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Chapter IV

LIBERALIZATION, INTEGRATION AND
DISTRIBUTION

A.  Introduction

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

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

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

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

... the new modality under which the econo-
mies are functioning and the new rules of
public policy involve greater income inequali-
ties and more precarious employment
situations than in the past. ... Consequently,
one should not expect significant equity
improvements in these countries as a conse-
quence of stabilization and recovery.  Indeed,
full deployment of policy reforms and associ-
ated adjustment measures ... may still bring a
medium-term increase in income inequality.1

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

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

B.  Trade liberalization and wage inequality

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

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

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

Since the mid-1980s, a large number of de-
veloping countries have undertaken unilateral trade
liberalization measures, including elimination of
non-tariff barriers and sharp reductions of tariffs.
Trade liberalization has gone much further in Latin
America than elsewhere.  Most Latin American
countries which had once erected much greater
barriers to imports than East Asian countries have
recently gone further than the latter in dismantling
such barriers.  In the early 1990s, compared to East
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Asia, the average and maximum tariff rates in six
of the largest countries of Latin America were
smaller by almost one half and two thirds, respec-
tively, and their dispersion was considerably lower.
Non-tariff barriers were quite moderate and on the
whole lower than those in advanced industrial coun-
tries as well as the East Asian NIEs.2

Despite the theoretical prediction of reduced
income inequality, the evidence from this experi-
ence of trade liberalization in Latin America on
earnings differentials points in a different direc-
tion: in almost all countries that resorted to a rapid
trade liberalization following the so-called import-
substitution strategy of industrialization, the gap
between the wages of skilled and unskilled work-
ers has increased.  A number of studies examining
the behaviour of relative wages in various episodes
of trade liberalization in Argentina, Chile, Colom-
bia, Costa Rica, Mexico, and Uruguay find almost
unanimous evidence of rising rather than falling
wage differentials.3  In most countries the wage
gap widened while the real wages of unskilled
workers actually fell and unemployment increased.
Again, the increased skill premium has been asso-
ciated in some cases with increases in the supply
of skilled labour relative to unskilled labour.  There
were certainly other factors operating on wages and
employment during such episodes of trade liber-
alization, including those linked to macroeconomic
adjustment and labour market reforms.  However,
the evidence shows that while these factors may
have also contributed to increased wage inequality
in some countries, it is explained primarily by trade
liberalization.

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

The distance separating the incomes of pro-
fessional and technical personnel from
those of workers in low-productivity sec-
tors increased by between 40 per cent and
60 per cent in 1990-1994.   This was due to
the rapid improvement of the labour  in-
comes of skilled manpower and the
reduction or lack of growth in pay levels
for workers not taking part in the moderni-
zation of production, who account for a
large percentage of total employment.4

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

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

Increased wage dispersion in manufacturing
during the recent period of globalization is also
reported by the ILO, for a sample of 30 countries
in Africa, Asia and Latin America which compares
average real wages over 1975-1979 with those in
1987-1991.  The largest increases in wage disper-
sion were in Chile, Thailand, Brazil, and the United
Republic of Tanzania.  It was found that in about
two thirds of all the countries real average wages
had fallen, and that the fall was correlated with a
rise in wage dispersion.6  The economies in which
wage dispersion diminished include the first-tier
East Asian NIEs, where it was accompanied by
significant increases in labour productivity.  The
only exception to diminishing wage dispersion in
East Asia is Hong Kong.

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

CHANGES IN EARNINGS OF VARIOUS CATEGORIES OF URBAN LABOUR
IN LATIN AMERICAN COUNTRIES IN THE 1990s

(Per cent)

Source: ECLAC, The Equity Gap.  Latin America, the Caribbean and the Social Summit (LC/G.1954 (CONF. 86/3)), Santiago,
Chile, March 1997, table II.5.

Note: Workers in low-productive sectors include wage earners in firms employing up to five persons, own-account workers not
employed in professional or technical occupations, and domestic employees.

