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The Economic Council of Canada was established in
1963 by Act of Parliament. The Council is a crown
corporation consisting of 2 Chairman, two Directors and
not more than twenty-five Members appointed by the
Governor in Council.

The Council is an independent advisory body with
broad terms of reference to study, advise and report on a
very wide range of matters relating to Canada’s econom-
ic development. The Council is empowered to conduct
studies and inquiries on its own initiative, or if directed
to do so by the Minister, and to report on these activi-
ties. The Council is required to publish annually a
review of medium- and long-term economic prospects
and problems. In addition it may publish such other
studies and reports as it sees fit.

The Chairman is the Chief Executive Officer of the
Council and has supervision over and direction of the
work and staff of the Council. The expenses of the
Council are paid out of money appropriated by Parlia-
ment for the purpose.

The Council as a corporate body bears final responsi-
bility for the Annual Review, and for certain other
reports which are clearly designated as Council Reports.
The Council also publishes Research Studies, Discus-
sion Papers and Conference Proceedings which are
clearly attributed to individual authors rather than the
Council as a whole. While the Council establishes gener-
al policy regarding such studies, it is the Chairman of
the Council who bears final responsibility for the deci-
sion to publish authored research studies, discussion
papers and conference proceedings under the imprint of
the Council. The Chairman, in reaching a judgment on
the competence and relevance of each author-attributed

! study or paper, is advised by the two Directors. In

addition, for authored Research Studies the Chairman
and the two Directors weigh the views of expert outside
readers who report in confidence on the quality of the
work. Publication of an author-attributed study or paper
signifies that it is deemed a competent treatment worthy
of public consideration, but does not imply endorsement
of conclusions or recommendations by either the Chair-
man or Council members.

Etabli en 1963 par une Loi du Parlement, le Conseil économique
du Canada est une corporation de la Couronne composée d'un
président, de deux directeurs et d’au plus vingt-cing autres membres,
qui sont nommés par le gouverneur en conseil.

Le Conseil est un organisme consultatif indépendant dont le
mandat lui enjoint de faire des études, donner des avis et dresser des
rapports concernant une grande variété de questions rattachées au
développement économique du Canada. Le Conseil est autorisé 3
entreprendre des études et des enquétes, de sa propre initiative ou &
la demande du Ministre, et 4 faire rapport de ses activités. Chaque
année, il doit préparer et faire publier un exposé sur les perspectives
et les problémes économiques 4 long et 4 moyen termes. Il peut aussi
faire publier les études et les rapports dont la publication lui semble
opportune.

Le président est le directeur général du Conseil; il en surveille les
travaux et en dirige le personnel. Les montants requis pour acquitter
les dépenses du Conseil sont prélevés sur les crédits que le Parlement
vote 4 cette fin.

En tant que personne morale, le Conseil assume I'entiére responsa-
bilité des Exposés annuels, ainsi que de certains autres rapports qui
sont clairement désignés comme étant des Rapports du Conseil.
Figurent également au nombre des publications du Conseil, les
Etudes, Documents et Comptes rendus de colloques, qui sont explici-
tement attribués d des auteurs particuliers plutét qu’au Conseil
lui-méme. Celui-ci établit une politique générale touchant ces textes,
mais c’est au président qu'il incombe de prendre la décision finale de
faire publier, sous les auspices du Conseil économique du Canada, les
ouvrages a nom d’auteur tels que les études, documents et rapports
de colloques. Pour se prononcer sur la qualité, I'exactitude et I'objec-
tivité d'une étude ou d'un document attribué i son auteur, le
président est conseillé par les deux directeurs. De plus, dans le cas
des études a nom d’auteur, le président et les deux directeurs
sollicitent I’avis de lecteurs extérieurs spécialisés, qui font un rapport
confidentiel sur la qualité de ces ouvrages. Le fait de publier une
étude ou un document 4 nom d’auteur ne signifie pas que le président
ou les membres du Conseil souscrivent aux conclusions ou recom-
mandations contenues dans I'ouvrage, mais plutét que ’analyse est
jugée d’une qualité suffisante pour étre portée a I’attention du public.
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RESUME

Dans le présent document, qui se divise en deux
parties, les auteurs examinent les rapports possibles entre
l'aide et le développement dans les pays pauvres.

Dans la partie I, rédigée par John Buttrick, les
sujets a8 1'étude sont présentés sous la forme d'un modé&le de
croissance néo-classique reposant sur des hypothéses concur-
rentielles et diverses raisons sont avancées pour expliquer
l'existence et la persistence du "gaspillage", défini comme
la non-réalisation de 1l'optimalité de Pareto. L'auteur pour-
suit son analyse en accordant une attention particuliére aux
diverses barriéres a la mobilité des facteurs, aux rapports
de dépendance entre le développement et la population, le
chdmage et la répartition du revenu. Il se place de ces
points de vue pour traiter du comportement des gouvernements,
de 1'évolution technologique et de 1'éducation.

Dans la partie II, 1'auteur Louis Lefeber, adopte
une approche par laquelle, contrairement & l'analyse néo-
classique, les politiques visant & assurer la justice sociale
ne peuvent étre séparées des décisions distributives et de
l'efficacité économique. Dans un tel cadre, il s'intéresse
particuliérement au r8le de 1l'emploi ou du travail autonome
qui peut assurer un niveau de vie minimal aux groupes &
faible revenu. L'argumentation en faveur d'une augmentation
de la valeur de 1l'emploi & un niveau plus élevé que ne
pourrait le faire la demande de travail sur le marché libre,
et par conséquent le relévement du pouvoir d'achat des
groupes a faible revenu, n'est pas seulement idéologique, ou
fondée sur des valeurs, mais -- encore ici 3 1l'encontre de
l'analyse néo-classique -- elle est également technique. La
raison en est que sans ces groupes, il est impossible de sti-
muler la demande requise en vue d'augmenter l'investissement
dans la production & des fins de consommation intérieure, et
d'assurer 1l'essor é&conomique.

Dans cette perspective, l'auteur analyse ensuite
les effets de l'aide sur le développement. Il met en
lumiére les relations entre l'aide et 1l'épargne intérieure,
les conséquences de l'aide sur la sélection des projets et
la composition de 1l'investissement, et la contribution
possible de 1'aide aux déséquilibres dans la répartition des
ressources entre les secteurs urbains et ruraux. Il analyse
en détail 1'importance du secteur rural, de méme que l'aide
alimentaire et agricole.




ABSTRACT

In two parts, this report explores possible connections between aid
and development in poor countries.

Part One, prepared by John Buttrick, introduces topics by means of a
neoclassical growth model resting on competitive assumptions and considers
various reasons for the existence of and persistence of "waste", defined
as non-achievement of Pareto Optimality. In dealing with topics, particular
attention is given to various barriers to factor mobility, to inter-
connections between development and population, unemployment, and income
distribution. In these connections, behaviour of governments and tech-
nological change are considered and so is education.

Part Two, prepared by Louis Lefeber, uses an approach in which - in
contrast to neoclassical analysis - policies for the attainment of social
justice cannot be separated from allocational decisions and economic effic-
iency. 1In such a framework particular emphasis is placed on the role of
employment or self-employment of a type which can assure minimum acceptable
living standards for the lowest income groups. The argument in favour of
increasing employment over and above the free market demand for labour, and
hence the purchasing power of the lowest income groups,is not only ideological
or value based, but - again in contrast to neoclassical analysis - also
technical. This is because without them the demand needed to motivate
investment for production for domestic consumption, and the impetus for

economic development, cannot be generated.
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The effects of aid on development are then discussed with this frame-
work in the background. Attention is called to the relationship between
aid and domestic savings, the implications of aid on project selection and
the composition of investment, and the possible role of aid in contributing
to distortions in resource allocation between urban and rural sectors. The

importance of the latter along with food aid and aid to agriculture are

discussed in detail.
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PREFACE

What follows is a report directed primarily at the effects of foreign
aid on poor countries. For our own thinking and, we suspect, for the reader
as well, each of us has first set down in summary fashion a frame of
reference for looking at economic growth and development. Only within such
frames of reference may the possible contribution of aid be understood or
evaluated. The role of economic aid is complicated by its use as an in-
strument of foreign policy in both commercial and military aspects. Thus,
unavoidably, aid is a highly charged political instrument in both donor
and recipient nations and its effects should be evaluated with this in mind,
i.e., some of the economic effects of aid are incidental to its foreign
policy objectives.

Aid can enter a recipient country at almost any point and will generally
affect the behaviour of persons and institutions rather like a stone which
when dropped in a pond causes small waves in ever widening circles. Data
from which to measure even first-order effects of aid are usually absent or
defective but the litérature on aid is, nonetheless, filled with guesses
regarding what some of these effects are. Some of these speculations appear
to rest on strange views of the world and seem designed to serve client
interests.

Foreign aid is not a big item in the economy of a country like Canada.
It comes to only one-half of one per cent of Gross National Product and thus,
whether well or ill spent, has no more than a tiny impact on Canadian life.
A small change in the rate of unemployment would have a larger effect.
Nevertheless, we hope our analysis, along with the rest of the Economic

Council's study of international development, can be useful in helping to



improve the manner in which aid funds, inadequate as they may be, are
employed -- that is, the way they are channelled toward poor people in
poor nations, who must be viewed as the relevant population.
To date and on purpose, we have worked independently on problems and
this report may display a lack of coordination for this reason. Reflecting
a philosophical difference in analytical approach, one of us purposely
adopted a more neo-classical approach than the other and so there should be
differences and arguments from which we hope readers will benefit. Part I, .
prepared by John Buttrick, attempts to provide a neoclassical frame of
reference for the analysis of aid and development policy. Part II, prepared

by Louis Lefeber, deals in a somewhat different vein with problems and

policies as they relate to aid, social justice and development planning.
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INTRODUCTION TO PART I

The extremely large differences in (measured) income per capita
across countries cry out for explanation and for policies that will make
poor countries richer. Canadians hope that aid, viewed as additional
resources given to poor countries over a limited period, will set in
motion or accelerate a process of growth that will, in time, alleviate

*
poverty.

The most important fact about poor countries is the gap between
actual and potential output. This gap has two dimensions: (1) Employed
inputs could be combined in different ways to produe a more valuable
total output, although this may require institutional change. (2) Many
available persons, capital objects and natural resources are left partly
or entirely idle although total output would increase if they were
employed.

Enamoured by the powerful hypothesis that human beings act as if tﬁéy are
"prems"f -- purposeful, resourceful, evaluating maximizers -- some economists
suppose that the conditions required for competition are present in poor
countries, albeit in attenuated form, and therefore argue that the gap between
actual and potential output is a temporary phenomenon which could be made to
vanish more rapidly by well-designed govermment action. They are en-

couraged in this belief by reading Adam Smith on mercantilism and Marx on

*
That a long time will be required is clear. Take two countries: one

rich with annual per capita income of $2000; the other poor with annual
per capita income of $200. Suppose that the rich country is growing-

at two per cent annually in terms of per capita.income while the poor
country has a five per cent growth rate. The poor country will overtake
the rich one in 79 years. For the first 48 years, however, the absolute
difference in per capita incomes will increase from the initial $1800

to a maximum of $3094. Indeed, 71 years will pass before this difference
becomes smaller than it was at the start.

t This word seems to have been coined by Karl Brunner "Comment', JLE, Dec 1975, p.838



early stages of capitalism. To clinch the argument, the development of
North America over the last two centuries is cited.

The settlement of North America is, however, less an example of
competition than a special case of foreign aid in which the movement of
already trained people and accompanying capital was bpth massive and
continued over many generations. Aid of comparable magnitude is-not
contemplated now by any rich country or consortium, In addition, in
North America land and natural resources were cheap and kept cheap by
heavily subsidizcd transportation systems and direct handouts by govern-
ment. The indigenous population was driven away from natural resources
or destroyed. Some foreign owners moved to North America; others had
their property expropriated by bankruptcy as well as by political actionm.

Our aim in this Report is to describe what is currently known about
why some countries are so much poorer than others, why some countries
display higher rates of economic growth and more nearly equal income
distributions than do others and, on the basis of this understanding
to describe ways of insuring that Canadian aid is as effective as can be.
To this end, initial attention is concentrated on (a) the gap between
potential and actual performance of economies and (b) the growth of
potential output.

We begin with the second of these and use a simple model of potential

domestic growth.
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A Simple Growth Model

View the economy as if it were a single, large firm that produces
efficiently "national output" by means of two inputs, "labour" and
"capital"”, i.e., Y = f(L,K), with units of measurement suitably chosen.
The third input used by classical economists, "land", is ignored and thus
not treated as a constraint. Assume that this production function 1s
linear and homogenous; let capital be augmented by saving which is taken
to be an exogenously determined, positive fraction (s) of output; let
labour grow at an exogenously determined, positive rate (n); insert
a constant (o) to represent Hicks-neutral, exogenous technological change.

The force of these simple assumptions may be summarized in two
equations: y = af(k,1) and dk/dt = sy - nk = asf(k,1) - nk where y = Y/L
and k = K/L. A diagram will show how the model works. (See the top half
of Figure 1.) If k exceeds k, dk/dt is negative which means that k {is
shrinking in value, and convérsely. dk/dt equals zero when k equals k,
i.e., for given values of s, n, o (and the production function), there
will be a unique value for k. Hence in a potential sense, an economy
may be represented by k. In the bottom half of Figure 1, the production
function is used to transform values of k into values of y and one sees
that k implies ;, i.e., an economy, again in a potential sense, may also
be represented by a unique value for y. Now the derivative or slope of

the production function is the marginal product of capital. Hence, using

See R.M. Solow, "A Contribution to the Theory of Economic Growth", QJE,
Feb 1956 and Growth Theory, Oxford, 1970.
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Euler's theorem, O§ may be di?ided into two parts: Ow and G;, the
marginal product of labour and the marginal product of capital times E,
respectively.

As the reader may demonstrate, the following statements about poten-

tial performance of this simple model economy are correct:
® X and Y will both grow at the rate (n) at which labour grows.

® 1f n increases (decreases)s PgtE k and y will decrease
(increase). What happens to w/y will depend upon the
form of the production function. If this function is

Cobb-Douglas, 6/; will not change. (A Cobb-Douglas pro- o K

duction function has the following form:
Y = oLPk1"P, with 0<b<1.)

