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In the 1980s, almost all the developing countries, including the Asian countries,
implemented structural adjustment measures including devaluation, trade liber-
alization, relaxation of regulations on foreign direct investment, monetary liber-
alization, privatization of public corporations, reform of tax-system and other
de-regulations. Policy-imposed domestic distortions caused by the ‘‘intervention
syndrome,’’ therefore, have been largely corrected in these countries. It has been
stated that the rational process of industrialization is very much distorted due to
the policies related to import substitution. It is hoped that structural adjustment
will enable to rationalize the process of industrialization in these countries.

However, there remains another type of domestic distortion which has been
recognized as inherent to the economy of developing countries. It has been consi-
dered that in developing countries the wages in the manufacturing or in the modern
sector exceed the opportunity cost of labor in the economy, the marginal produc-
tivity of labour in agriculture or in the rural sector. This type of domestic distor-
tion is inherent to the economy and cannot be easily eliminated simply by policy
changes.!

In the discussions on export-led industrialization after structural adjustment,
the presence of this type of distortion in the economy has seldom been taken into
account. Therefore, it has been argued that export-led industrialization would create
additional employment opportunities since structural adjustment is expected to
reveal the comparative advantages of labor-intensive manufacturing industries.
Export-led industrialization is considered to be efficient since a smaller capital
would generate more employment. Outward-looking industrialization is also ex-
pected to be rational in confering to the economy of developing countries interna-
tional competitiveness. In the discussions on export-led industrialization however,
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the creation of employment opportunities seems to be much more emphasized.>

The purpose of this paper is to outline the issues related to the impact of export-
led industrialization on employment creation under the type of domestic distor-
tion we refer to. It has been indicated by international economists that the free
trade policy would not be the first-best one when the economy is under our type
of domestic distortion.? It has also been argued that there is an optimum inter-
vention policy to reach the first-best condition for resource allocation. In this paper,
at first, it will be determined whether export-led industrialization is the first-best
policy in the context of employment creation under our type of domestic distor-
tion. Bhagwati and Srinivasan showed that a uniform wage subsidy, regardless
of the sector of employment, is the first-best solution for static resource alloca-
tion when sector-specific sticky wages are strictly fixed as in the case of the Harris-
Todaro model.* The second problem to analyse is the outcome through industri-
alization under a uniform wage subsidy as indicated in the Harris-Todaro model.

Our type of domestic distortion would include the Lewis-type, Harris-Todaro-
type and Hagen-type. In the Lewis model, a uniform wage in both the rural and
industrial sectors is assumed to be different from the opportunity cost of labor
in the economy, the marginal productivity of labor in the rural sector. Exces labor
is assumed to be absorbed into the agricultural (or rural) sector. On the other hand,
all excess labor is assumed to migrate into the urban (or manufacturing) sector
in the Harris-Todaro model. In both labor markets, the market mechanism is con-
sidered to operate in assuming that wage rates in both the rural and urban sectors
are respectively equal to the marginal productivity of labor of both sectors although
there is a difference in the marginal productivity of labor. In the Hagen model,
the existence of wage differentials in the rural and urban sectors is implied and
in this paper, domestic distortion of the Harris-Todaro-type is assumed.

1. The Harris-Todaro Model and Labor Markets in Developing Countries

(1) The Harris-Todaro Model®

Let us start by constructing the model, which can then serve as a framework
within which the various aspects of labor markets in developing countries can be
analyzed. Essentially, there are two sectors, rural and urban. In its simplest form,
the Harris-Todaro model contains six variables: The rural labor force, the rural
wage, the level of urban employment, and the number of migrants form the rural
to the urban sector. Migration serves as the link (and equilibrating variable) be-
tween the two sectors.