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

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

the share of primary commodities plus resource-
based and labour-intensive goods in total exports
fell only slightly, from 89 per cent to 82 per cent,
from 1985 to 1994.  The decline was from 64 per
cent to 58 per cent in Brazil.  The only country
which showed a sizable decline in the share of such
exports was Mexico (from 45 per cent to 23 per
cent), but what appears to be a jump from the lower
skill range to the upper range in fact reflects an
increase in labour-intensive, assembly-type
maquiladora activities associated with FDI.7

In some instances demand for skilled labour
(as measured by educational attainment) has in-
creased relative to that for unskilled labour without
a significant increase in investment to upgrade the
industry and move exports towards technology-
intensive products.  Industries producing low-tech-
nology products have replaced less-educated with
more-educated labour (including managers).  This
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skill-upgrading may have been triggered by trade
liberalization when the industries concerned were
no longer able to compete with imports, and com-
petitiveness could not be restored simply by
lowering the wages of unskilled labour, but it ne-
cessitated taking on more skilled labour.  There is
some evidence that such a skill-biased demand shift
occurred in Mexico during 1987-1993 in the traded-
goods sectors.8

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

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

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

The emergence of low-cost producers of la-
bour-intensive manufactures in Asia has no doubt
changed the parameters in international trade for
other exporters of such products, and its effect
should also have been important for the first-tier
East Asian NIEs, where about half of their exports
consisted of such goods in the mid-1980s.  How-
ever, these countries have been able to respond to
the new competition by restructuring and upgrad-
ing their labour-intensive exports, and by shifting
towards skill-intensive products.9  As noted in TDR
1996, there was a wave of capital goods imports
into the Republic of Korea and Taiwan Province
of China during the 1980s as the economies were
restructured toward more skill-intensive industrial
activities.  This upgrading took place before im-
ports were liberalized in the second half of the
1980s.  The share of  labour-intensive products in
the combined exports of the two economies fell
from over 40 per cent in 1985 to 25 per cent in
1994, while the share of skill- and technology-in-
tensive exports doubled, reaching over 56 per cent
in 1994.  In the Republic of Korea wage differen-
tials narrowed throughout the 1980s, while in
Taiwan Province of China the trend towards wid-
ening wage inequality was reversed in the latter
half of the decade.  In both cases, restructuring
and upgrading were facilitated by increased sup-
plies of skilled labour brought about by appropriate
manpower policies.  In Hong Kong, where wage
inequality increased throughout the 1980s, there
was little upgrading; the share of labour-intensive
and primary exports fell from 60 per cent in 1985
to only 53 per cent in 1994.

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

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

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

� some entire countries (especially in sub-
Saharan Africa) that lack the dynamism
needed to compensate for rising compe-
tition and match the efficiency gains
achieved by their competitors, or the
flexibility to move into other products.10

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

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

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

C.  Integration and distribution between labour and capital

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

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

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

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

SHARE OF WAGES IN MANUFACTURING VALUE ADDED IN 26 DEVELOPING COUNTRIES

(Index numbers, 1975-1980=100)

Source: ILO, World Employment Report, 1996/97 (Geneva: ILO, 1996), table 2.
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general, real wages declined in conditions of stag-
nant or only slow productivity growth.  In
particular, in all the major Latin American coun-
tries shown in the chart (other than Chile)
manufacturing output and employment also fell or
stagnated.  In Chile both productivity and real
wages rose, in the context of expanding output and
employment.  In most East Asian countries, includ-
ing those where the wage share fell  (Malaysia and
Singapore), productivity and real wages both rose
rapidly alongside manufacturing employment and
output.  In South Asia manufacturing employment
generally stagnated, but output, productivity and
real wages rose.  Employment was relatively sta-
ble in Kenya, South Africa and Zimbabwe, while
it rose rapidly in Mauritius.  However, in all these
countries the wage share fell as real wages stag-
nated or declined.11

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

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

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

of countries in Asia and Africa have also been re-
cipients of increased capital flows. Differences
among countries in their policy approach to capi-
tal flows and their macroeconomic effects have
been examined in greater detail in past TDRs as
well as in a number of country studies published
by UNCTAD.12  These studies suggest that the
volatility of capital flows is often closely reflected
in the behaviour of real wages, often causing them
to deviate from their sustainable levels.