® If s or o increases (decreases), both k and y will increase
(decrease). vy will change more, however, when o changes
than when s changes (with both changes having the same
directional effect on k). What happens to w/y depends
upon the form of the production function and again w/y
will not change if this function is Cobb-Douglas.

A Competitive Version

Many economists have been seduced into using this model to discuss
the actual performance of an open economy. The standard way of doing
this is to make the heroic assumption that a real-world economy will
track its potential performance, an assumption that relies on the
stability of competitive equilibrium and Theorem I of welfare economics:
A mythical competitive economy Qould automatically go to k, ;, w and
would then be Pareto optimal (for given values of s, n, and 0). In-

creasing the number of productive factors and commodities does not change



this basic conclusion: both income and capital will, in time, come to
grow at the rate at which the labour force grows -- at least until saving
goes to zero or a shortage of natural resources uncompensated by tech-
nological progress starts reducing output. In brief, these competitive
theorems in either capitalistic or socialistic versions have seemed to
many economists strong enough so that.a persistent gap between actual
and potential performance of an economy is viewed as evidence that
(1) "market failures" (including ;ﬁébﬁse of force and fraud as well as
costly and defective information) must be present,* (2) values of the
exogenous constants s, n, & are changing over time to widen the gap between
actual and potential output at about the same rate as the economy is adjust-
ing to narrow this gap, or (3) the data are false.**

Matters change somewhat if n, the growth rate of the labour force,
is not viewed as an exogenous variable but instead is made to depend
upon output per (standardized) labourer. Then k and y could easily take
on multiple (stable) values. To illustrate, suppose that both birth and
death rates are negatively related to output per worker and that (for
simplicity) the labour force is a constant fraction of population. Pop-
ulation and labour force growth are then found by computing the difference
between birth and death rates plus net immigration. Now let this difference

*kk
be a cubic function of y and hence of k. Figure 2, which should be

F. Bator, "The Anatomy of Market Failure', QJC, Aug. 1958; J. Hirshliefer,
"Private and Social Value of Information", AER, Sept. 1971; G. Akerlof,
"The Market for 'Lemons'", QJE, Aug. 1970.
See Appendix on Errors of Measurement
b See the next section for a plausible justification of a cubic function
and J, Buttrick, "A Note on Professor Solow's Growth Model", QJE, Nov. 1958.




viewed as a replacement of the top half of Figure 1, shows one plausible
possibility. k1 and k3 are both steady state values for k but to move

the economy from one to the other requires surmounting the "hurdle"

represented by (k2 -k Hence it is logically possible that a com-

l)'
petitive economy could get stuck in a low-income trap until such time as
birth or death function changes, technology improves or the saving rate
increases.

Aid may be introducted into a potential (or competitive) growth model
in a straightforward way: as a gift of consumption or investment goods
and services which changes "initial conditions", i.e., let aid be
represented by Ak > 0. Hence, if the current value of k in the recipient
country is less than k, aid will enablé the economy to reach k sooner;
if the economy 1s already at or above k, the effect of aid will be

transitory. Notice that, if an economy has multiple equilibra (see Figure 2),

then aid - if sufficiently large - could push an economy over the "hurdle"

which separates a lower from a higher equilibrium. Aid may be too small to

surmount the hurdle and then it will not bring long~run benefits.

Proponents of aid believe that it will have important indirect effects
on growth. If aid comes in the form of machinerywhich embodies a new
technology or in the form of advisers who know how to combine existing
factors in more productive ways; then aid would increase the value of a.
Further, aid may increase consumption and education and thereby improve the quality

of labour, augment the non-human capital stock and in both ways encourage
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technological improvements. At the same time, aid might indirectly cause
the saving rate to decrease and the rate of population growth to increase
so that, on an overall basis, potential equilibrium output decreased.
0f course, more favourable outcomes are possible. To discover likely
possibilities we need to understand how the economy of a poor country

functions, e.g., why inefficiency is present and why growth is not faster.

Comments on the Model

A competitive version of the model of potential growth is not help-
ful in explaining why the actual performance of an economy remains for
long periods of time far below potential performance. The model suggests
that ''market failures" are the problem but it provideshlittle guidance as
to how these may be overcome nor does it tell how to identify which are
the most important market failures. Nonetheless, as a device for pre-
dicting the direction of responses to changes in variables that enter
an economy exogenously, a competitive model appears to perform reasonably
well. This may be because barriers to factor mobility are most unlikely
to increase as growth occurs. Further, by describing how an automatic
social control mechanism would work, a competitive growth model does pro-
vide a benchmark against which to compare other methods of social control.
Whether this benchmark is useful however, is moot. Theorems I and II of
welfare economics do not assert that competition is either the only or the
best way of achieving Pareto Optimality. Competition as usually defined is,
of course, inapplicable in the case of public goods or increasing returns
to scale. And Hurwicz has recently demonstrated that majority voting

procedures and Pareto Optimaility are incompatible unless individual




*
utility functions have a special and unlikely form.

As a separate matter, a taxonomy of growth may be derived from the
model by noting those ways in which per capita output may be.increased:
(1) narrowing the gap between actual and potential output; (2) moving the
economy from a low capital/labour ratio to a higher value of this ratio;
(3) making larger the steady state value of the capital/labour ratio by:
(a) increasing the saving rate, (b) decreasing the rate of population
growth or (¢) im roving the technology. The adjustments denoted by
(1) and (2) will be automatic under c&mpetitive conditions while changes
in the model's steady-state performance come only from the three items
under (3). These several categories are not, however, independent. In
general, when 'a model contains several exogenous elements it is not safe
to suppose that one of these is independent of others and, of course, a
variable may be labelled exogenous for simplicity when in fact it is not.

This lack of independence is obvious also when one looks at the
items under (3) from a normative point of view. If there is an "optimal"
rate of saving as Ramsey may have believed,** what this rate is must
depend upon the rate of population growth, the current value of the
capital/labour ratio and llkely improvements in the technology.

Especially from a normative viewpoint, a major defect of the model

described above is that it says nothing regarding the personal or family

*
See Appendix on ParetoOptimality and Equity. Useful references are

found in J. Quirk and R. Saposnik, Introduction to General Equilibrium
Theory and Welfare Economics, McGraw-Hill, 1968, Section 4.5 et seq.

and L. Hurwicz, "On the Existence of Allocation Systems', Paper at Econ-
ometric §ociety Meetings, Toronto, 1975.

*%k

F. Ramsey, "A Mathematical Theory of Saving", EJ, Dec 1928,
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distribution of real income or wealth.* Output can be divided between
that which goes to labour and that which goes to capital but this says
nothing about how much (standardized) capital and how much (standardized)
labour each person in the economy owns now, will own in the future or
should own. This is a defect of macro models in which mechanisms for the
inter-generational transfer of abilities and property ownership are treated
as a separable and independent matter. Yet this view must be incorrect.
Real world economies are subject to political control which is related to
the distribution of wealth and the quality of labour, perhaps the rate

of saving . Probably the introduction of new technologies are also
affected by the distribution of income and wealth.

Often economists try to slide around such issues by supposing that,
since the distribution of wealth and income usually changes very little
over rather long periods of time, income distribution may be disregarded
in a first approximation. But what may be a legitimate simplification when
examining one economy over a few decades 1s not legitimate when looking

at the process of development.

Unemployment

In a competitive world the only persons who would be unemployed
except frictionally would be those whose marginal product was less than
the real wage needed for continued existence. In a fully competitive,
anonymous world, anyone who was permanently unemployed would soon vanish

through starvation along with his/her dependents.

A "family" in a poor country will not be the same as one in a rich
country and not only because of differences in the age distribution.
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In most poor countries,lunemployment of labour is large, persistent
and frequently accompanied by underutilization of capital as well. These
phenomena weaken the credibility of the competitive model.* How could "market
failures'" be large enough to explain a persistent unemployment gap between
actual and potential economic performance of, say, 20 per cent? The gap
attributable to monopoly power in the U.S., for example, appears to be less -

*k
than 2 per cent. Yet from the time of Ricardo many economists have tried

>

to preserve the predictive and normative usefulness of competitive models

in the face of unemployment.

Perhaps the earliest explanation of unemployment when there is com-
petition rests on the hypothesis that population and labour force will
grow when the "market wage rate" exceeds the 'natural wage rate', and
conversely. Thus‘unemployment is self-correcting unless the market wage
is somehow prevented from adjusting downward, e.g., because of charity.
As originally stated, the hypothesis is almost non-refutable since the
way to discover whether the natural wage is above or below the market
wage 1s to observe whether the labour force is growing or shrinking.
Nonetheless, this hypothesis still lies behind recent explanations of
persistent unemployment some of which are summarized below.

With rigid barriers to occupational or geographical mobility, new

entrants into a given occupation or region are, by definition, admitted ”

only by birth or, e.g., by majority vote of existing members. These barriers

can keep real wages high in some occupations or regions and force them down

See (ed.) E.O. Edwards, Employment in Developing Nations, Columbia
University Press, 1974.

*
Cf. R. Carson, "On Monopoly Welfare Losses: Comment', AER, Dec 1975
and D.A. Worcester, Jr., Ibid.




-13-

in other occupations or regions.* Discrimination is the reverse side of
the coin of nepotism. It is thus conceivable that members of some occup-
ations will become so plentiful that their marginal productivity will
fall below the wage rate needed for survival, If the wage rate does not
fall they will be unemployed and die off unless other sources of income
are available; i1f the wage rate does fall, they will also die but more
slowly. By assumption, mobility is nil.

Real wages that are rigid downwards in some occupationé or regions
could be procuced by minimum wage legislation, collective labour agree-
ments that are strongly enforced or moral refusal of employers to pay
really low wages. In consequence,visible unemployment appears .in lieu

of lower real wages for employed workers.

In most countries, the extreme lack of mobility and cruelty required
to produce starvation wages in some parts of the economy while higher wages
and excess supply of labour (and the associated rationing of jobs by means,
e.g., of screening) exist elsewhere seems unrealistic. Charity, perhaps
provided by sharing across an extended family, does exist. Ease of entry
into subsistence and small farms and infinitesimal business make downward
wage rigidity or barriers to entry implausible over a whole economy.
Especially is this the case during recent years when geographical movement
of peoples from rural to urban settings has been large and technological

change pervasive. Additional hypotheses are needed.

See K.J. Arrow's two articles, "Higher Education as a Filter', J Pub Econ,
July 1973 and "Racial Discrimination in the Labor Market" in (eds.
0. Ashenfelter and A. Rees) Discrimination in Labor Markets, Princeton 1974.
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To this end, suppose that labour productivity is a function, not
only of the quantity of labour employed and the amount of capital avail-
able, but is also a function of the real wage rate. Poorly paid workers
will be less healthy, less well-motivated and, in consequence, less pro-
ductive than better paid workers. Thus -- if there is unemployment so
that employers could cut wages —-- they may find that a wage cut would be
unprofitable. The situation is like that of a slave plantation in which
the manager must decide both how many slaves to employ and how much to
spend on their consumption needs. The most profitable joint decision may
result in fewer workers being hired than are willing to work at the real
wage rate selected. If this is the case, the excess workers will be un-
employed. Although output would be larger if they were employed; profits
would fall and the wage rate would be reduced. Hence, employers and employed
workers would not favour full-employment policies.*

While plausible, this model leaves unexplained how the unemployed
survive, Presumably private and public charity in various forms
plus occasional jobs and petty business transactions are the answer.
Insistence by government that the unemployed- be hired would eliminate
this sort of unemployment and a modest guaranteed income floor could help
but either method would require a Pareto Non-comparable change and a government
able to persuade (ér disregard the wishes of) employers and employed workers
both of whom would be made worse off. An increase in the capital stock
sufficient to raise the K/L ratio could also eliminate unemployment -

.

unless population growth added to it as the extra capital subtracted from

*
This possibility has been explored by H. Leibenstein, "Theory of

Employment in Backward Economies', JPE, April 1957; J. Stiglitz,
"The Efficiency Wage Hypothesis'", Oxford Economic Papers, July 1976;
and J. Buttrick "El desempleo entre quienes son pobres' in

(ed. M. Urrutia) Empleo y Desempleo En Colombia, CEDE, 1968.
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it. But high rates of return to capital should lead to increases in capital

and in labour productivity and cause absorption of those among the unem-

*
ployed still able to work.

Uncertainty and incomplete information can produce persistent frictional
*%k

unemployment as Harris and Todaro have shown. Suppose there are two occu-

pations or geographical locations, one of which pays much more than the other,

and that limited.mobility does exist. Members of the.lower paid oc-
cupation or area move tbward the higher paid one although only some of
those who move succeed in getting jobs. Those without jobs will be
unemployed until they return to their original places. If a person
contemplating a move knew for sure that he/she would or would not find a
job, this explanation would fail. It would also fail‘if barriers to
entering the higher paid occupation or location vanished and wage rates
were flexible. This explanatioh may be made more credible by supposing
that employers also search and, until they have found suitable employees,
leave jobs vacant. From this explanation, which parallels that of the
corn-hog cycle, one can obtain a persistent rotating corps of unemployed

but not a permanent corps of the same people.

These overlapping explanations of unemployment ﬁay also be applied
to other factors of production, although with some modifications. Labour
has a fixed expected working life and its marginal productivity declines
with unemployment as discouragement and unlearning by not
doing occurs. These characteristics do not apply to machines or natural
resources. Labour differs from other factors also in that most societies

place a positive value on a person even if unemployed or extremely poor.

See also R.S. Eckaus, '"The Factor-Proportions Problem in Underdeveloped
Areas'", AER, Sept. 1955.

T
J.R. Harris and M.P. Todaro, "Migration, Unemployment and Development',

AER, March 1970.
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In the presence of uncertainty, the Harris-Todaro hypothesis helps
to explain the "unemployment" of natural resources, including land.
One option for an owner is to hold the resource in inventory, unmined,
uncut, untilled; another option is to put the resource on the market.
An individual owner will for profit compare the interest rate with the
expected (net) price increase and hold back if the former exceeds the
latter. This is only part of the story, however, since changes in {med)
expected price will affect the sale value of whatever portion of the
resource is not placed on the market. A rise in price and hence in sale
value will induce search for or manufactue of equivalent resources. How
successful such activities will be cannot easily be predicted and this
increases the uncertainty of the expected (net) price.. In short, it is
easy to imagine circumstances that will lead owners to keep natural
resources off (or put them on) the market to the detriment of the rest
of society. Monopoly may in this respect bring decisions that more nearly

match society's long-run interest than would competition, especially

where ownership cannot be established because, e.g., the resource is
fugacious.