The relations in the basic model are as follows:

Xr = Xr (Lr, Kr) (1)
QXr/dLr = Wr )
P (3Xu/dLu) = W 3)
Wr = (Lu/(Lu + U)W 4
L =Lr+ Lu+ U 5)

Xu = Xu (Lu, Ku) 6)
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where:
Lr is the labor employed in the rural sector, an endogenous variable,
Lu is the labor employed in the urban modern sector, endogenous variable,
U is the unemployed labor in the urban area, also endogenous,
Wr is the rural wage assumed to be equal to the expected urban wage,
(Lu/Lu + U)W, endogenous,
Xr is the quantity of production in the rural areas, endogenous,
Xu is the quantity of production in the urban modern sector, endogenous.
Exogenous variables are as follows:
W: the urban minimum wage in terms of rural product,
Kr: capital employed in the rural sector,
Ku: capital employed in the urban modern sector,
L: the total labor force,
P: the relative price of the urban product in terms of the price of the rural
product.
As already indicated above, in the Harris-Todaro model, the following migra-
tion function is implicitely assumed:
(Lu + U) = M ((Lu/(Lu + U))- W-Wr)
where M’ >0,
(Lu + U) = d (Lu + U) = changes in the urban labor force.
On the basis of the migration function, the total urban labor force, (Lu + U)
is determined at the point where Wr = (Lu/(Lu + U)):-W. As is well known,
the static equilibrium can be depicted in the following figure.

The Static Equilibrium of the Harris-Todaro Model*
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Employment equilibrium in the urban modern sector is at the point, A, while the
equilibrium point of employment in the rural sector is at the point, B, in the figure.
We can observe that the urban wage, W is higher than the rural wage, Wr— the
marginal productivity of the rural labor employed. In that sense, the Harris-Todaro
model assumes that there exists domestic distortion in the labor market. And it
can be easily seen that the existence of this domestic distortion is closely related
to the existence of the minimum wage. W, in the modern urban sector. Further-
more, because of the instantenous adjustment of labor allocation through migra-
tion excess labor assumes to be absorbed into the urban sector as the unemployed
(or as employment in the urban informal sector).

(2) The Harris-Todaro Model and Labor Markets in Developing Countries

Lewis’ classic and pertinent contribution stated that because the rural popula-
tion was large, labor was likely to be in highly elastic supply for non-rural activi-
ties in the early stages of development. ‘‘Highly elastic’’ was quickly interpreted
to mean that this supply could be reallocated at zero price, or at least opportunity
cost lower than the rural wage, and that labor could be considered as virtually
a free good from the viewpoint of resource allocation.

It was assumed in the Lewis’ model that, in the traditional rural sector the
egalitarian principle is institutionalized in distribution while the principle of out-
put maximization is operating in production. In other words, the marginal princi-
ple or market mechanism does not operate in the traditional rural sector. it must
be admitted that many aspects of labor markets in the rural areas in developing
countries are not well understood. Nevertheless research demonstrated that labor
markets in developing countries functioned substantially better—in that the farmers
respond to the economic incentives given—than it had previously been assumed.
Many microeconomic studies on migration and peasant agriculture have provided
conclusive evidence® that rural laborers respond to economic incentives in allocat-
ing their time. It can be concluded, therefore, that as far as the operation of the
rural labor markets in developing countries, is concerned, the Harris-Todaro model
is much more relevant and closer to the reality. It is quite natural to accept the
assumption of the Harris-Todaro model that rural laborers migrate freely in
response to an expected wage rate and are employed at the point where the margi-
nal productivity of labor is equal to the market wage rates.

The second essential assumption of the Harris-Todaro model is that there is a
downward rigidity of wages in the urban modern sector. Most of the recent dis-
cussions on urban labor markets in developing countries have been dominated by
hypotheses about the existence of different levels of wages for labor of the same
quality in different forms of the market. These market sectors are differentiated
by the terms ‘‘formal and informal,’” ‘‘organized and unorganized,”” ‘‘modern
and traditional.”’ In relation to the hypotheses, the assumption of the Harris-
Todaro model can be restated as: there is a formal or protected labor market in
the urban areas, with downward rigidity of wages.
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The basic distinction between the high- and low-wage levels of the sector is in
some sense based on ‘‘protection,’’ so that wage levels and working conditions
in the protected sector are not available, in general, to job seekers unless they
manage somehow to get across that protective barrier. This type of protection may
arise from the intervention of trade unions, governments, of both. Examples of
such institutional practices are widespread in the less developed world.

Government interventions include such phenomena as legislation directly con-
trolling both conditions of employment (including job security provisions) and
fringe benefits (including social insurance, housing and training), the legal frame-
work within the public sector (which can be very wide in many developing
countries).