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

The experience of Mexico in the 1990s illus-
trates this situation (chart 11).  Real wages in
manufacturing started rising after 1990 as the cur-
rency appreciated.  Urban unemployment remained
relatively stable in the first half of the 1980s even
though manufacturing employment fell.13  Follow-
ing the financial crisis at the end of 1994, real
wages collapsed and urban unemployment rose
sharply.  In 1996, real wages returned to the level
of 1990 while unemployment was significantly
higher.  Argentina went through a similar process,
but in that country, the burden of adjustment fell
entirely on domestic costs, as the nominal exchange
rate remained tied to the dollar.  Consequently,
unemployment rose to unprecedented levels (chart 11).
A similar process of wage-overshooting appears
to be under way in Brazil, where manufacturing
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Chart 11

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

Source: ECLAC, Preliminary Overview of the Economy of Latin America and the Caribbean, 1996 (Santiago, Chile: United Nations
publication, Sales No. E.96.II.G.13), tables A.4 and A.5.

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

urban non-manufacturing sector appear to be low-
quality ones; it has also been suggested that
Brazilian firms have responded to loss of competi-
tiveness by �informalizing their labour force�.14

The crucial question is again the sustainability of
this process.
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As noted above, short-term capital flows may
not exert a significant influence on underlying
trends in investment, employment, productivity and
income distribution as long as they are not allowed
to generate serious instability in exchange rates and
balances of payments.  However, if a �hands-off�
approach is pursued, the resulting increase in the
variability of key prices, including exchange rates,

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

As discussed in the previous chapter, in coun-
tries where much of the labour force is concentrated
in rural areas, the distribution of income is greatly
influenced by agricultural policies.  An area of
government intervention that has attracted particu-
lar attention in this respect in recent years is price
policy.  Excessive taxation of agriculture in Af-
rica, particularly of major export crops through
Marketing Boards (MBs), is considered to be at
the root of the region�s economic ills, not only be-
cause it has created distortions and disincentives,
but also because it has shifted income distribution
against agriculture, where most of the surplus la-
bour and poverty is located.  Agricultural pricing
policy, together with currency overvaluations, has
often been regarded as the key factor in creating
an urban bias in African countries.  Accordingly,
a major area of reform has been the deregulation
of agricultural prices and dismantling of MBs.15

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

vention by government agencies in three countries,
food crop markets have everywhere been liberal-
ized.  For fertilizers, there were formerly subsidized
pricing and marketing controls in 20 countries out
of 25 for which information is available, against
only two by 1992, while five other countries have
continued with subsidies, but under deregulated
markets.  Elsewhere, fertilizer markets have been
either totally liberalized or else subsidies have been
abolished.  In parallel to these reforms, most con-
sumer price controls and food subsidies have also
been removed.16

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

The second set consists of aggregate index
numbers of agricultural prices, on the one hand,
and of manufacturing prices, on the other, whereby

D.  Agricultural price reforms
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Table 40

TERMS OF TRADE OF AGRICULTURE FOR SUB-SAHARAN AFRICA AND THE WORLD,
1973-1995

1979 1985 1995a

Agricultural terms of trade of: (1973=100) (1979=100) (1985=100)

(1) Sub-Saharan Africab 114.0 102.8 130.6

World

(2) Food and beveragesc 86.1 57.8 81.7
(3) Agricultural raw materialsc 77.0 85.6 93.0

Ratio of sub-Saharan to world terms
of trade of agriculture

(1)/(2) Food and beverages 1.32 1.78 1.60
(1)/(3) Agricultural raw materials 1.48 1.20 1.40

Source: UNCTAD secretariat calculations, based on World Bank, World Development Indicators, 1997 (CD Rom).
a Preliminary estimates.
b Unweighted mean of the ratios of the implicit GDP deflators for agriculture to those for manufactures in 13 countries

(Benin, Burkina Faso, Cameroon, Côte d�Ivoire, Ghana, Kenya, Senegal, Zambia; Botswana, Burundi, Gambia, Nigeria
and Sierra Leone).  The deflator for total GDP was used for the five latter countries, where the share of manufactures in
GDP was less than 10 per cent in 1973.