These various "explanations'", while consistent with the general
notion of competition, are unsatisfactory in that they are insufficient to
explain the magnitude of the unemployed group found in many underdeveloped
countries, especially when other factors of production are partly idle

at the same time. One way around this difficulty is to invent a special
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sector of the economy into which idle resources are placed. The connec-
tions between this sector and the rest of the economy are weak, rather
like those between an Indian reservation and the rest of Canada. At an
earlier date, Marx invented the reserve army of the unemployed to serve

a similar purpose. Marx associated his reserve army with the development
of capitalism and the virtual absence of this special sector in the
People's Republic of China and several eastern European countries lends
historical weight to his judgment.

In taking this route, however, economists would be forced to assert
that capitalism is incompatible with competition (because competition is
stable and leads to Pareto Optimality, i.e., no unemployment). But then
one has to find "market failures" that come from capitalism and which
create idle resources rather than misallocation of fully employed resources.
Alternatively, one can assert that, in poor countries, it is the absence

of capitalism (and of competition) that causes the unemployment. But

competition is not the only way of achieving Pareto Optimality: Lange-
Lerner socialism or a single, perfectly discriminating monopolist would
serve as well. One needs what Keynes tried for but did not create: a
model of an economy that leads to a less-than-full-employment equilibirum.
One suspects that barriers to mobility enforced by private or state-
sanctioned power is what is needed. These, in turn, appear to require an
unequal wealth distribution and a social structure that isolates some parts

of the population over time from other parts, e.g., a caste system,
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If aid increases the growth rate of the economy, it will of course
reduce the unemployment rate; if ald is used for relief, fewer of the
unemployed and their dependents will be pushed into the category of
"unemployable'. As will be argued subsequently, however, the forms in
which aid is likely to come are such that its employment-increasing ef-

fects are apt to be of a trickle~-down variety.

Population

If population growth exceeds growth of nationd income, per capita
income falls and the possibility that.increases in per capita income will
themselves cause population growth to increase and thus be self defeating
has worried economists for at least 200 years. Indeed, this possibility
has led some policy makers to advocate a '"do nothing" policy towards the
poor who, it has been alleged, will expand to the limits of their food
supply.

If births exceed deaths by more than net emigration, population
growth in any geographical area will be positive,and conversely. By
looking at the determinants of each of these, some understanding is
possible. To some extent the role of children as producers' goods may
be separated from their role as consumers' goods. Thus in a society
with family farms and cottage industry, children can become part of the
labour force at an early age if only as babysitters and are, in any case,
a way of providing for one's old age and insuring against adversity.

Child labour laws and mandatory schooling, publicly provided pensions -
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and social insurance against; e.g., 1llness and unemployment, thus reduce
the desirability of children, as do the greater range of consumer goods
in cities and the relatively higher costs of housing there.

Viewed as consumers' goods, children are not likely to be inferior
goods but tastes towards including them in one's market basket can, of
course, vary with circumstances.* Nuclear families probably enhance the
belief that one is reproduced in the next generation by having children
rather than by sharing in the upbringing of children whose biological
parentage is rot important. At the same time, the nuclear family reduces
the probability that the costs of raising children can be shared with
others, except through political manoeuvres, e.g., mothers' allowances,
public schooling and day care, income fax deductions.

All of this is well known as are the connéctions between number of
children and infant mortality and emigration rates. A family that aims
for three live children when the parents are fifty but expects a mortality
rate of 25% would start with four children; if, in addition, a 25%
emigration rate is expected, the family would start with five children.
Should these rates drop in an wunanticipated manner, the family would end
up with more live children than planned. Similarly, a family forced
from a rural to an urban setting may come with too many children. A
depression, a war or planned geographic migration can cause postponement

of births and a subsequent population bulge that is transmitted to future

See (ed.) R. Ridker, Population and Development, Johns Hopkins Press, 1976.
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generations. And an increase in the extent of the market economy, par-
ticularly the participation rate of females in the out-of-home based
labour force, can increase the apparent cost of rearing children.* An
increase in educational attainment and income has led some investigators
to predict fewer children but of higher "quality", i.e., more expensively
reared. Probahly this guess is correct although for a time parents may
not anticipate changes in themselves and their circumstances correctly.**
In summary, we note that every human group of which we have knowledge
has controlled number of children in some manner (including infanticide
as an extreme). Suppose that this control has been exercised to give
the next generation dt least as good circumstances as are now enjoyed
(measured perhaps by expected real income and Gini coefficient thereof).
Then '"too many children" would be the result of error, although an
optimistic group would have more children than would a pessimistic group
in identical circumstances. Such an hypothesis is too vague fo be useful
but does throw the burden of proof where we believe it should lie: on

those who assert that, unless drastic exogenous action is taken, there

will be too many people in the world. 1In principle, we suppose that the
notion of an "optimal" population size may be defined, e.g., a population

size which is associated with the largest per capita income (with redistri-
bution of income permitted). To give an empirical estimate of what such a

population size may be at a particular time is beyond our wit.

" ‘
If discrimination against women could be reduced, the impact on pop-

ulation growth might be quite large. Not only would the apparent
cost of rearing a child increase because of the higher wages that
would be available to women outside the home but because a wider
range of consumption activities would also become available for her.
In addition, female children would seem relatively more desirable
which should increase the percentage of one and two-child families.

*k
Cf. G. Becker, "An Economic Analysis of Fertility", in Demographic -

and Economic Changes in Developed Countries, Princeton/NBER, 1957;
P.A. Neher, "Peasants, Procreation and Pensions', AER, June 1971.
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From these remarks, it does not follow that population growth will

never hinder development. Return to Figure 2 and recognize

that n, (the difference between birth and death rates) there treated as
a function of y and hence of k, has a time dimension. This is because
birth and death rates are not independent any more than the supply of and
demand for labour (or saving) are independent although, for simplicity, we
sometimes suppose that they are.

To illustrate, start with a society where birth and death rates
have for some vears been equal at 40 per 1000. Then suppose a technol-
ogical change is introduced, perhaps in consequence of aid, which permits

purification of water and elimination of malaria-bearing mosquitoes at
very low cost. The death rate (as a function of per capita income) then shifts

as shown in the top panel of Figure 3. The initial move is from A to B.

Because the timing of the innovation and its consequences are not anti-
cipated, nothing happens immediately to the birth rate. So, reading

from the diagram, population growth rises from zero to 1.57% and the

average age of the population drops. The society and its economy face

a crisis: to prevent per capita income from falling, more must be pro-
duced but this requires a higher rate of investment or an innovation in pro-
duction methods to make use of a lower capital/labour ratio. But a

higher investment rate means either a fall in (measured) consdmption or
foreign gifts or loans. A reduction in consumption is especially dif-
ficult because the extra and unanticipated population consists initially

of young children.
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After a time, we may suppose that the birth rate function will shift
so that zero population growth is again achieved but there is no way of
eliminating the extra people. To dramatize the consequence of these
changes, the relevant portions of two average product functions have been
drawn in the lower panel of Figure 3: one when capital is Ko, the other
when 1t has increased to Kl‘ If capital is fixed at KO( and assuming fbr
simplicity that employment is a fixed percentage of population), then the
"equilibrium" levels of per capita income and population which match
point A in the upper panel are Yy and P1 respectively. After birth and
death rate functions shifted to produce a new intersection at C, equil-

ibrium population increased to P, while per capita income decreased to

2

yl. If the capital stock then grew to K, because of saving or aid,

1
equilibrium population would then become P3. So long as the capital stock
continued to grow, however, per capita would remain above Y1 and population

would continue to grow. The birth-death rate intersection denoted by E is

difficult to reach.

The analysis displayed in Figure 2 above can capture these changes
by making the function labelled "nk" a cubic function of y ( and therefore
of k). The story does not end there. Public health measures will improve
the productivity of the labour force which, if labour is calibrated in
heads rather than in efficiency units, means an upwards swing of the curve
labelled "asf(k,1)". The preseﬁce of more children than anticipated
may also shift preferences away from leisure or, if the technology permits,

increase the work done per hour. At the same time, however, more of the
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resources avallable to the adult members of society will have to be devoted
to child rearing and education rather than food or an increaase in the non-
human capital stock.

Notice also that, looking at Figure 3, exogenous changes in the death
rate and consequent or independent changes in the birth rate may affect the
population growth rate associated with any given level of per capita income.
If an economy's resources and technological improvements are limited, per
capita income will ultimately settle at a value for which births equal deaths.

If there is more than one such value, where per capita income will settle
appears to depend upon an historical accident of where one starts.

Because of _he complex interconnections among births, deaths, saving and the
functioning of the economy, the net effect of aid on population growth is moot.
Almost certainly, public health measures purchased with aid have increased
it as have housing subsidies. However, education and rural-urban migration,
induced by aid have probably reduced population growth. It seems doubtful
whether birth control clinics and gadgets have had much effect.

Migration

In this section, we discuss both domestic and international movements
of people of which the most important is and has:been for many years rural-
urban migration. Nonetheless, to set the stage, we begin with international
migration which we éssume will continue to be tiny fractions of the national
populations of countries losing or gaining members. Thus, if 1% of the
(standardized) labour force leaves a country and takes with it 1% of the
capital stock and each factor has been paid the value of its marginal pro-~
duct and constant returns to scale apply, then the average income of those
remaining in the country will be unaffected by emigration.* In the case of
immigration, a parallel statement may be made. Countries losing and gaining

people are, however, most unlikely to have the same

Cf. J. Bhagwati and K. Hamada, '"Brain Drain, International Integration
of Markets for Professionals and Unemployment', Journal of Developmental
Economics, June 1974 and literature cited; J. Tobin, ''Notes on the
Economic Theory of Expulsion and Expropriation', ibid.




capital/labour ratio, saving rate, production function or rateof labour

force or population growth. Changes in these brought about by immigration
will, however, be small, particularly 1f persons who move soon come to
behave like the majority population in whichever country they find them-
selves. Then, recalling the simple growth model earlier presented, whatever
the initial changes in these ratios and rates may be, each country will
soon revert to the older values for o, s, n, and, therefore also to
k and ;. If the migration is voluntary and not based on false information,
the migrants will of course gain even though initially exploited or faced
with discrimination.

To go beyond this neoclassical, benchmark analysis, the migration
must be selective, accompanied by expropriation of capital, or large enough
to disturb conéiderably the value of k or k in the country gaining
(or losing) people. If relatively large, migration may also affect the
constituencies of politicians, the location in society's peckiﬁg order of the

pivotal voter or trigger enthnocentric behaviour. Of course migration is apt

to be selective, i.e., migrants will not be a random draw from the pop-
ulation of the country losing people. Nor are they likely to be spread
evenly over the geography of the country gaining people. Special problems
and benefits, albeit mostly short run, may thereby be created. Transplanted
entrepreneurs and professionals may sometimes bring innovations to the
country of immigration that increase national incomes by more than they
receive. And vacancies left after expulsion of a minority or even by 'brain
drain" may weaken barriers to occupational and social mobility. The incomes
.of those remaining may thereby increase, although the reverse possibility

is probably more likely. There is evidence that migrants, if one controls

for social class origin, are superior in many ways to non-migrants, perhaps be-

cause human capital of high value is as cheap to move as is human capital of low

value.
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From a political point of view, short-run and misperceived conse-
quences of migration may be important. Immigrants, especially if there is
unemployment in the receiving country, may cause 'crowding'" and seem to take
jobs from long-time residents (since the jobs created by consumption and
investment expenditures attributable to immigrants are not visible) and political
problems will thereby be created. Political responses to these problems
may reduce national income without helping those segments of the pop-
ulation who are actually damaged by immigration.

Internal mi_ration is like international migration except that,
because governments have much greater difficulty in preventing it and
because cultural differences across the countrymay be small, it will be
larger and more variable. Problems of the sort underlined by Harris and
Todaro are therefore more likely to occur,

To illustrate other possibilities, suppose that, for a given technology and
income distribution, per capita income in a city (or region) is a function of
population size.* If city population is currently less than (greater than) the

maximum of this function, then in-migrants (out-migrants) will be encouraged by the

majority of existing residents. The "prem" hypothesis leads ome to
believe that migration will be from low income (broadly defined) to high
income areas. It is conceivable but would surely be coincidental, however,

for the flow of migrants to produce everywhere optimal-sized populations.

* For example, take a circular city of equal and constant density every-
where. Then assume that travel and crowding costs are related to
population size as are the radius and area of a circle. Finally
write B = aP-bPC, with B being average net benefits, P population size,
C the aforementioned costs and a and b exogenously determined constants.
To find the maximizing value for P, set the first derivative of the
function equal to zero.
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Thus, taking the case of two areas both of which have less than optimal
populations, one could end up with very few people indeed while the other
might still be without enough people to reach optimal population size.
Or, with a total population much too large for the technology, both areas
could end up with too many people. Only if the totgl population divided
by the number of regions equals a maximal per capita income, would

migration by prems lead in time to an optimal outcome.

The analysis just sketched suggests that the residents of a par-
ticular ciiy or region may, to maximize their own incomes, wish to stop
its population growth although potential migrants would gain and overall
national income would increase if this city or region did grow. Notice

also that, if internal migration cannot be prevented, efforts taken by a city to

counteract the deleterious effects of migration can easily be self-defeating,
i.e., the provision of public or publicly-provided goods that are limited to city
residents may increase the optimal size of the city but, at the same
time, will simply attract more migrants. An Alice-in-Wonderland world is
a likely result,

In sum, we view geographic movement of peoples as arising from the
behaviour of prems who seek higher real incomes and upward social
mobility. These movements, like capital mobility, tend to eliminate
economic rent. Thus barriers to occupational or social mobility in one
place can lead to geographical'movements which are an unnecessarily
expensive way of circumventing these barriers. At the same time, bar-
riers to geographical mobility may reserve higher than average possibil-
ities for residents of févoured locations which, however, may be eroded

by commodity and capital movements.
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Aid is likely to increase international flows of people because it
increases the contacts between nationals of different countries and
because of direct subsidies to students from poor countries who study
abroad. Earlier estimates of the benefit of these flows for poor
countries were grossly optimistic, p;rtly because it was assumed that
most students from poor countries would return home and partly because &
it was assumed that strategic considerations of nations and multi-national
corporations would not be 1mportan£. Aid can also be used to encourage
city and regional planning. But, given the state of this art, we are

not sure that substantial net benefits will be generated.