Depending upon the nature of the regulations and their enforcement, the im-
pact on the labor market can vary. Employers may not be willing to hire addition-
al labor, for example, because of their inability to lay off workers once on the
payroll, thus tilting their behavior toward selection of more capital-using tech-
niques and production activities than might prevail in the absence of such enforced
legislation. Minimum wage legislation may reduce the incentive to employ unskilled
laborers. Greater enforcement of these kinds of regulations in large and modern
(sometimes foreign) industrial enterprises than small-scale activities can and usually
does lead to a segmented labor market, with workers vying for jobs in the high
wage, heavily regulated activities or in the public sector.

It must be pointed out, however, that the market mechanism of labor rather
than the institutional systems mentioned above, can itself lead to the prevalence
of a protected sector in the urban labor market. This phenomenon may occur as
a result of the correlation between worker’s efficiency and the wage level. Up to
a certain level, the increase in the wage per worker increases the efficiency which
compensates for the increase in the wage, so that the wage cost per unit of output
falls. After a certain level, obviously, the wage increase results in a less propor-
tionate increase in efficiency, and there will be no incentive for the management
to increase the wage level further. Even the existence of an excessive supply of
labor, will not induce the management to reduce the wage to the lowest level pos-
sible. The wage level thus fixed will ensure the minimum wage cost per unit of
existing employee’s output.

It must be explained why this me¢hanism cannot be applied to all the firms in
the urban sector. First, it is because the functional relationship between wage and
efficiency tends to be higher for enterprises which use modern technology and em-
ploy a large number of workers. Second, the type of wage policy mentioned above
is more appropriate to the enterprises with a stable labor force. In sectors of the
urban labor market which have a high turnover, the stable correlation between
a given level of efficiency and wages will be lost. Due to this correlation some
firms may want to pursue a high-wage policy to keep a stable labor force. Once
stability is achieved, further increase in wage may be expected as the correlation
between wage levels and efficiency becomes more firmly established.
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Thus, even the free market mechanism may lead to a higher wage level in some
types of enterprises than that in other sectors of the same market. This wage level
is the protected one in a sense that job seekers who may wish to obtain employ-
ment in the sector depend upon a process of selection involving aptitude tests as
well as competition for the limited number of available jobs.

These considerations lead to another hypothesis about the nature of the formal
or organized sector in addition to the institutional protection previously mentioned.
In the discussions about both institutionally-based and market-basd protection,
we have referred to firms that employ modern technology and achieve a high labor
productivity. Such firms typically also use a wider range of formal work arrange-
ments for their employees than other sources of labor market. This situation leads
to a distinction between the formal and informal sectors based on the belief that
workers in firms using modern technology enjoy a protection structure that is
qualitatively different from the unprotected market structure prevailing for
hawkers, peddlers, and other groups in the informal sector of the market. This
special type of formal sector protection may exert a relatively significant quan-
titative impact on the earnings in the sector.

The applicability of all the hypotheses mentioned above to the reality of labor
markets in developing countries, depends upon the in-depth analysis of empirical
tests. Nevertheless, many fragmented or individual country studies’ seem to sug-
gest that the basic assumptions of the Harris-Todaro model relating to the labor
markets in developing countries are valid. It could be concluded that, the market
mechanism is prevailing in the rural labor market of developing countries while
there is a urban sector, the formal or organized sector with downward rigidity
of wages, belonging to either the institutionally-based or market-based type.

2. Industrialization under Domestic Distortion—Comparative Static Analysis

In this section, the impact of industrialization on employment will be analyzed
by applying the method of comparative statics, under the assumption that the
mechanism of the Harris-Todaro’s model is operating in developing countries. In-
dustrialization will be specified simply as the expansion of the modern (or pro-
tected) sector in the urban areas either by capital accumulation or by technological
change, or both.

(1) Industrialization under Free Trade

As suggested earlier, our type of domestic distortion, which is specified within
the framework of the Harris-Todaro model, cannot be corrected by current struc-
tural adjustment. In other words our type of domestic distortion tends to persists
even under a free-trade system.