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

the terms of trade for the whole agricultural sec-
tor, including products sold in domestic markets,
can be measured.  These two series are derived as
the sectoral deflators from GDP data in current
and constant prices.  Agricultural prices thus ob-
tained represent prices received by producers.
Movements in the agricultural terms of trade also
reflect changes in the degree of the �squeeze� of
farmers through backward market linkages.  A
comparison of the domestic terms of trade with the
relative prices of agricultural and industrial prod-
ucts in world markets over time could help identify
the origin of these movements and provide some
indication as to the extent to which distortions are
removed. 17

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

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

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

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

Average ratio in:

1974-1979 1980-1985 1986-1994
Country Commodity (1973=100) (1979=100) (1985=100)

Cameroon Cocoa 66.9 168.7 142.9

Côte d�Ivoire Cocoa 88.1 136.4 163.6
Coffee 82.5 115.5 307.1

Egypt Cotton 93.4 149.0 88.6

Ghana Cocoa 84.9 277.1 89.4

Kenya Coffee 101.9 93.9 82.5
Tea 110.0 105.6 83.7

Malawi Tea 89.7 84.1 155.9
Tobacco 91.0 103.8 68.3

Sudan Cotton 109.8 93.8 169.6

United Republic Cotton 106.3 148.1 16.2
of Tanzania Tea 90.2 107.8 46.6

Zimbabwe Tobacco 93.7 104.3 97.5

Average of
nine countries 93.0 129.9 116.2

Source: UNCTAD, Handbook of International Trade and Development Statistics, various issues; FAO data base.
Note: The average ratio is obtained by dividing annual index numbers for producer prices by the annual index numbers for

export unit values (multiplied by 100).  A value above 100 indicates that between the base year and the period in question
the rise in producer prices exceeded, on average,  the rise in border prices, signifying a lower rate of �surplus extraction�
from the producers by the exporting agent (discussed in the text).

tracted large surpluses, particularly during price
booms and after devaluations.  But again, the evi-
dence shows that extended periods of currency
appreciation and depressed world prices have of-
ten been associated with declining rates of surplus
extraction.18  Of the countries included in the ta-
ble, Côte d�Ivoire, Egypt, Malawi and the United
Republic of Tanzania are among those that have
carried out reforms.  Cameroon, Ghana and Kenya,
on the other hand, have continued with centralized
price setting and/or MBs.  In the first group all
except Côte d�Ivoire show a widening of price scis-
sors since the mid-1980s, which suggests that there

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

These results strongly suggest that, contrary
to original expectations, market-based reforms
have not so far had a great impact on farm income
in much of Africa.  A number of other studies also
support this conclusion.  For example, a study on
Egypt before and after the deregulation of agricul-
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tural prices, based on a direct comparison of pro-
ducer prices with input prices for individual crops,
shows that after the price reforms, the price-cost
margins declined for cotton, and widened for maize,
rice and sugar cane.19  Comparing producer prices
with overall price movements, the World Bank has
estimated the average domestic terms of trade for
export crops for 27 SSA countries in two different
periods, 1981-1983 and 1989-1991.  It found that
there had been an improvement in 10 countries.
For countries where centralized price setting has
continued, the terms of trade for export crops rose
by 4.8 per cent between these two periods, whereas
for countries implementing reforms there was a
decline of 18.8 per cent.20

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

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

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

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

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

Deregulation of interest rates was also accom-
panied by a major shift in the financing of budget
deficits from central banks to the private sector.  It
was also argued that the privileged access of gov-
ernments to central bank financing increased
inequality because of its effects on inflation, and
that the introduction of the discipline of private

E.  Debt, finance and distribution
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financial markets in the public sector would in-
crease fiscal responsibility and encourage budget
balance.  Setting monetary growth targets was con-
sidered to be the best way to eliminate price instability.
In the face of continued government deficits, meet-
ing these targets meant that increasing amounts of
debt had to be held on private sector balance sheets.