Distribution of Income and Wealth

Classical economists used a model of an economy with three factors
of production (land, labour, capital), three types of factor payments
(rent, wages, profit), and three social classes (landlords, labourers,

capitalists). Hence the question of how income was distributed over

social classes could be answered by discovering what were the prices

of these three factors, how much of each there was and what

caused quantities and prices to change. Then, as an approximation, it
was assumed that land was fixed in amount, that labourers and landlords
never saved but that capitalists did and thereby augmented the stock of
capital -- by the total amount of profits received -- and finally that

labourers increased (decreased) in number whenever the market wage
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exceeded (fell short of) the‘natural wage. The numbers of persons in
landlord and capitalist classes were fixed. Government was small and
ignored for simplicity, as were changes in the distribution of income
within each class.

Since then, this model has been changed in two major respects and
can no longer guide explanations of income distribution: the first major
change was in the identity between factor ownership and social class
membership. A given individual or family is now permitted to own some
of all three factors and to change the composition of its holdings at
will. Hence, the size and definition of each class, total population
size and the rate of saving all now require explanation. To discover
why one family 1s richer than another; one must find out how much labour,
land and capital it owns and whét the prices for each of these factors
are now, are expected to be in the future, how many children it has, who
they marry and how much it is saving. The second change has been in the
role assigned to government which is now permitted in model economies to
tax, subsidize, inflate and offer some goods and services at less than
cost. But what motivates governmeht is still often unspecified.

To go beyond sheer description and ad hoc theorizing, economists
must ignore their traditional academic subject matter boundaries and, to
a limited extent, this is happ?ning. Stiglitz, for example, has demon-
strated that, in a probabilistic sense, the income distribution will go

*
to equality if: (1) each child in a family shares equally in any

J.E. Stiglitz, "Distribution of Income and Wealth Among Individuals",
Econometrica, July 1969.
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inheritance, (2) the probability of marriage is equal over all possible
pairé and (3) genetic characteristics are randomly distributed over all
births. (Parenthetically, notice that if each birth is the result of a
random draw from a single gene pool, intergenerational equality in a
probabilistic sense already exists.) Using a variation of the model
constructed for proof, Blinder has shown that, if values of these paraméters
displayed recently in the U.S. persist, the income distribution of the
U.S. will move halfway to equality from where it now is within 50 years.
Until changes in these parameter values are predictable, however,
Stiglitz-Blinder models give the illusion rather than the substance of
knowledge. For short periods of a few generations, however, naive
versions of these models may yield reasonably good projections although .
the recored of demographers who use similar models does not make one.
optimistic.

Characteristics of the income distributions generated over time by
a Stiglitz-~Blinder model tell one little about distribution at a moment
of time, What the income distribution is now is of greater current
interest than what will be the income distribution in probabilistic terms
even one generation hence. The considerable attention paid over the

years by economists to normative questions regarding the distri-

A.S. Blinder, "A Model of Inherited Wealth", QJE, Nov. 1973,
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bution of wealth and income 1is largely ple-in-the-sky if changes in
distribution can only be achieved indirectly and require many generations
for even small results.

Economists have found no reason to believe that the existing dis-

tribution of wealth or income is equitable. Hence, enamoured of Pareto
Optimality, ways to redistribute income have been sought that do not
impair efficiency. Head taxes and lump-sum transfers have been the
answer, together with recognition that the existing distribution of
wealth is the result of "historical‘;ccident.V At the same time, however,
investigation of decision making by government has led many analysts to
doubt whether government will use these devices or indeed redistribute
directly (or install institutions that will do so) in more than token
amounts.

This somewhat jaundiced view comes from analysis of voting behaviour
and politics. In a country with limited franchise, it will be the rich,
not the poor who vote. In a mass democracy, entry iﬁto the industry of

"politician" is not easy so the alternatives placed before voters will

be restriced by those who control entry, e.g., interest groups that con-

tribute money, experts or votes with which an election may be wdn., Such
groups will not be representative of the interests of the poor. However,
the distribution of votes is less skewed than is the distribution of
wealth which implies that a government elected by majority rule should‘
favour policies that shift the wealth distribution towardg the vote

distribution. Director, building on Hotelling's voting model, thus
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guessed that the middle class would induce government to redistribute
income away from both rich and poor end; of the income distribution
towards the median (assuming a unimodal distribution).* : |

This body of analysis may be summarized by the invention of a
"pivotal voter" who,‘by voting this way or that can determine the out-

*%
come of an election. With full franchise, the pivotal voter would be a

=
bit above the median income; in ;n oligarchy, which may act like a club,
he will be the fepresentative oligarch and thus, in terms of the whole
soclety, be QUite rich.

Notice that the position of the ﬁivotal voter will change if the
franchise is extended or the income distribution shifts towards equality.
This change in location may then reinforce through political‘channels
the precipitating shift in the income distribution. Under growth, however,
the pivotal voter will expect a higher future income and will therefore
probably identify with persons in the society who are now richer than is
he. Hence, as Niskanen has emphasizeé, thé pivotal voter is most unlikely
to choose policies whichfavour the poor (nor, we add, those thét
favour the very rich who can, however, look after themselves - something

* %k
that is harder for the poor to do).

G. Stigler, "Director's Law", J of Law and Econ, April 197Q A. Downs,
Economic Theory of Political Action in a Democracy", JPE,
April 1957, H. Hotelling "Why We Have the Two-Party System",
Amer Jour of Econ and Social., Vol X, 1950.

*%
See D.C. Mueller, "Public Choice: A survey', JEL, June 1976.

%k k
W. Niskanen, Bureaucracy and Representative Government, Aldine 1971.
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An important change over the past seventy-five years has been the
growth of government. Once it was rare for government to take as much as
10 per cent of GNP in taxes; now less than 30 per cent is an oddity. This
change of course has given government much greater control over the
economy's performance and over the distribution of income. In consequence,
political as opposed to market influences are of heighfened importance.

As the only regular supplier of goods and services at prices which do not
cover costs, government hiring and purchase policies and practices can
influence the income distribution. In addition, the benefits of the dif-
ferences between these prices and costs may be distributed differently than
are taxes, probably to the benefit of ihe well to do.*

Although in a general way and as indicated above, government responds
to the wishes of the pivotal voter, the bureaucratic mechanisms through
which these wishes pass can have a separable influence on the income.
distribution. Niskanen argues with force that bureaucracies, except under
special circumstances, are likely to produce more than Pareto optimal output

levels and do so wastefully. Government also protects some industries (including
its own bureaus) from market forces and, in the process, creates jobs at
salaries which bring forth more job seekers than there are jobs. Elimin~

ation of this excess supply is then apt to be done by rationing on an

"objective basis" which often means that educational credentials are used

. *+
as a filter to the disadvantage of the poor.

Niskanen, op.cit.
*k

See Section below on Education.



=3

Through its management of the economy, including special interest
legislation, government also influences the income distribution. For
example, an increase in the rate of unemployment will decrease the share
of income going to those who are marginal to the labour force: new
entrants, persons with relatively little education or who face discrimin-
ation. And an increase in the rate of inflation will impose relative
damage on those net debtors who did not anticipate the inflation correctly. 3
In selecting inflation-unemployment policy, however, government may be
just reflecting tie wishes of the pivotal voter.

Following Arrow and in a general way, one can view government actions,
~ including tax laws, as adding to or subtracting from the incomes that
would otherwise be assoclated with each "position" in the society.* For
those persons who, in the first instance, occupy these.positions, windfall
gains or losses are thereby created. Subseqpently'people
manoeuvre to take advantage of what is available, at least "prems" do so.
But, since people are not all the same, some will be better able to take
advantage of attractive possibilities than others. Social Darwinism will
suggest, for a given environment, what these favoured characteristics will
be. Social Darwinism also suggests who will possess these characteristics
as one generation replaces another: those already in favoured positions

will have easy and relatively cheap ways of giving their children favoured

K.J. Arrow, "A Utilitarian Approach to the Concept of Equality in Public
Expenditures", QJE, August 1971.
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characteristics. Unanticipated social changes of the sort that accompany
war, reévolution, major technological or taste changes or the disappearance
of important natural resources may, by accident, reduce the advantages
that adhere to the children of the relatively well-to-do. If conditions
that might lead to such changes are predicted, then affluent parents can
arrange for different skills than they possess to be transmitted to their

children and sometimes even prevent or postpone a change.

These remarks force attention to be paid to the intergenerational
transmission of wealth, of which the inheritance of non-human capital
(which usually occurs late in life) is probably not very important by
itself. Childhood training, motivation for success and subsequent learning,
inherited social contacts, etc., are probably much more important.

The growth rate of an economy is essential to understanding the inter-
generational transmission of wealth since the rate of growth in the number
of elite positions in a society is positively related to it. 1If the birth
rate of the elitelgroup equalsAor exceeds the rate of economic growth,

elite
there will be few/positions available for children whose parents occupy
lower social positions. And the converse is also true.* Indeed, ideas
of "equal opportunity'" and "one man, one vote" méy have spread widely
only in and from societies where a substantial fraction of elite positions

had to be filled by children of lower social origin over several gener-

ations.

See D.G. Champernowne, "A Model of Income Distribution", EJ, Sept. 1953.
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If economic growth is higher than population growth so that per capita
income rises, then upward social mobility will be accentuated, often
across many social classes, and a significant number of people will find
themselves in positions for which they were not trained. Then, as has
sometimes been the case with immigrants (e.g., overseas Chinese, Huguenots,
Jews), old ways of doing things may be re-examined with technological
progress being a consequence. Formal education and learning-by-doing may
accentuate this process, provided that the conditions necessary for upward
social mobility are present.

Tinbergen has pointed out that, oﬁ the historical record, economic
growth is largely the result of technological change and that it increases
the dispersion of incomes by pushing the economy away from competitive
equilibrium.* "Those who move into higher income positions -- if the data
Tinbergen has collected are accurate -- will probably be persons who have
received relatively large amounts of formal education in consequence of

parental background. Feedback is present in that formal education may

increase the probability that technological change takes place.

Thus, in order that a shift of the income distribution towards equality
will occur, the educational attaimment of the population must grow
more rapidly than does per capita income, i.e., the supply of persons

equipped to occupy high-level positions must exceed the demand for such

J. Tinbergen, Income Distribution, North-Holland, 1975.
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persons and conversely for low-level positions.

In contrast, societies in which each popﬁlation scgment displays
nearly the same growth rate(which is also the rate of economic growtﬁ)
appear, on the historical record, to develop rigid class or even caste
divisions . The idea of equal opportunity dies aborning while  one's .

birth position is accepted as God's Will., There may be historical

evidence that a period of negative growth may set the stage for revolution,

although whether to the Right or to the Left seems difficult to predict.

Economists have not yet been able to define an "equitable" distri-
bution of income either within the s;me or across several generations
except under very special circumstances. In consequence and conser-
vatively, economists have tended to separate questions of efficiency from
questions of equity and have talked mostly about the former. Nonetheless,
the suspicion that people "should be" thought of as identical, in a
probabilistic sense, coupled with evidence that most people are risk
averse, has led many economists qua citizens to believe that existing
income and wealth distributions should be pushed towards.equality -
unless efficiency is thereby damaged or growth rates thereby reduced.
Thus rent has always been expropriatabltt exploitation abhorred and
inheritance, as well as windfall gains or losses; looked upon
askance. In part, these vier rest on the essentially moral position

that benefits should not be separated from costs, e.g., that price should

If government itself employs many of these well-educated citizens, this
shift in income distribution may be slowed down.

- Differences in profits, wages and prices generally are needed prior to
attainment of competitive equilibirum but how large these differences

need be is not known.
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equal marginal cost. To demonstrate that more will be available collec-
tively if benefits are wedded to costs is, however, a weak justification,

unless the collective is a épecial sort of family.

If growth is desired, there are strong susplcions that extremely
unequal distributions of income and wealth, persistent inefficiency and
an absence of social mobility are counterproductive.- If.there are large
indivisibilities or for other reasons inc;easing returns to scale are
present in the production of commoditie; demanded by lower income res- .
idents (or convérsely),then a redistribution of income towards the poor
would increase total output. Further, if productivity is directly re-
lated to the real wages received by low-income wogkers, then redistribution
to these Qorkers will increase output. Nonetheless, one has to be

careful since redistribution of income could adversely affect managerial -

or entrepreneurial incentives’increase non-market activities and might
even reduce the rate of saving. And an incowe guavantee could reduce fear
of unemployment and, if work effort is heightened by fear or turnover

*
increased, output would be reduced.

As is already clear from the above remarks, any simple cause and
effect relation between aid and the distributicon. of income and wealth
does not exist. Indeed aid, unless in the form of cash distributed to
designated people, is most likely to bring some changes that will shift

the distribution towards equality and other changes that will do the reverse,

with the net effect being uncertain. From this, it does not follow that

See W.R. Cline, "Distribution and Development", Jour. Devel, Econ.,
Feb. 1975.
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possible effects of aid on the distribution of income should be neglected.
Suppose, for example, that analysis identifies some groups or institutions
within a recipient country as important in preventing progress or in
redistributing income from poor to rich. Then, assuming different ob-
jectives for aid, it should be designgd to weaken the control exercised
by these groups or institutions. Perhaps alternative, differently
directed institutions are needed. Particularly difficult is a country in
which the government with which aid agreements are negotiated is itself

an institution that perpetuates the status quo.

Government and Aid

An aid program is the result of negotiations between representatives
of donor and recipient countries in which each has a veto. The discussion
above suggests that a poor recipient country will prefer aid
that does not change the country's distribution of wealth or otherwise
create political problems that are beyond the government's power to

control.