Now let us assume that industrialization is induced by the expansion of exports
of manufactured products through the enhancement of international competitive-
ness achieved by structural adjustment. Furthermore, it is assumed that industri-
alization is expressed in our model simply by capital accumulation in the modern
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manufacturing (organized or protected) sector. In the rural sector (agricultural sec-
tor) too, capital accumulation is assumed to proceed. In addition, the total labor
supply is assumed to increase. On the basis of the orientation of exogenous varia-
bles, the trend of employment will be examined.
First we can derive the following relation by differentiating both sides of (3)
and rewrltmg it as
Lu = ou (P W)+Ku 7
whge . .
= dLu/Lu, W = dW/W, P = dP/P, Ku = dKu/Ku,
ou = —(oLu/oW)-(W/Lu) (= wage elasticity of labor demand in the
urban sector)
It is obvious from (7) that industrialization (Ku>0) will definitely increase the
employment opportunities in the urban modern sector if there is no adverse effect
through the deterioration of the terms of trade agalnst the urban sector (P<0)
and through the increase in the mmlmum wage (W> 0). It must be pointed out
also that the trend of employment, Luis independent of the employment trend
in the rural sector.
By combining (2) with (4) and totally differentiating the equation combined we
can obtain the following function:’

Jr Sr ar ~ PN
a+ (1- s)) Lr—Kr+(1_Sr)L—gr(LV+Lu) ®
where
or = —(9Lr/dWr)«(Wr/Lr) (wage elasticity of labor demand in the rural
sector), A R

Sr = Lr/L, Lr = dLr/Lr, Kr = dKr/Kr, L = dL/L, 1>Sr>0, or>0.

Since (1 +or* o1+ Sr/(1-Sr)) >0 and (or/(1-Sr)) > 0 in (8), capital accumulation in the
rural sector (Kr> 0) and the increase in the total labor force would exert a positive
impact on employment in the rural sector (Lr> 0). On the other hand, equation
(8) shows that the increase in employment i in tl the urban sector (Lu>0) results in
a decrease in employment in the rural sector (Lr< 0). It shoudl be emphasized here
that the employment trend in the rural sector is not independent of that in the
urban sector as equation (8) shows.

By totally differentiating (5) and using the equations (7) and (8), the following
trend of urban unemployment (or, employment in the urban informal sector) can
be obtained.

~ (1-3Sr -~ Sr(1—-Sr) ~
Sl = U snrarse VX Uilsnrorsr | K

__Q—=SnSror = (1 —S8r)Srar _ —~
Ca=sn+orsr P XU sny s orsy —SU 1 L ©)
where, R
Su = U/L, U = dU/U, Su = Lu/L, Su, Su>0,
- - . 1-—
Since (*IL)>O’ (M)>O and (M)>O in

(1—=S8r)+or-Sr (1—-Sr)+or-Sr (1=S8Sr)+or-Sr
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equation (9), the positive changes in the total labor force (L >0) and in the mini-
mum wage in the urban sector (W> 0) will definitely lead to the increase in ur-
ban unemployment (U >0) or increase in employment opQgrtumtles in the urban
informal sector. Capital accumulation in the rural sector (Kr>0), however, would
result in a decrease of urban unemployment.

As can be seen from (9), however, the direction of the impact of the increase
in urban employment (the impact of industrialization) on urban unemployment,
is not necessarily definite. It depends upon the initial conditions (Sr, Su) and the
magnitude of the wage elasticity of the labor demand in the rural sector. In order
to examine the relationship between the initial conditions in terms of employment
share and the direction of the imapct of industrialization in terms of employment,
let us define the following function:

~ (1—Sr)+orSr Su=2,-2 (10)
(1-Sr)or
where, Z, = ( (1=S8r)+orSr
).
To examine the sign of S in (10), we draw the following figures. Figure (1) shows
that Z, is always larger than Z, (Z, < Z,) for whatever the value of Sr is, when
Su is large enough (1 > Su > 1/4). This assumption implies that the increase in em-
ployment opportunities in the urban manufacturing sector (due to industrializa-
tion) can always reduce urban unemployment in such an economy with an already
larger employment share in the urban manufacturing sector (1> Su > 1/4). On the
other hand, when the share of employment in the urban protected sector is not
yet large enough (1/4> Su>0), for a wider range of Sr, Z,> Z,. In other words,
industrialization or employment expansion in the urban manufacturing sector may
result in the increase of urban unemployment.