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

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

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

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

The redistributional effect of government debt
depends on who pays the taxes and who holds the
debt and, hence, receives interest payments.  In
industrial countries where the taxation is progres-
sive and government debtholding is widespread,
particularly in the portfolios of pension and provi-
dent funds, the servicing of government debt
through taxation may not distort income distribu-
tion.  Evidence from the United States suggests that
the redistributional impact of government debt may
even be positive due to the progressiveness of the
tax system and the dispersion of debt ownership.21

However, this does not seem to be generally the
case; for instance, there is evidence to show that
the redistributional impact may have been nega-
tive in the 19th century in Great Britain.22  Although
it is difficult to estimate the precise redistributional
effects of government debt in developing countries
because of lack of information regarding the dis-
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Chart 12

DISTRIBUTION OF VALUE ADDEDa

IN INDUSTRIAL FIRMS IN
TURKEY, 1978-1986

(Percentage of total value added)

Source: Y. Akyüz, �Financial Liberalization in Developing
Countries: Keynes, Kalecki and the Rentier�, in G.
Helleiner, S. Abrahamian, E. Bacha, R. Lawrence and
P. Malan (eds.), Poverty, Prosperity and the World
Economy: Essays in Memory of Sidney Dell (London:
Macmillan Press, 1995).

a Gross value added before taxes.

tribution of debt ownership by different income
groups and institutions, there are strong reasons
to believe that an increased government debt held
primarily by the private sector aggravates inequali-
ties in income distribution.  First, in most
developing countries the taxation system is highly
regressive, both because of widespread evasion of
taxation on non-wage incomes, and also because
of heavy reliance on indirect taxes.  Second, the
ownership of government debt appears to be highly
concentrated.  For instance, in Turkey, where gov-
ernment debt is held primarily by banks, bank
deposits are heavily concentrated in large accounts:
according to one estimate, the Gini coefficient of
bank deposits in Turkey in the 1980s was close to
0.7, and 60 per cent of deposits were held by 11
per cent of deposit holders.23

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

It is generally agreed that inflation is regres-
sive in its effects on income and wealth distribution
because the rise in nominal incomes of the poor
does not keep up with the rise in prices, particu-
larly as regards the urban poor and the lower middle
class.  Moreover, inflation constitutes a tax on
currency holdings, and such holdings amount to a
greater proportion of the incomes of the poor than
the rich as financial liberalization proceeds.  While
a shift from money printing to bond printing may
benefit the poor in the former sense, it will not nec-
essarily do so when the redistributive effects of
government debt are compared and contrasted with
the inflation tax on currency holdings.  Such hold-
ings do not generally amount to more than a few
percentage points of GDP, and tend to decrease
rapidly as inflation accelerates.  Consequently,
when the tax system is highly regressive and gov-
ernment debt ownership is concentrated, income
redistributed from poor taxpayers to rich bondhold-
ers may well exceed the inflation tax that the poor

would have paid under conditions of inflationary
financing.

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

However, mark-ups in trade and industry typi-
cally respond to sustained increases in interest rates
in the same way as they respond to changes in other
costs.  Since, under financial liberalization, inter-
est rates adjust rapidly to changes in the price level,
mark-up pricing implies that the greater interest
burden tends to be shifted onto labour.  There is
indeed evidence from some countries that the re-

Pe
r
c

e
n
t

1978 1980 1982 1984 1986

Interest

Profits

Wages

100

90

80

70

60

50

40

30

20

10

0



148 Trade and Development Report, 1997

distribution of income in favour of rentiers has been
at the expense of labour.  For example, in Turkey,
the hike in interest rates brought about by finan-
cial liberalization in the early 1980s initially
resulted in a tight profit squeeze, but the share of
profits in value added recovered subsequently at
the expense of wages while interest payments con-

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

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

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

F.  Conclusions

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

To avoid this trap it is important to focus
policy more on the issue of capital accumulation
and on management of the relationship between
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capital accumulation and distribution. This issue
is taken up in the subsequent chapters, examining
first the possibility that an unequal distribution of

income or a particular pattern of factor shares can
lead to slower growth, and then considering the
policy implications for sustaining faster growth.
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