A parallel analysis can be made of the politics of aid within a
donor country. By definition, aid takes purchasing power from citizens
and transfers it to foreigners whose expenditure patterns will be dif-
ferent. In consequence, some domestic producers will gain sales and
profits while others will lose. The aid program will be a domestic pol-
itical failure if producers who lose carry more votes than do those
who gain. Further, the pivotal voter in a rich donor nation will not
wish aid to benefit persons in reciplent nations who are already as well

or better off than 1s he. But the pivotal voter in a poor but oligarchic
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country may be just such a person. These possibilities impel bureaucrats
often to clothe the effects of aid in secrecy. Often , however,
this ig impossible: the purchases made with aid monies are simply too
visible. Then it will be politically important to make sure that.aid
does not bring losses to any vested interest group or, if this is im-
possible, that government policy is manipulated so that protection

against loss 1s provided in other ways, not directly related to foreign

aid.*

In short, the form in which aid is provided, as well as the amounts
disbursed, are unavoldably political matters in both donor and recipient
nations and further complications are created by competition among donor
nations for especially 'worthwhile" projects which are locatéd in stra;
tegically important poor countries. Governments of recipient nations,
competing with one another for aid, and recognizing the éorts of political
pressures just mentioned, will include items on their aid shopping lists
which will be attractive to important interests in donor nationms. But
this may not much affect what the recipient government actually does: it
usually can and often does rearrange its budget to use aid in ways not
intended by donor. If this were not going on,-it is difficult to under-
stand how such large fractions of GNP (10-20% is not uncommon) in many
poor countries are aevoted to military expenditures; of course, some
interests in donor nations will be well served by larger military expen-

ditures in recipient nations.

*
See section on Private Foreign Investment.
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If a donor nation respeéted the wishes of the government of a
recipient, poor country and trusted its judgment, aid would be provided
in the form of foreign exchange with no strings attached: a simple
government-to-government gift.* This does not happen and analysis suggests
that it will not happen. Since the two countries will have somewhat
different objectives for aid, an evaluative problem arises: movement
towards objectives not desired by recipient country will be valued
negatively - and similarly for donor country. Aid
valued in terms of donor country prices will be an overestimate from
recipient country's point of view while, from donor point of view, a
portion of aid will be seen as 'bribes'" required to get an aid program
accepted. There appears to be no way 6f resolving these various points
of view and thus discovering a single measure by which to evaluate aid or,
more generally, economic and social change. The discovery of a world-wide
social welfare function would permit unambiguous measurement but the
existence of this function has not been and almost certainly, like God,
cannot be demonstrated.

The most important fact about aid, however, is its size which, frqm
the point of view of donor nations, is small. Taking the major, rich donor
nations as a group, ald comes to less than one-third of one per cent of
their combined GNP. Their combined military expenditures are perhaps

**
20-fold larger. Expenditures in rich countries on candy, tobacco and soft

If some donor nations tie aid, others will be compelled to do likewise
for second-best reasons,

Kk
In the case of Canada, only about six times larger.
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drinks aré about three times larger. Milton Friedman's speculation 1is
probaBly correct that, in place of aid, poor countries would gain more
from removal of tariff and non-tariff barriers to their exports which have
been imposed by rich countries.

One hears the argument that, since aid is frequently misused and
cannot be clearly demonstrated to have increased the rate of economic
growth in recipient countries, there is no reason to make aid larger. A
parallel but much stronger statement, however, may be made about military

expenditures, Nc matter how wasteful economic aid may be, military expen-

%
ditures must be more wasteful.

Taxation and Inflation

Governments need cash for direct investment, transfer payments,
repayment and service of domestically and foreign held debt, as well as
for schools, post office, armed forces, police, roads, ports, etc. A
conscious development policy increases the need for revenue. Hence,
government (all levels combined) must borrow, tax or inflate. Foreign
experts visiting poor countries frequently recommend much heavier use
of taxation, especially taxation of personal inqome and wealth but such

recommendations are made without adequate recognition of the problems of

assessing tax liability and of the costs of collection. Not until well
after World War I did governmentsin rich countries begin to make regular and
substantial use of personal and corporate income taxation and nonetheless

have frequently also used inflation as a source of funds.

Where military service provides upward social mobility for youngsters
from poor families, a contrary assertion is sometimes made.
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A first and obvious problem with taxation is how to tax income from
non-marketed activities which are a large fractim of the economies of
poor countries, e.g., subsistence farming, production in the home, barter
or income from a multitude of very small businesses. Excluding such
incomes from the tax base is, in a poor country, however, both sensible and
equitable by most standards. Efficiency is, however, thereby damaged.* But
then one is left with the incomes of larger companies and rich individuals.
They control the government and thus legislate taxes and tax loopholes at
the same time, Further their activities are difficult to audit, under-
reporting is widespread and bribes of low-paid tax officials difficult to
prevent. Foreign owned or registered firms producing for export and using
imported materials may be able to protect themselves and their foreign
workers from taxation. The sale of government bonds to persons who face
the possibility of taxation is also not easy since a large purchase can be
used as an indicator of the underreporting of past income and, in any event,
the expected after-tax yield on these bonds must be competitive with the rate
of return expected on other possible domestic and foreign investments.

Faced with a choice of increasing the flow of revenue from a defective
tax system or inflation, the choice of inflation may be wise as well as
necessary. Evaluated as if it were a tax, inflation is likely to be fairer,
is anonymous and has virtually no assessment and collection costs. Ex-
cluded from its reach will be the subsistence sector and home or leisure
produced goods and services; included will be marketed goods and services
which bulk large in the expenditure patterns of the well-to~do. Especially in

a poor country, the "optimal" rate of inflation will be well above zero.

*
See appendix to H. Mohring, '"The Peak Load Problem with Increasing

Returns and Pricing Constraints", AER, Sept. 1970.
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'As inflation comes to be anticipated, the heightened uncertainty
associated with inflation and helter-skelter redistributive effects will
decrease. Not that inflation is without problems. Saving will be in
foreign currency, gold and jewelry, kept outside the country or in the form
of things, and this will bias production and increase storage costs., There will
also be adverse effects on the balance of payments which can, however, be
alleviated by a flexible exchange rate. But it is difficult for people
and firms to anticipate changes in the exchange rate just as it is difficult
for them to anti_ ipate correctly the effect of inflation on individual
prices.* So inflation is not a panacea and has frequently been made
more costly than it otherwise would be by rules imposed by international
lending and aid-giving institutions.

Our general conclusions, given the location of the pivotal voter in
the distribution of wealth in poor countries, are: (1) Income taxation
will not be undertaken to an important extent until persons considerably
poorer than the pivotal voter can be taxed, and wealtﬁ taxation will be
still longer in coming. (2) Excise taxes, tariffs, license fees will
unavoidably be used and fall heavily on agriculture, partly because
égriculture 1s usually the largest sector and partly because of a
(doctrinaire) desire to '"balance" the economy by encouraging ipdustrialization.
Royalties on exported natural resources will look like a boon but may be
set far too low as the OPEC nations have recently demonstrated.

(3) 1Inflation will continue to be used but, because of opposition to a

In poor countries, one cannot expect to find well-developed future
markets in foreign exchange and commodities. It is moot whether the
encouragement of speculative activities, one likely consequence of
inflation, is damaging to economic development.
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flexible exchange rate policy (partly associated with debt service
problems), will be accompanied by attempts to license imports, control
foreign exchange and prevent capital flight. Those with political in-
fluence (most of whom are rich) will be able to get around these restric-
tions but a great deal of waste will be generated in the process. Anne
Kreuger has estimated, for example, that foreign exch;nge and other,
similar domestic regulations in India result in about 7% of India's
reported GNP being waste* and perhaps 20% of Colombia's coffee exports are
smuggled out of the country. (4) Attempts to limit government expenditures
will continue to be difficult if the probable beneficiaries fall above the
pivotal voter, which can easily mean that expenditﬁres for police-like
control and surveillance activities ‘are difficult.to control.

(5) There is no reason to suppose that bilateral or international aid

programs will much affect these conclusions.

EDUCATION

A few years ago, impressed'by calculations of ratés of return to
education and encouraged by the high correlation across countries and
over time between per capita income and educational attainment of the
population, many economists argued in favour of education éor development
and donor countries directed aid towards it. The expected benefits have
not appeared aud we should consider possible reascns for this shortfall.

Of course, they may still be there; the gestation period may just be lionger

A. Krueger, '"The Political Economy of the Rent-Seeking Society', AER,
June 1974. India's reported saving rate is only about 77.
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than was expected. Or there could be a "critical mass' problem so that,
with only a bit more expenditure on education, all the expected benefits
would pour forth., While logically conceivable, these possibilities are not
convincing.,

We view education as playing a dual role: (1) As students pass from
grade to grade, some are discouraged by teachers and the school setting and
are screened out; other students are encouraged. In consequence, entrants
into the labour force carry different credentials which may then be used by
employers as indicators of skills, ability and motivation. (2) Students do
recelve information and learn skills in the classroom and from textbooks
and other teaching materials. Schooling, however, is not well designed to
transmit all sorts of information and skills and there may be a poor fit
between what 1s taught in school and what is required at work. An educational
credential can be a defective indicator of competence, although this may not
soon be recognized.

If there are many applicants for a given job, e.g., because there is
substantial unemployment, employers will search for a cheap and simple way of
selecting the most suitable applicants. Educational credentials are available
and may seem better than height, sex, age, skin colour, residential location
or some other easily detected indicator of individual differences. Suppose
educational credentials are used and that, subsequently, learning-by-doing
takes place. Then the employed will have both better credentials and stronger
job-learned skills but the correlation could be spurious. Nonetheless, those
who desire some sorts of jobs will have to obtain the requisite credentials.

To have affluent or educated parents is a clear advantage.
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For these sorts of reasons, the usual computations of rate of return
to education are, in part, examples of false labelling of variables: what
is calied education is really a hodge podge of variables only one of which
is instruction received in school. Indeed, as Arrow has demonstrated,
discovery that persons who remain longer in school earn more does not
necessarily indicate that society benefits. A large private rate of return
to the variable called education may be coupled with a small social rate of

return. Definitional ambiguities and measurement problems prevent one from

discovering what are the "facts'.

Certainly public investment in additional schooling may be socially
valuable and so may bg screenirg by means of educational credentials. It
depends on the alternatives. Suppose at present in some society that
occupation and income are determined by the accident of who one's parents
happen to be. This 1s one method of assigning people to occupations. 1In
comparison, the use of educational credentials for assignment -could be an
improvement in that then some occupational mobility between one generation
aﬁd the next is possible. Further, schools do provide instruction in
subject matter as well as In social graces and discipline. Then, even if
educational screening were identical with screening by the accident of birth,
the society might be‘better managed in that those assigned at birth to
administrative and professional occupations would know more and have been

subjected to academic discipline. Arrow has shown that maximization of that

K.J. Arrow, " Higher Education as a Filter", op.cit.
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portion of the sum of individual utilities which come from what government
provides 1s inconsistent with equality as reasonably defined.*

If schooling is public, and if the historical record indicates that
schooling guarantees better jobs and a lower rate of unemployment, then the
social costs of extra schooling may well be distributed in a way that match
poorly the distribution of benefits. This distributional question cannot,
however, be separated from that of size.** As Tinbergen argued, "overloading"
the job market with highly educated applicants will bring a narrowing of
wage differentials across educational credentials., Governments that are
obliged by political pressures to provide employment for university grad-
uvates may for this reason, as well as to preserve traditional intergenerational
transmission of social position, try to restrict educational budgets. Thus
the social rate of return to education cannot be defined solely in terms of
efficiency and the proper amount of education cannot be found by comparing

private rates of return across different types of investments.

*
K.J. Arrow, "A Utilitarian Approach to the Concept of Equality in Public
Expenditures", QJE, August 1971.

Kk

A box diagram will illustrate issues. Measure the scholastic aptitude

of youngsters horizontally and parental income vertically (rank order

is sufficient). If a country provides only a little formal education,
those who receive it are apt to be drawn from persons coming from the
south-east corner of the box. As an educational system grows, it will
seek students who have unusual academic promise but will be unable to
exclude less well-prepared students whose parents are rich. When the
school system was small, the society was making the error of not educating
students whose academic promise was high and thereby was, in effect,
streaming these students into deadend jobs. Talent was being wasted. A
large school system makes the reverse error of trying to prepare children
whose parents are rich for difficult jobs that they will be unable to
perform well. One should recognize that rich parents do manage to raise
children who have higher scholastic aptitude scores than average.
Aptitude

low high

low

Income ///)559/' S
high R
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In terms of aid, what does all this mean? 1f faster growth and a
shift of the income distribution towards equality are desired and the

educational attainment of the population is currently relatively low, two

principal (net) benefits of more investment in education seem likely:

(1) better management of the economy by persons who are already members
of a traditional elite from which some "trickle down" benefits may come,
although the elite itself may be the main beneficiary; (2) wider literacy
whid could lead, in time, to a movement of the pivotal voter downward in
the overall income distribution and a modest increase in social mobility.
Nonetheless, education investment is probably not a panacea and direct
efforts to reduce unemployment may be more successful in increasing GNP
and widening the distribution of income and wealth. After all, one does
not need to be literate to be an excellent auto mechanic, linotype operator’
or work on an assembly line or farm.

Once a negotiated decision has been reached regarding the amount of
aid to spend én education, important subsidiary decisions are required:
Should foreign teachers be provided or fellowships for overseas training?
Toward which level and type of education should aid be directéd? Clearly
data (and definitions) with which to answer such questions will not be
available in more than sketchy form. In any event, as already suggested,
education will be a highly charged, political matter, closely connected

with the distribution and intergenerational transmission of income and wealth.

Saving and Investment: Data Problems

In national income accounts, (gross) investment is narrowly defined
as new machinery and equipment, new construction and change in inventories,

all measured in market prices. Comparable expenditures by government are
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sometimes added. To obtain net investment, depreciation and destruction
of existing capital goods are then subtracted. Saving must then be
defined so‘that, ex post, it equals investment.

There 1s general recognition that the definitions used in national
income accounts do not match their theoretical counterparts. To show
this, imagine that the capital stock of a country is counted both at the
beginning and at the end of a period. The difference somehow evaluated,
is net investment and should include changes in the stocks of human capital
and natural resources. During the period bracketed by the counts, con-
sumption (including leisure)* and investment take place and their sum i;
defined as income. If relative prices have not changed during the peribd,
then any commodity may be used as numeraire. But usually prices do change.
Thus what commodity bundle should be used as numéraire to evaluate beginning

and ending stocks of capital is a debatable but unavoidable question.