), Z, = Su/Sr, and S = the fourth term in equation

Figure 1. The case of or=1.

Z, Z, 4

> Sr
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Figures 2 and 3 show the cases of 1> or >0 and or>1 respectively. In these
figures, Z,’ is drawn for a larger Su while Z,” is depicted for a smaller Su. A
is a point where Z, is tangent to Z, and S=0. Then, Su can be defined as a point
corresponding to A and the conclusion drawn from these figures is the same as
that from Figure 1. In the case of a large employment share in the urban manufac-
turing sector (Su> Su), the impact of the increase of employment opportunities in
the urban manufacturing sector on urban unemployment is always negative. On
the other hand, in an economy with a small employment share (Su <Su), the
impact is positive (increase in urban unemployment).

These analyses lead us to the general conclusion that the expansion of urban
employment by industrialization may result in the increase of urban unemploy-
ment in an economy with a rather narrow urban industrial base (in terms of em-
ployment share), while in an economy with a rather wide industrial/l\)ase, it may
result in urban employment through either capital accumulation (Ku>0) in the
urban sector or a favorable change of the urban product in terms of trade (ﬁ >0).
It can be asserted, therefore, that under our type of domestic distortion the uni-
form application of the export-led industrialization strategy to all the developing
countries regardless of their initial conditions would not be effective in reducing
urban unemployment in particular.

(2) Industrialization under the Optimum Intervention Policy

Since there is a discrepancy in the marginal productivity of labor between the
rural and the urban sector, free trade is not the optimum policy. The free trade
equilibrium of the open Harris-Todaro model under the assumption of a small

Figure 4. Free Trade Equilibrium*
Xr A
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*Po: Production Point
Co: Consumption Point
P : International price
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Figure 5. Equilibrium under Optimum Intervention Policy

(A) Employment Equilibrium*
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*B=the uniform wage subsidy.

(B) Trade Equilibrium**
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country is shown in Figure 4. In this figure, P is assumed to be an international
relative price. Po is an equilibrium point of production while Co is a consumption
point. Therefore, the urban product is assumed to be exported while the rural
product is assumed to be imported. Uo is the level of social welfare in equilibri-
um. The figure shows that our equilibrium is not the optimum point since the
prdductlon point, Po, is located within the production frontier, AA.

Bhagwati and Sriniwasan [6] suggested that the optimum intervention policy
under such circumstances is to allocate a uniform wage subsidy to both sectors.
The equilibrium employment in the rural and the urban sectors, (2) and (3), can
be rewritten under this intervention policy, as follows:

AXr/dLr = W-B 2

P3Xu/dLu = W-B (3"
The equilibrium of the model under the optimum intervention policy is shown in
Figure 5. In Figure 5-A the employment equilibrium is indicated while the trade
equilibrium is drawn in figure 5-B.

Figure 5-A shows that full employment is reached by allocating the uniform
wage subsidy to both sectors. At point A is Figure 5-A, the marginal productivity
of labor is equalized in the rural and the urban sectors. The production point,
P, is, therefore, located on the produciton frontier, A4 in Figure 5-B.

Now, let us analyse, by using the comparative static method, the dynamic
property of this equilibrium under the optimum intervention policy. By totally
differentiating (2’) and (3’), and rewriting these, we can derive the following
equatlons

Lr = Kr + (or/(1-mpg)) - (mp- B-W) (11)
Lu = Ku + (ou/(1-mpg))-(my-B-W) + ou- P (12)
wh/gre
= dB/B, mz = B/W, 1>mz>0 because (W-B) should be positive. Since
(W-B) should be always positive, the subsidy results in the increase of employ-
ment in both sectors (because (or/(1-m,)) and (cu(1-m,)) are positive.)

