a g e s , if t h i s o p t i o n

is c o n s i d e r e d p o l i t i c a l l y u n f e a s i b l e , i.e. by g r a n t i n g s u b -

s i d i e s f o r t h e e m p l o y m e n t of u n s k i l l e d l a b o u r in the formal

s e c t o r in u r b a n r e g i o n s . M o r e o v e r , w h a t m a t t e r s is l o w e r i n g

the cost of l a b o u r in i n t e r n a t i o n a l c u r r e n c y . T h e r e f o r e , an

o v e r - v a l u a t i o n of t h e d o m e s t i c c u r r e n c y m u s t be a v o i d e d .

E v i d e n t l y , the d e g r e e of a d d i t i o n a l e m p l o y m e n t g e n e r a t e d by

less i n t e r v e n t i o n i s t f a c t o r m a r k e t p o l i c i e s h i n g e s on the

e l a s t i c i t y of f a c t o r s u b s t i t u t i o n w h i c h is l i k e l y to d i f f e r

b e t w e e n d e v e l o p i n g c o u n t r i e s . F u r t h e r m o r e , the r e l a t i v e im-

p o r t a n c e of f a c t o r m a r k e t p o l i c i e s and t r a d e p o l i c i e s is

still a m a t t e r of c o n t r o v e r s y . W h i l e m i n i m u m w a g e l e g i s l a -

tion w a s of o v e r w h e l m i n g i m p o r t a n c e in the M e x i c a n c a s e ,
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SQUIRE suggested (1981, pp. 132) "that the removal of la-

bour market distortions will be of limited significance in

many countries unless supported by other measures" that in-

fluence labour demand and supply, notwithstanding that re-

moving distortions improves short-run allocative efficiency

and has potentially significant dynamic repercussions on

capital accumulation. Thus, MORAWETZ' postulate is cer-

tainly still relevant, namely to direct more research ef-

forts to this issue and related questions as to how to im-

prove the employment record in the context of industriali-

zation and industrial policies.
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