It is sometimes argued that capital gains and losses should be \
excluded from national income because nothing has been "produced" whea
. an existing capital good is sold and national income accounting 1is
purposely blind to changes in the distribution of wealth or income.
We argue that the total value of the stock of capital in a coﬁntry (or

owned by residents of a country) often changes simply because prices

change and in the absence of "production". Thus the formation ofa successful

01l cartel does increase the capital stock of all countries which have

s
But not the undesired "leisure" of the unemployed which reduces the

stock of human capital and enters income (if properly measured) with a
negative price.
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or expect to find oil. At the same time, the real incomes of oil-using
countries fall along with the value of some of their capital stock,
e.g., uninsulated houses and other energy-using facilities. But there

1s no reason to suppose, even on a world basis, that capital gains will

_equal capital losses.

Once the definitions of ' capital and income are broadened to
include net capital gains as theory dictates, the definitions of ex ante

or desiral saving and investment must also be changed.

In theory, the distinction between saving and consumption 1is clear:

insofar as an activity is intended to Bring gratification in some future

period, then some or all of it should be counted as saving. Thus, as is

well known, increases in the stock of gold,durable consumer goods or a decrease
in the incidence of illness 1s at the same time both saving and investment.
Promises by govermment that, e.g., banks will not fail, pensions will be pro-

vided, unemployment will not exceed 4%, or that capital destroyed by acts of God

will be replaced, will increase the value of the stock of capital (inclqding
human capital) and, in this way, will also be both saving and investment.
These and other examples reinforce the view that current accounting def-
initions are poor proxies for what theory dictates.

Individual savers wish to #eep accumulated savings in a safe and
profitable form and place and these form and place decisions have important

consequences for investment. At one extreme, a saver may decide to hold
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savings in gold, a Swiss bank, or in real estate outside the country;

at another extreme, a saver may decide to invest in a family business,
the education of progeny, or gamble on the development of a new domestic
product or process. Given the ease of moving financial capital from place
to place, the saving available to one country or region need not match
very closely the saving reported for the residents tﬂereof nor counted as
"saving" in national or regional accounts. Notice also that conventional
definitions classify as '"residents" (subsidiary) firms whose owners all
may live outside the country and persons who live in the country for more
than a year even though they are known to be leaving and who, in the
meantime, are remitting monies to families and bank accounts overseas.

Our ideal reference group is the citizens and 1an&ed immigrants who
reside in a country. Thus we wish to exclude foreign-owned enclaves from
the economy of a poor country but wish to include financial and other
capital owned by these residents regardless of where located. Unfor-
tunately, data with which to construct national accounts to fit this
definition do not exist. A recent U.S. estimate, however, suggests that
available official income data may be grossly misleading.* Whether saving
as a percentage of income, both defined as we desire, is higher or lower

than currently reported cannot be ascertained.

P. Musgrave reports in "Foreign investment in the National Income Accounts",
Rev. Econ and Stat, February 1977, that, in terms of a variation of the
definition advocated above, the U.S. i1s understating national income by
about 7% which means that some poor countries could be overstating their
incomes by as much as 20%. Remember also that exports and imports may be
fictitiously reported because of over- and under-invoicing designed to
avoid regulations and enlarge after-tax income or move capital to a more
agreeable location.
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Saving

Friedman, after making some of the corrections mentioned above to
reported national income categories, reached the conclusion that the'
hypothesis could not be refuted that desired saving is a constant fraction
of "permanent" income (with the interest rate held constant).* Whether
additional corrections suggested by theory would leave his conclusion
intact is not known. To examine possibilities and in the absence of
suitable data we turn to theoretical formulations:

Start with a "representative" member of society whose preference
ordering may be represented by strictly convex indifference curves which
have the same slope where cut by a ray from the origin and are symmetriéal
around one ray (see Figure 4).** A two-period analysis will suffice since
one can start with the last year (in which there will be zero saving
carried forward) set against the next-to-last year and then work back
to the present, year by year. The solution of this problem for a "prem"
is well-known: Utility is maximized at point A where.the marginal rate of
substitution equals (1 + r), and saving from current income equals (%» = 61).
If point B (which is what consumption would be if all of this year's
income were consumed this year and all of next year's income were consumed

then) happens to fall on the expansion path, which is a straight line

M. Friedman, The Consumption Function, NBER, 1955.

A Cobb-Douglas utility function with exponents of 1/2 on the consumption
argumentswould be a simple version of what is found in Figure 4.
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through A, saving will be zero; if B falls below the expansion path, then
there will be positive net saving and conversely. In this simple model

there 1s no room for a separate "wealth effect'", i.e., initial wealth is

Y, + YZ/(l + r).
Exogenous to this simple model are the interest rate, the pure rate

of time discount and income in both years; one can deduce the effect on

saving of a change 1in any of these. For example, an increase in the

interest rate will boost the saving rate, and conversely, while a lengthening

of the time horizon will rotate counter-clockwise the line of symmetry

and increase the saving rate and conversely. The 45° ray is the line of
symmetry if the pure rate of time discount is zero. If Y2 increases
relative to Yl’ saving out of current income will decrease (and conversely)
while a change in incomes that does not affect their ratio will not affect
the saving rate.

A society that is experiencing growth may come to expect higher future
incomes, a higher interest rate and find time horizons lengthening.
Whether uncertainty will increase or decrease if the growth rate rises is
not clear. Since one of these effects will increase saving while another:
will decrease it, the overally effect of growth on saving is not clear.
Hence, the effect of aid on domestic saving is élso not clear and, as
already mentioned, the data are too poor for reliable empirical estimates.

The rather fruitless analysis and discussion above ignored government.

But government can effect saving not only, for example, by raising the
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interest rate for savers while keeping low the interest rate applicable
to investors but also by putting resources obtained from taxation or
by a deficit directly into saving and investment. If the goverment's
marginal propensity to invest exceeds the population's marginal
propensity to save, the result may be inflationary but will be an in-
creased overall saving rate. Such a policy, however,.is not always easy
to manage because expectation of price increases may be induced and become
self-justifying, unless the interest rate for saving is substantially
raised.* This, in turn, could bring an international capital inflow,
affect the exchange rate and harm exports.

Our general conclusion, necessarily speculative, is that the so-called
"low income trap" (in which poverty means very little éaving which, in
turn, prevents the investment required to raise incomes) is not a con-
straint. Saving in forms and places that make it inaccessible to investors,
however, may be a problem. A trusted, widely supported government should be
able to eliminate this problem but if such a government existed, the problem
would not be there. Aid of course may be used to support and strengthen
a government but, instead of building toward the wide base needed for trust,
an aid-supported government could instead use - - resources for repression.
Economic growth could thereby be achieved and, in time, a more responsive
government might come into being. Or it might not. Since many years may
pass before this happens, one wonders if the candle is possibly worth the

flame.

* o
The presence of unemployed but employable labour should prevent in-

flationary pressure from raising prices.
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Investment

Net investment increases the stock of capital used in production and
is undertaken by profit-seeking entrepreneurs whenever the price of the
investment object is less than the present value of the expected stream of
future net revenue, guitably discountéd for risk. Equivalently, one can
compare internal ratesof return with the interest rate: if the
difference is positive after comversion to certainty equivalent, then
investment will take place. The prices used in these computations should,
for achievement of Pareto Optimality, represent marginal social benefits
and costs but'the prices found in a real world economy may be far different
and not only because fhe distribution of income (and wealth) is suboptimal
or risk p;emium too high. Interferences with competitive outcomes
abound.

All this is well known and various observers have emphasized one or
another "market failure" to explain why investment (and the consequent
capital stock) is not larger. If even one per cent of income had gone
into net investment annually over the past 1000 years, the world would be
far richer than it now is. We believe but cannot demonstrate that invest-
ment in the past was for long periods suboptimal. But bygones are irrel-
evant except as object lessons for the future, at least they are in a
competitive environment. We wish to focus on ways of increasing investment

in poor countries, which include changing the composition of the capital
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stock through gross investment on the one hand and depletion, depreciation
and capital destruction oﬁ the other hand. In this connection, foreign
aid and foreign private investment may play special roles, especially if
ways can be found to reduce the world's military expenditures.

Start with investment by foreigners which may provide net benefits to
a recipilent country as well as to the investors. Using current accounting
definitions, one wishes to compare the value of exports net of depletion
from the enclaves of foreign-owned firms with imports net of those made for
sale to temporar; foreign workers anq net of full depreciation on capital
imported into the enclaves. Net taxes and import duties paid by foreign
companies and workers (which are, in effect, paid with foreign currency)
are also benefits. Domestically produced goods and services sold to an
enclave, if 1ébour or capital are unemployed, will bring high benefits,
in part because similar goods and services have been turned into uaprofitable
exports by foreign-imposed tariffs and quotas. Less tangible'but not less:

important benefits come from learning-by-doing on the part of domestic

labour employed by foreign-controlled concerns. At the same time, fofeign subéidiary
companies can insure against risk in ways not available to small, domestic
concerns and may therefore to some extent replace rather than augment
domestic outpu£ and investment.

One special offset that should be mentioned in connection with foreign
investment is the purchase by a foregm company of an existing domestic

company. The prior owners thus realize capital gains, may expand their
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consumption and invest abroad. A domestic company is thereby moved into the
foreign enclave. Net benefits to the poor country are apt to be small,
especially if the sale price is underreported and taken out of the country.
The presence of the foreigp company probably does increase the fraction of

domestic saving that goes out of the country or into a foreign enclave.
Although. : addressed to foreign investment, the discussion
above has implicitly been about domestic investment as well. Indeed, tax
advantages offered to foreign-owned firms will induce local residents to
establish "foreign firms", a practise that makes the data additionally
misleading. With the accounting procedures we have advocated, however,
capital goods from abroad placed in a foreign enclave would not be treated
as imports but similar goods purchased by a domestic company would be.
These may, in.general, be paid for by a reduction in consumer goods imports,
expansion of exports (including exports to foreign tourists and workers

and firms in a foreign enclave), sale of domestic firms to foreigners,

foreign borrowing or aid,

The poor quality of data on the composition and magnitude of the trade-
balance on current account (net foreign investment) and the corresponding
capital flows force one to rely on theoretical understanding which, un-
fortunately is often unclear. For example, as a logical proposition, capital
imports could but need not lead to immizerizing growth or encouragement of
import substitution by means of tariffs could but need not reduce rural

incomes, or agricultural or raw material exports cpuld be encouraged by
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subsidy or low relative tariffs in importing countries with a parellel
effect. In any case, however, what is actually happening cannot be es-
tablished unambiguously from available data.

In conventional models of international trade under competitive con-
ditions and mobility of capital (but not of labour), every trade and every
movement of capital will increase world income, although not everyonme will
gain. Applying this model to present circumstances in poor countries, one
suspects that those who invest in them where returns to capital are rel-
atively high will gain from trade along with workers in poor countries
whose marginal productivity will be increased by additional capital,
especially if‘it embodies an improved technology (unless dramatically
labour saving). Wages, however, may not rise until unemployment is reduced
by quite a bit.

Barriers to trade or to the movement of capital are installed

to provide government with revenue (and bureaucrats with jobs)

or to bring (or prevent the erosion of) monopoly profits. In so doing

barriers necessarily create inefficiency and thus reduce incomes in exporting -

or importing countries. At the same time, it is argued, these profits

may increase the growth rate by placing savings in the hands of persons

who can easil§ find attractive investment opportunities. A static in-

efficiency of even twenty per cent of GNP will obviously soon be dominated

by even a one percentage point increase in the growth rate. Logical pos-

sibilities are not the same as political realities and evidence that,

on balance, monopoly or monopsony brings higher growth rates is mixed.
Growth on the historical record has mostly béen the result of tech-

nological progress; what is unclear is the nature of the relationship
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(1f any) between monopoly or protection against risk and technological
progress. Net foreign investment by firms from rich countries into their
subsidiaries in poor countries is the principal channel for technological
(and institutional) improvements and not only because such companies own
valuable patents and employ expertsf ‘Because of size, diversity and the
possibility of intra-firm sales, multi-national companies can obtain

investment funds at lower rates, self-insure, and shift products, costs

and profits to reduce taxes and tariffs. They are also better able to
exert or transmit political pressures.

On balance, net foreign investment has probably raised income in
recipient countries but the lion's share of the gains have probably
accrued elsewhere. There are dramatic instances, however, in which poor
country benefits are concentrated in the hands of the local elite and are
dominated by losses imposed on other segments of the population, e.g.,
sale of an exhaustible natural resource for less than its expected present
value.

Aid and ﬁrivate foreign investment, of course, are closely linked.
Consider: (1) Expropriation of the assets of foreign companies would
bring a reduction of aid and aid monies cannot normally be used by a
recipient country to nationalize a foreign company. (2) Projects funded
by aid are sometimes selected because of the positive externalities they

will bring investors and especially foreign investors. (3) Aid seems

Cf. R. Miller, "The Multinational Corporation and the Underdevelopment
of the Third World", in (ed.) C.K. Wilber, The Political Economy of
Development and Underdevelopment, Random House, 1973.
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regularly to be used as a basis for negotiating favourable tax, tariff
and foreign exchange treatment in recipient countries and frequently
brings a subsidy to the company exporting capital goods some of which is
passed on to the importer (which may be part of the same company).
(4) Aid funds may be used to provide insurance against default on private
loans made to firms in recipient countries. (5) Aid monies used to hire
experts or send students and others to rich countries for train-
ing may increase the profitability of foreign investment in poor countries.
Because of these linkages and the faulty data on net foreign
investment mentioned earlier, possibilities for finding evidence regarding
the gains from trade or the net benefits to a poor country from private
foreign investment (or of aid) are remote. The empirical problem is further
compounded by the need to consider the present value of « future debt
repayment created by net foreign investment.* Even if an increase in the

stream of future incomes is established by a particular bundle of imports,

there may be no way of easily extracting foreign exchange from these

future incomes. Future taxes levied mostly on unrelated incomes may be re-

quired and these may have deleterious effects on growth.

Technological Change

The simple growth model presented earlier suggests that technological
change is an effective way of getting a higher equilibrium value of the

capital-labour ratio and hence of per capita income. Investigation of

There are circumstances which, from a donor country's point of view,
make a gift more attractive than a loan.
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the "residual" over the past several decades in some rich countries
provides empirical support for this view: Some estimates attribute more
than three-quarters of the measured increases in per capita income to
technological progress, interpreted broadly enough to include organ-
izational change as well as new and better machines and products.