It should be emphasized, however, that an increase in employment in both sec-
tors can be realized only by the reductlon of the marginal productivity of labor
in both sectors when B is so high that B> W/mB Obviously, this process will
not continue in the long-run because a point may be eventually reached where the
marginal productivity of labor becomes negatlve If the urban minimum wage (W)
is raised fast enough (for example, W> mg* B) the increase of employment op-
portunities in both sectors would be reduced by this factor even though the uni-
form wage subsidy, B, is increasing.

Let us totally differentiate equation (5) by putting U at zero. Then, by using
(11) and (12), and rewriting these, we can obtain the following function:

= (- -B—-W) + ou'P} +

Sr { Kr

‘B-W) ) (13)

By solving (13) by B we can obtaln the following function which indicates the
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_— L~ Ean S N -~
required level of B to sustain full employment when L, Ku, Kr, W, P are ex-
ogenously given. Furthermore,

=S (l—mB) ./\ .A
B = U (=59 ourSrony ) LT W/ms) W
(1=mp) . . =~ o
{ my((1 = Sr)-ou + Sror) J-{(1=SnNKu+Sr-Kr+(1—Sr)-ou-P},
14)
where,
. (1=mp)>0, my>0, (1=51)>0, Sr>0, ou>0, or>0.

W must be larger than my- B if the marginal product1v1ty of labor rises in the
process of economic growth. By inserting this function (W> mg B) into equation
(14), we can obtain the following equation:

(1—my)
{ mB{(l—Sr)ou+Sr or}
{L—[(I—Sr) Ku+Sr Kr+ou- (1-Sr)- P<0 (15)
(1 —myp)

Since >0 in (15), we can derive the following equation from

mg(1 — Sryou + Sr+or
(15). . R .
(1-Sr)Ku + Sr-Kr+ ou-(1-5n-P>T (16)

It is obvious from (16) that economic growth with a rising marginal product1v1—
ty of labor is possible if Ku is high enough under the given level of L (growth
rate of the total labor force). It should be also emphasized here, however that
of trade for the urban product (P> 0) would also contribute to achieving such
an economic growth. In the case of developing countries, the employment share
in the rural sector (Sr) is large enough. It /gould be asserted, therefore, that fast
capital accumulation in the rural sector (Kr is high enough) can be a more effi-
cient strategy to achieve economic growth with a rising marginal productivity of
labor than capital accumulation in the urban sector. In other words, industriali-
zation is not necessarily an efficient strategy within our framework.

Finally we would like to examine the trend of the uniform wage subsidy in the
process of economic growth with full employment achieved by an optimum inter-
vention policy. For the marginal productivity of labor in both 1 sectors to rlse in
the process of economic growth, W must be larger than mj- B (W> mpg* B) as
already pointed out. In addition to this condmon, let us add extra COIldlthl’l B<o.
Of course this condition does not contradict the condition of (W-mB B)>O By
imposing the condition of B<0in equation (14), we can obtain the following
function:

my ( ALZSNOULSIOr o Py (1= SR+ SrEr+ (1 - Sryou-P)
(1=mp)
(17)
Compared with (16), it appears that ((1 Sr)Ku + SrKr + (1-Sr)>ou- P) needs to

be higher if B<0 by { O~ >D0u+Sror
(1—mp)

}+ W than if W> my-B.
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It is possible to achieve economic growth either if Ku is high, Kr is high, or
if both are hlgh There is a process of economic growth led by 1ndustr1ahzat10n
(=ahigh Ku) with the reduction of the level of the uniform wage subsidy (B< 0),
but with the increase of labor productivity in both sectors. It must be emphasized,
however, that industrialization is not the only way to achieve such a growth process.
Under the conditions in prevailing in developing countries (Sr is large enough),
capital accumulation in the rural sector (= a high I?r) can be a more efficient strategy
to adopt.

3. Free Trade and Comparative Advantage under Domestic Distortion

The applicability of the simple Hecksher-Ohlin model of international trade to
developing countries after structural adjustment, seems to be accepted by those
who advocate on export-led or outward-looking strategy of development, as if our
type of domestic distortion did not exist. Therefore, it is stated that a well-
functioning factor market would ensure that a low wage rate in a developing country
with a large labor force would decrease the production cost for relatively labor-
intensive commodities compared with a country with a larger amount of capitals.
For a country with a very large labor force, protection could induce positive produc-
tion levels of more capital-intensive goods that would not be produced under the
free trade system. Hence, quite clearly, with protection it is expected that for a
country with a large labor force, the capital intensity of protected industries would
be higher than that of export and of import-competing industries that would be
able to remain competitive internationally under the free trade system. On the ba-
sis of the reasoning mentioned above, it is usually considered that the decision
to shift from a more protected trade system to a more open trade system would
imply a shift in the commodity composition of output toward more labor-intensive
activities, and this would shift the demand for labor outward.