In earlier sections, possibilities for growth in per capita income
were also found in the difference between actual and potential national
output, in higher rates of saving and investment, and in lower rates of
population growth. While economists have found convenient in model
building an assumption that each of thesg factors is independantly
exogenous, in truth they are not. But what may be their two-way connec-
tedness with one another and with variables traditionally labelled en-
dogenous 1is ﬁot well known. Speculation and ad hoc theorizing are there-
fore unavoidable if one does not wish to stand mute.

We have argued that unemployment and other forms of waste in poor
countries are largely attributable to barriers to factor mobility which
are maintained by those who now occupy favoured social positions in these
countries, e.g., class-preserving educational screening and marriage,
rationing of predit and jobs by parental occupation, social position
and educational credentials. These barriers are weakened by growth of
per capita income, especially if it comes from technological change. The

reason is clear: The profit possibilities brought by technological change
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are not easily predicted and may create loopholes through the existing set
of barriers to social and factor mobility which cannot easily be closed.
Changes in the distribution of income and wealth may then occur which
will bring further possibilities for change.
Emigration could have similar effects but, unless it is the result
of expulsion, those occupying prestigious social positions are unlikely
to be among the migrants. Hence, emigration is unlikely to bring as
much change as does technological progress. Immigration is another matter,

especially if the immigrants are well-educated and accompanied by sub-

stantial capital or contacts useful for trade. Because of their previous

experience, well-educated and well-to-do immigrants may be more likely to

- - -

introduce technological change and avoid existing barriers to social
mobility.

The movement of commodities provides an alternative route for tech-
nological change to be transmitted from one country to another. Not only
may a new process be incorporated into a machine or displayed in a product
but the induced effects on the prices and outputs of complementary and
substitute domestic products may create conditions conducive to innovative
behaviour elsewhere in the economy. And, as has long been recognized,
invasion. of a market by imported goods sets the stage for the production
of import substitutes. That the possibilities for technological change
and higher incomes which can come from import substitution have frequently

been misused to redistribute incomes towards a favoured few does not deny
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the existence of these possibilities.

In historical perspective, some countries seem to welcome technological
c hange while other countries at various times do not. Our speculative
explanation of these differences rests upon the barriers to social and
factor mobility discussed earlier and upon the Hicks-Boulding observations
that monopoly protects against recessionbut makes a lazy life possible;*
Start with production efficiency, a necessary but not sufficient condition
for Pareto Optimality. We speculate that the more closely this is ap-
proached (e.g., the lower is the unemployment rate and the more pronounced
are bottlenecks in production) the weaker will be the barrieré to mobility.
Putting the cart in front of the horse, the experience of noticeable growth
will lead people to guess that they do not need so much protection against
adversity and, in consequence, but with lags, barriers against mobility
may weaken. Certainly increasing unemployment and weak markets will trigger
ethnocentric and protective behaviour which may be reflected in legislation
and nepotism of various sorts, e.g., seniority, tariffs, quotas. And, as
possibilities for mobility and profit become fewer, motivation for search
may be replaced by resignation and repression. The climate for technological
change will worsen.

Misallocagion of fully-employed resources will have comparable but
much weaker effects. Indeed, as Schumpeter argued, large-scale business

firms, which are frequently formed on a monopolistic base, may devote more

J.R. Hicks, "Annual Survey of Economic Theory", Econometrica, 1935;
K.E. Boulding, "In Defense of Monopoly", QJE, August 1945.
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resources to research and innovative experiments than will firms located
in more competigive parts of the economy. And large-scale firms may be
able to self-insure and thus reduce the uncertainty they face. The larger
outputs thus induced may well lead to higher investment and, therefore,
more technological progress. A monopolist who is in a declining market,
however, may be less likely to innovate.

Economists trained by a study of comparative statics, have stressed ’
the difficulty of transmitting technology used in a rich country to a
poor one in which the structure of factor and product prices is quite
different. They stress the wastefulness of using a capital-intensive
technology in a country where labour is relatively cheap. They are alarmed
by 'modernization' broughtby imported machines which replace labour,
especially in construction and agriculture, but are made profitable by
import subsidies on the one hand and by higher than market-clearing wages
enforced by government on the other hand. Clearly they are cérrect as
the People's Republic of China has dramatically demonstrated.

Sometimes an inappropriate technology is imported because of a subsidy
provided by tied aid money -- tied in order to benefit producer in the
donor country initially and subsequently in terms of repair parts and
complementary products. Other times, however, the subsidy comes from the
government of the poor country and is to be viewed as a reward for success-—
ful lobbying by some domestic producers and importers, with the necessary
bureaucratic paraphernalia an unintended, additional item of waste. A

producer, desirous of reducing his labour force in. order to gain greater
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control over land or reduce the possibility of conspiratorial violence by
workers will need and may be able to obtain an import subsidy. The
resulting redistribution of income is not consonant with usual definitions
of development.

Even without direct subsidies, the importation of a labour-saving
technology is implicitly subsidized because the underlying research and
product development have been paid for in the rich country of origin where
formal and on-the-job learning has already also taken place. Research
output is a public good. Because of this, the importation of an in-
appropriate technology can be avoided only by autarckic means,

Autarcky is, however, a second-best solution. Growth rates could be
higher without it and, in principle, the extra resources thus available
could be distributed as desired over the population. Eckaus dealt with
this problem some years ago and found that, as a matter of logic, the
introduction of a modern technology into an economy could bring unemployment.*
In his model, to prevent this outcome, demand for goods and services
must increase to provide jobs for workers displaced by a labour-saving
technology. In the short run, the problem would be easier to solve if
this extra demand was for labour-intensive goods which might, of course,
be exported. Import quotas and tariffs imposed by rich countries make
this outcome difficult to achieve and, domestically, the povefty of the

lower classes militates against it, particularly as this low-demand group

P gg.cit.
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is augmented by the newly unémployed.

From the point of view of development in which the distribution of
income as well as the growth of per capita income are considered, the
transfer of technology from rich to poor countries will not spread its
benefits equally; the poor and illiterate, who may constitute a large
fraction of the population, will benefit in trickle-down ways which will
be slower in coming if education does not expand. If the receiving country
is essentially controlled by an oligarchy and has a very unequal income
distribution, these trickle-down benefits may not reach the poor for a
very long time: a separation between modern and traditional sectors is
likely to develop. Indeed, so pronounced has been this phenomenon that
several two-sector models have been deéigned to fit it.*

Notice that the existence of an economy with modern and traditional
sectors makes domestic "aid" from one to the other a possibility. To

illustrate, return to Figure 2 and suppose that one sector is & k3 while

the other is at kl. In time, the k3—sector may become large enough so
that a transfer of resources from it to the kl-sector would put both sectors
above k2‘ This possibility is, however, politically unlikely. Will the rich
willingly make themselves poorer?

On balance, we find ourselves favouring the spread of modern technology

and blame the anti-development results sometimes noted not on the new technology but on

*
W.A. Lewis, "Economic Development with Unlimited Supplies of Labor",

The Manchester School, May 1954. G. Ranis and J.C.H. Fei,
"Development of the Labor Surplus Economy", Irwin 1964; D. Jorgensen,
"Surplus Agricultural Labour and the Development of a Dual Economy",
Oxford Economics Papers, 1967.
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a prior and entrenched social structure and the barriers to mobility
there found. Thus we favour aid that is designed to transmit newer tech-
nology and hope that it will not be misused. In every country, the im-
portation of a modern technology has been accompanied by the growth of a
middle class (professionals and skilled labour) and the pivotal voter
has, in consequence, shifted to a lower position in the income distri-
bution. Under special circumstances, the planning possible with autarky
could both speed this process and prevent deleterious outcomes for those
at the bottom of the income distribution. But without a prior revolution
(which may require a war of other calamity as precondition), autarky could
be used to ensure that even more of the benefits of modernization were

reserved for those who are already rich.

Toward Policy for Aid

Official aid is about 0.5 per cent of GNP in Canada and less than
this in most other rich countries. Hence the effect of aid on macro
indicators of economic performance in donor countries must be insignifi-
cant. A one percentage point change in the unemployment rate, for
example, will have much more important effects. The question thus arises
why anyone should spend a lot of time and energy in examining and analysing
aid. Perhaps the importance of the subject is exaggerated; but, be that
as it may, we are motivated by a desire to see Canada increase aid and, in
any case, adopt policies that will make more effective whatever level of
aid is selected -- in terms of the "needs" of donor countries. For the

record, the authors define these needs to be higher per capita income




0

coupled with an income floor of not less than half of the median

income. Aid, we believe, should be directed to these desiderata

and therefore evaluated in terms of them. A diagram will illustrate
(see Figure 5). Suppose that the aid-recipient economy is initially

at P. Then only a move into the first quadrant (including its bound-
aries) is an improvement, with the recipient country free to choose
among changes (such as PR or PS) which carry the economy into the first
quadrant. Ideally, once the recipient country has selected a direction
for change and donor nation has chosen an aid total, recipient and donor
countries together will try to maximize the length of the vector.

One immediate problem with these desiderata arises because rural and
urban sectors of a poor, recipient country usually have quite different
distributions of income. Thus migration from the low average, more
nearly equal rural sector to the higher average, more unequal urban
sector will, ceteris paribus, move the economy into the second quadrant.
Technological and institutional changes designed to increase marketable
agricultural output per unit of land often save agricultural labour.
Furthermore, improved public health measures reduce death rates and soon
increase the man-land ratio in rural areas beyond that required for cus-
tomary agricultural practices and institutions. Coupled with higher
average wages in cities, induced by industrialization, rural-urban migration
thus takes place even though unemployment in cities may be quite large,

especially if the subjective probability of getting a job is higher than
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the objective probability. in any event, rural-urban migration will
increase the variance of income and may, for a time, increase the per-
centage of persons with less than half the median income., (Of course, if
no correction ié made for the younger age of migrants and for unrealistic
expectations, some of this will be fictitious.)‘*

Given our objectives, a way around this likely difficulty is the use
of agricultural labour for rural projects: roads, schools, irrigation,
small factories and associated electrification projects, reforestation
where indicated, good wells for drinking water: In general, measures
designed to boost rural incomes without encouraging out—migratiogfj‘Aid
can be earmarked for these sorts of projects and, to prevent re-allocation
of recipient country budgets, monitoriﬁg of rural-urban migration on a
sampling basis could be simple and effective, e.g., take a sample of urban
dwellers and enquire regarding place of residence one year and five years
ago.

A more substantial difficulty for aid comes from its government-to-
government nature. This means two bureaucracies and the creation of a
grab bag that 1s attractive to politically influential individuals and
groups in both countries. Further, these bureaucrats will tend to employ
planning mechanisms §hich provide a focus for political influence) rather
than market mechanisms to allocate aid. The presence of monopoly, exter-

nalities and important indivisibilities, coupled with an undesirable distri-

bution of income (by the above standards) does make planning, in principle,

Cline, op.cit.

*k
See, e.g., A.A. Walters, "A Development Model of Transport', AER,

May 1968,
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a better allocative mechanism ~- but only 1f the planners are competent
and adopt goals that conform with those we have stated above. Otherwise
"planning' can easily produce worse results than would market mechanisms,
especially 1f planning and control arrangements are captured by special,
elite interest groups and then exploited for private gain. In other cir-
cumstances, even a helicopter drop of currency over viilages and poor
urban districts could easily produce better results than usual aid pro-
grammes. Fo~ this reason, a helicopter drop of money provides a useful
benchmark against which to evaluate proposed or actual aid programmes.
Ignoring the utter political impracticability of an actual helicopter
drop, its likely consequences (in terms of Figure 5) would be: (1) An
immediate improvement in the distribution of income which would boost
consumption of commodities bought mostly by poor people, e.g., food staples,
some clothing and probably some medicines. These expenditures would improve
the health and morale of the population, increase the size of the stan-

dardized labour force and, i1f continued for an extended period, would

reduce unemployment insofar as the poverty of job applicants has prevented their

employment. (2) It might be supposed that the rate of investment would decrease

because the poor recipients of the helicopter drop would spend nearly all
they received but a contrary speculation is also plausible. Increasing

the demand for goods purchased by poor people would generate uhexpected
profits and investment. Thus per capita income should increase and in ways

that need not lower the longer run growth rate.
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Planned and well-integrated aid projects could do all that a
helic&pter drop might accomplish and more besides in that existing in-
efficiencies could be removed, future inefficiencies be prevented and,
perhaps more important, modification and adoption of technologies avail-
able elsewhere could be planned and carried forth so as to take advantage
of possible positive externalities. That this may not happen or that
the poor may not share in the net benefits is clear. Further, aid may
be so small that, if "hurdles" to growth exist, no long-run benefits will
be realized.

In order to pay back borrowed monies as well as to gather the re-
sources to purchase foreign-made capital goods, the developing country
must export. Natural resources, particularly exhaustible ones, are fre-
quently attractive exports. Tariff and quota barriers in rich countries
to such imports are less common than for manufactured or heavily pro-
cessed commodities and governments or other owners of these resources in
poor countries may be induced to sell at less than shadow prices. To
expect residents and investors from rich countries not to view and use aid
as a lever to extract better terms when purchasing natural resources and A
as a partial, seemingly moral offset for tariff and quota barriers to
manufactured imports is probably expecting too much. Ideally, the aid
bureaucracy 1n a rich country would, to some extent, put itseif in the
shoes of a poor country citizen and prevent the worst abuses and would
also obtain tariff concessions from its own government for poor countries

on grounds that otherwise repayment of dgbt will be difficult if not
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impossible. In this connection, an effective full-employment policy in

a rich country will weaken pro-tariff, pro-quota sentiment and thus benefit
exporters in poor countries. Fear of inflation is thus to be viewed as

a middle-class fear that operates in part to the detriment of poor people
both domestically and internationally since it is used to "justify"

planned unemployment.

In this same vein, technological change ~-- broadly enough defined to
include orgai.izational change and consequent improvement in resource use
and morale -- is probably the most important way by which poor countries
will improve their circumstances. Nonetheless, rich countries have induced
poor countries to honour international copyright and patent laws to their
disadvantage. One would hope that a rich country's aid bureaucray by
treaty and training programmes would improve access to newer technology
and knowledge. Again, however, this may be too much to hope, except (sadly)
in the case of military and police technology and training. Indeed, in
many poor countries, military and police expenditures are much larger than
are expenditures for economic development. And military and 'public safety'
aid from important donor nations such as the United States or the USSR
are often larger than economic aid.