The reasoning mentioned above essentially depends upon the assumption that
the factor market is functioning well. However, if the factor market is not func-
tioning well, in other words, if there is any distortion in the factor market, the
real comparative advantage would not be revealed under free trade.

Brecher, Helpman, Jones and Magee have developed models of trade under the
assumption that a factor market distortion prevails. It may be a legislated or union-
imposed real wage rate higher than would be consistent with full employment or
it may be similar to a wage constraint applicable to the formal sector in the Harris-
Todaro model.

It has been demonstrated by these studies that, in the presence of these sorts
of rigidities, almost anything can happen. In particular, the ‘“wrong’’ good, i.e.
the good which would be imported under an efficient allocation of resource, might
be exported; the commodity which would be labor-intensive when identical factor
prices would confront producers in both sectors could become capital-intensive
if a sufficiently higher wage prevailed than that in the rest of the economy; the
right commodity might be exported, but with the wrong factor proportions, and
there might be open unemployment.
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There are also important links between the nominal exchange rate and the real
wage rate. It can be argued that, in some countries, a depreciation of the nominal
exchange rate is effective precisely because it lowers the real wage rate, at least
in terms of traded goods. On the other hand, an over-valued exchange rate in a
country with a large labor force may make the real wage sufficiently high to reduce
or wipe out the comparative advantage of labor-intensive industries, and devalua-
tion may be an instrument for lowering the real wage rate.

All these arguments could be applicable to the urban sector in our Harris-Todaro
model. Furthermore, in such a model, it is assumed that there are segregated labor
markets with different levels of real wage. Therefore, even though there is a
homogeneous capital market throughout the economy, revealed comparative ad-
vantage would change, depending upon the rate of return (=rental) on capital.
It could be concluded that, here too, anything could happen. In this sense, the
essential predictions on the effects of export-led industrialization under the free
trade system remain uncertain.

4. Concluding Remarks

Various aspects of export-led or outward-looking industrialization which could
be realized by the implementation of a structural adjustment policy remain to be
elucidated. In this paper, the labor market distortion of the Harris-Todaro type
which is considered to remain even after the implementation of a structural ad-
justment policy, was extensively examined in the context of a dynamic growth
process, hence contributing to the clarification of the effect of export-led indus-
trialization.

It was shown that urban open unemployment could increase if the export-led
industrialization strategy was adopted under the free trade system. Then, it was
argued that industrialization under the optimum intervention policy would lead
to a more efficient process of growth. The decrease in the wage subsidy could lead
to industrialization with full employment. Finally it was shown that the real com-
parative advantage would be revealed only by chance under the free trade system,
suggesting that the implementation of structural adjustment policy would not neces-
sarily lead to export-led industrialization in a developing country as such.

It can be concluded that the success of export-led or outward-looking industri-
alization seems to be dubious in the long-run perspective of resource allocation.

NOTES

1. This type of distortion is associated with the name of Arthur Lewis, Evelet Hagen,
and Harris-Todaro.

2. For example, refer to Anne O. Krueger.

. See, for example: Harry G. Johnson.

4. Please refer to: Jagdish N. Bhagwati and T.N. Srinivasan.

w
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. Harris, J.R. and Todaro, M.

. Regarding this point, refer, for example, to: Berry, A. and Sabot, R.H.

7. Please refer to, for example: Dipak Mazumdar (1973), Dipak Mazumdar (1981), Bin-
swanger, Hans P. and Rosenzweig, M.R., Squire, Lyn.

8. To derive this relationship, we used the assumption that production function, Xu =
Xu (Ku, Lu) is homogeneous of degree one.

9. We derive this relation by assuming that Xr (Kr, Lr) is homogeneous of degree one.

=2
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