Rich countries have less unequal income and wealth distributions than
do many poor countries and also have more open social structurés in the
sense of less nepotism and more accessible educational systems. Thus we

do believe that aid can be used to improve the opportunities open to at
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least middle-class residents of poor countries, probably at the expense
of the very rich. As this happens and expansion of the economy takes
place, substantial trickle-down benefits may accrue in time to the poorer
half of the population. We believe that these benefits will be increased
if an entire population is made literate and if the franchise is extended.

Development processes may not be smooth and probaﬁly contain "hurdles"
which may change size as time passes. In the case of a large, poor
country even a consortium of rich countries may be unwilling to put forth
enough aid over enough years to overcome some set of hurdles. For a rich
but relatively small economy like Canada this probably means joining a
United Nations or other consortium and reserving its own direct aid for
pilot projects, the demonstration effects of which may be viewed as a
public good. Demonstration projects are, however, difficult to operate and
evaluate:  migration of peoples and movement of commodities make the results
difficult to untangle.

For pilot purposes, a relatively self-contained community could be
selected whose members have frecuent face-to-face contact with one another
and in which class divisions are not prominent. A commune or cooperative
form may permit a new and presumably profitable technology to spread widely
its benefits while common schooling and recreational experiences may pre-
vent a fracturing of the community and the capture of gains by a minority.
If successful, other communities and donor agencies will copy the format

used. Pilot projects are, however, not a substitute for large-scale aid
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and are not helpful unless, if they were replicated in many places, they
would still be beneficial.

As one member of aid consortia, Canada may be able to prevent economic
aid from permitting increases in military expenditures by poor countries.
Perhaps more important, Canada may be able to help negotiate a reduction
in US-USSR military expenditures and thereby make possible major increases
in the size of aid budgets without reductions in living standards in donor
countries. In this same connection, however, the slack now present in the
economies of rich countries would permit much larger aid budgets with no
important reductions in the production of non-aid goods and services.
Nonetheless, aid budgets are currently declining and governments of rich

countries insist that they cannot afford more aid.
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APPENDIX

Pareto Optimality and Equity

In an attempt to separate "efficiency" from "equity", neo-classical
economists define a Pareto Optimal social state as one such that any
change will lower the utility index of at least one member of the society.
The resulting set of social states is labelled "efficient'". It is hoped
that at least one Pareto Optimal state will also be judged to be "equitable"
however this concept may come to be defined. An optimum optimorum of
social states would (as an article of faith) be b;th efficient and equit-
able and to search first for the (full) set of Pareto Optimal social
states and second for the equitable subset thereof is sensible procedure,
at least until equity is defined.

Some critics of this approach argue that the notion of Pareto
optimality includes too much. They assert that the preference orderings
or equivalent utility functions found in the real world can easily be
such that, whatever may be the existing social state, it will be Pareto
Optimal. These critics could be correct if some members of society have
ﬁtility functions that contain as an argument their own positions in
society's pecking order. Indeed, with extreme altruism, a Pareto Optimum
may not exist.

To avoid this criticism, Pareto Optimality can be defined more

narrowly by substituting for the utility functions that represent society's




.

members, contrary-to-fact utility functions that have as arguments only

the scarce goods and services each person has or expects to have.

Narrowing the set of permitted utility functions in this way widéns . the
number of social states that are efficient but can create difficult em-
pirical problems: For example, with different, atomistic utility functions
there would be different market demand and supply functions but how would

one discover what these would be?

Other critics argue that the intersection of efficient and equitable
sets of social states may well be empty. For them "equity" is defined
as the outcome of an explicit decision process in which each member of
society has a predetermined number of votes, including as a special case
one vote per member and majority rule. Hurwicz has shown that with
majority vote the probability is high that no Pareto Optimal social state
will be equitable. Further, there are game-like situations in which in-
dividuals will be induced to misrepresent their preferences when voting

and, conceivably, even when spending money.

Still other critics -- but them we disregard -- argue that emphasis on
Pareto Optimality will "necessarily" lead economists and policy makers to
advocate and choose Pareto Superior changes ovef Pareto Noncomparable changes.
There is, of course, no logical necessity here. Finally, there are critics
who point to the obvious fact that efficiency and equity can at most provide
short-run guidance to society. Individual preference orderings change in
response to births, deaths, aging, and changes in life circumstances and,

in any case, the same voters may make inconsistent decisions in what are



-80-

identical circumstances. These critics we also ignore on grounds that these
probleﬁs are not uniquely bound to notions of efficiency or equity and, at
the present time, are unavoidable,

The upshot of these remarks is that we will make use of efficiency,
defined as Pareto Optimality, based, however, on utility functions that
contain as arguments only the goods and services each person expects to have.
Equity, we suppose, has many meanings but, in simple cases, can be defined
as "fairness", i.e., if a pie comes as manna from heaven to two persons
chosen at random from a population, fairness usually means equal division. If
it is known that the pie will not or cannot be equally divided, "fairness"
dictates that insurance be provided which, however, only implies that
some compensation will be paid by the winner to the loser;'it does not
imply full compensation (which would mean equal division).

In the real world, hints that come from zero-sum, fair-division games
are not directly applicable while notions of "deservedness' and expectations
of future income appear to be important. Thus, if there is upward social
mobility, a desire for less inequality (and a belief thag existing inequality
is "unfair") seems to be one consequence. And upward social mobility is
traceable to a positive difference between the growth rate of the economy and

the growth rate of the elite and managerial population subgroup. Increases in

per capita income and educational attainment seem frequently to bring a movement
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towards democratic voting procedures which means a lower income position
for tﬁe pivotal voter. 'Director's Law" then tells us that the middle
class (whicﬁ contains the pivotal voter) will use political means to re-
distribute income unto itself from both rich and poor ends 6f the income
distribution (using taxation on the one hand and government expenditures
on the other).

Increasing per capita income may reduce risk aversion or produce
false estimates of the probability of future upward social mobility.
Hence, members of the middle and politically dominant social class may
protect the rich in anticipation of becoming rich themselves.

In short, while an outsider might suppose that a constant per capita
income economy would come to be viewed as a zero-sum game in which
"fairness'" meant equal division, this does not seem to be the case. The
Bettleheim-Kardiner hypothesis that the "oppressed" will come to see
themselves through the eyes of the dominant group and accept their poverty
as "deserved" seems closer to reality.* Hence, while an outsider might
suppose that growth of per capita income and upward social mobility would
make inequality of incomes more bearable, the reverse seems cioser to whaﬁ

happens. .

B. Bettleheim, "Individual and Mass Behavior in Extreme Situations",
reprinted in (eds.) T. Newcomb and E. Hartley, Readings in Social
Psychology, Holt, 1947 and A. Kardiner, The Mark of Oppressionm,
Norton, 1951.
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Errors of Measurement

The simplified growth models discussed earlier rest, in an empirical
sense, upon national income accountingconventions which assign a price to
each input and output of production. In the case of non-marketed goods and
services, including public goods, the missing prices are to be somehow‘imputed
from behaviour. In every country, however, the list of goods and services
that are counted and valued in computations of national income and product is
incomplete. If those omitted were a random and fixed percentage sample of
all, there would be no objections. But this is not the case and, in consequence,
measured growth rates and both intertemporal and international comparisons of
income are incorrect and may be misleading., The principal errors are:*
(1) Important categories of final goods are omitted, e.g., some household
services and leisure-time or volunteer activities.** (2) Some intermediate
goods are treated as final goods, e.g., commuting, public safety. (3) Some
investment goods are treated as entirely consumption whereas this is only
partly the case, e.g., education, appendectomies, furniture. (4) Depletion
of natural resources are set at zero along with externalities both positive
and negative, e.g., fish, o0il, pollution. (5) Public goods and community
purchased goods are valued at the cost of inputs, e.g., national defense,
most bureaucracies, highway services. (6) Capital gains for households are

ignored.

See also W. Nordhams and J. Tobin, '"Measures of Economic Welfare',
reprinted in (eds.) Robert and Nancy Dorfman, Economics of the En-
vironment, 2nd edition, Norton, 1977.

=
The enforced leisure of unemployment should, of course, be given a
negative value.
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Clearly a new set of conventions for national income calculations is
needed, along with much better data. Some of the omissions and errors

mentioned above might be relatively simple to correct e.g., (2) and (3);

others are indeed difficult, e.g., (1), (4) or (5).

A special comment should be made about expenditures for public safety
and national defense which should be treated as intermediate rather than
final goods and which should not be valued at input prices. Over the
past éew decades, expenditures by the governments of many poor
countries on these activitieshave risen sharply and currently are well in
excess of 10 per cent of their reported national incomes. In many cases,
these expenditures have been made possible by donor country grants and
encouraged by subsidized prices. The military establishments thus created
often develop a political ability to claim a larger share oftgei;govern—
ments' non-aid budgets,., These claims and the activities thereby supported
often reduce consumption, non-military investment and thereby also reduce
the growth rate of the non-military GNP. 1In donor countries, military aiqd
grants and the subsidization of prices may reduce the apparent share of
their military establishments in their GNP's.

The errors juét reported infect also estimates of the distribution of
income and wealth because there is a strong tendency to omit those items
which are neglected in national income accounts. Nonetheless, wealth estimates are
better than income estimates since past caﬁital gains are included in wealth
and those public goods and externalities which are tied to geographical
location are capitalized and attached to site or structure?e This is obvious
from the data which invariably show a more unequal distribution of measured
wealth than of measured income although rudimentary theory tells us that

knowledge of the length of life of a capital item and of the interest rate

should permit one to use income or wealth interchangeably.

Public goods are probably worth less to poor than to middle income people. Is
a true public good worth more if more people enjoy it?
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When the economy is opened, other problems arise, particularly if
international comparisons are contemplated. First are the problems of
making sure that, in some sense, the same sorts of goods and services
are counted in each country and that a set of prices is found which can be
used in every country. But neither of these problems is tractable, i.e.,
conventions that command widespread agreement are needed but cannot be
found, and for good reasons. parallel problems arise if intertemporal
comparisons are desired for a single country. Second ié the question of
whether foreign-owned firms should be located where the physical assets are
found or where the owners of these assets reside. In the case of natural
persons who work or travel in a country where they are not citizens, the
national accounting convenéion is that residency changes if the stay is
longer than a year; firms, however, are always located in the country where
the physical assets are located, Scinetimes large errors are
thus created. A foreign-owned oil well in Indonesia, for exémple, is not
really part of the Indonesian economy nor are the foreign nationals employed

there on two or three-year contracts really part of the Indonesian labour
force. More on this later,

Measurement of national income, its components and the distribution of
income and wealth is required for empirical invgstigation of the effects of
aid. So is the measurement of aid itself hut whether measured in terms -
of the prices in donor or recipient nation or in world prices is moot.
This is because an agreed-upon scheme for evaluating the benefits and
costs of aid does not (and perhaps cannot) exist. There are frequent
attempts to bypass problems by estimating effects on national income,
augmented with (1) a contrary-to-fact assumption that both donor and
recipient countries are able to make lump-sum transfers sufficient to

push the benefits and costs of aid upon whichever segment of society
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they might wish and (2) do select among possible patterns of (implicit)
lump-sum payments that one which maxiﬁizes each country's social welfare
function. These attempts to attach welfare connotations to changes in
national income generated by aid are almost as fraudulent as is an
empirically unsupported assumption (often made "for approximation'
ot "Per simpliéity") that aid will have only insignificant effects on the

distributions of income or wealth in donor and recipient countries,

Nonetheless, even though the data are of poor quality, comparisons of
national income for the same country in adjacent years may well give
reasonably accurate indication of the direction and magnitude of change.

It has been argued with forcc.that accurate data needed for solid
empirical studies will never be available and should therefore be bypassed,
i.e., use of grossly defective data may prevent discovery of the facts and
cause bad errors in policy. What might "bypassing the data" mean? If
something called a social welfare function exists and, after insertion
of constraints, has a single, nondegenerative maximum and is twice
differentiable, then a gradient approach will achieve this maximum, i/e. a
series of seemingly local improvements, each of which requires only local
marginal information to detect, would, in time, achieve the maximum. A
centralized approach would probably be faster but, if based on erroneous
or grossly incomplete data, could lead the economy in an incorrect direction.
Even if a social welfare function does not exist, use of a Pareto (partial)
ordering on the one hand and more widesbread distribution of wealth, perhaps
through subsidized public education and decentralized public ownership on

the other hana, could provide a basis for a gradient approach that might
efficiently lead an economy in a desirable direction. A centralized approach

contains the possibility of another and more serious error: implicit use of
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a%social welfare function that embodies only the preferences of those who,
by historical accident, now hold power. And their preferences may be

antithetical to those of the whole population.

To keep national income accounts according to the residence of owners of
factors of prodgction, as we have suggested, would require collection of
information not readily available. Present definitions, however, generate
misleading data. Start with labour which lives in its country of permanent
residence or not and sells its labour to firms which are ' o
located in the same or a different country from their owners. How would
we treat each of the categofies thus created? The labourer selling services
to a firm located in and owned by residents of the country in which the
labourer resides is obviously '"domestic-domestic-domestic". Goods or
services sold by (purchased by) this fitm in other countries are clearly
exports (imports). When one or two of the triplet is "foregn ", problems
arise. The possibilities and one possible treatment follow: (1 - residence

of labour; 2 - location of firm; 3 - residence of owners).

Possibility = , Treatment
1 2 3
(a) foreign, domestic, domestic a domestic firm importing labour with
: sales (purchases) abroad treated as
exports (imports)

(b) foreign, foreign, domestic a domestic firm importing labour, with
purchases (sales) of other commodities
treated as exports (imports) by the
country in which the firm is located

(¢) domestic, foreign, domestic a domestic firm using domestic labour

with sales and purchases of commodities
(other than labour) treated like (b)
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a foreign firm to which labour is exported;
other commodities that it buys (sells)
abroad are imports (exports) by the
country in which the firm is located

(d) domestic, foreign, foreign

a foreign firm to which labour is exported
and which, when it sells in the country
where the firm is located is exporting
and, when it buys, is importing

(e) domestic, domestic, foreign
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