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l ~ a ~ n  

Industrial versus Developing Countries 
by Sushila Gosalia, Mannheim 

T he  sub jec t  of inf la t ion is no more  an  in te l lec tua l  
exerc i se  to p rov ide  the  basis  for the  class room 

discussion,  bu t  it has  become  a real is t ic  problem,  
inv i t ing  and  tes t ing  economis t s  and  po l icy-makers  
in  hand l ing  it w i thou t  j eopard i s ing  the  s t eady  g rowth  
in the  economy.  Contro l  of d e m a n d  is most  dec is ive  
in cu r ren t  economic  policies.  Compared  wi th  the  in- 
t e r w a r  per iod,  w h e n  lack of d e m a n d  caused  large-  
scale  unemploymen t ,  W e s t e r n  count r ies  h a v e  af te r  
the  wa r  b e e n  r e m a r k a b l y  successful  in ma in ta in ing  
sus t a ined  economic  g rowth  wi th  few and  smal l  in- 
te r rupt ions .  However ,  new  prob lems  h a v e  come up. 
In a n u m b e r  of W e s t e r n  European  count r ies  as wel l  
as in the  USA the re  h a v e  been  in f la t ionary  t endenc ies  
in r ecen t  years  ma in ly  due  to excess  demand.  

Creeping InflaUon in the Western World 

In the  yea r s  af ter  W o r l d  W a r  II, in f la t ionary  pres-  
sures  s eemed  pa r t  and  parce l  of the  process  of post  
war  recons t ruc t ion ,  There  were  mass ive  backlogs of 
i nves tmen t s  as wel l  as of consumer  needs.  At  the  
same t ime excep t iona l ly  large  cash  re se rves  were  
ava i l ab le  to f inance  the  purchases  of these  goods.  
W i t h o u t  pass ing  j u d g e m e n t  on  the  skill  w i th  which the  
inf la t ionary  p ressu res  of those  yea r s  were  handled,  
one  can  say  tha t  t hey  we re  r ega rded  as  a p rob lem 
of r econs t ruc t ion  and  were  not  cons idered  to b e  of 
p e r m a n e n t  impor tance .  Simi lar ly  the  w a v e  of infla- 
t ion, which fol lowed af te r  the  o u t b r e a k  of the  w a r  in  
Korea, was  not  r ega rded  as a p e r m a n e n t  th rea t  to 
m o n e t a r y  s tabi l i ty .  It was  based  on  an  e x t r a o r d i n a r y  
vo lume  of specu la t ive  purchases  by  bus iness  firms 
and  consumers .  W h e n  the  buy ing  w a v e  subs ided  the  
man i f e s t a t i on  of inf la t ion  appea red  to be over.  In 
1952 a new  pe r iod  of economic  expans ion  began,  in 
which pe r s i s t en t  inf la t ion  was  not  gene ra l ly  ant ic ipa t -  
ed or feared.  One  was conf ident  tha t  the  gove r nmen t s  
could  t h r o u g h  the i r  s t ab i l i sa t ion  pol icy  m a i n t a i n  a 
h igh  l eve l  of e m p l o y m e n t  and  adequa te  economic  
growth.  G o v e r n m e n t s  we re  de t e rmined  to p r e v e n t  a 
r e l apse  of the  condi t ions  of u n e m p l o y m e n t  and  stag- 
na t ion  of the  1930s. 

In the  fo l lowing yea r s  h o w e v e r  r i s ing pr ices  p r o v e d  
to be  a con t inu ing  problem.  On the  whole,  remark-  
able  success  was  ach ieved  in ma in ta in ing  h igh  em- 
p loyment .  The  g rowth  of p roduc t ion  was  v e r y  satis- 
fac tory  in m a n y  countr ies .  But a f te r  a br ief  pause ,  
pr ices  in  mos t  count r ies  s h o w e d  a pe r s i s t en t  t e n d e n c y  

to rise. This t endency  was accompan ied  by  sha rp  im- 
ba lances  in in t e rna t iona l  ba l ance  of p a y m e n t s  and  by  
dis tor t ions  in the  economic  s t ructure ,  which became  
a ser ious obs tac le  to con t inuous  economic  growth.  
In m a n y  quar te rs  of the  economic  wor ld  i t  is be- 
l ieved  tha t  the re  is no ser ious  t h rea t  of inf la t ion  in 
the  mon ths  immedia te ly  ahead  and  tha t  the  dange r  
of r u n a w a y  inf la t ion  can  be  prac t ica l ly  d ismissed for 
the  r easonab le  future.  But the  economic  wor ld  is 
faced wi th  a th rea t  of g radua l  or c reep ing  inf la t ion  
over  the coming years .  This  conc lus ion  is based  on 
the tacit  assumpt ions :  

[ ]  tha t  increase  in p roduc t iv i ty  is not  l ike ly  to be  
much fas ter  in nex t  gene ra t ions  than  in the  years  
fol lowing the wars,  and  

[ ]  tha t  publ ic  policies for res is t ing  inf la t ion will  not  
be more  energe t ic  in the  fu ture  t han  they  h a v e  been  
dur ing  the  pas t  decades  or two. 

But before  examin ing  the  e f fec t iveness  and  success  
of the  pol icy  implicat ions,  we shal l  discuss  the  causes  
tha t  accoun ted  for c reep ing  inf la t ion  dur ing  recent  
years: 

[ ]  Excess d e m a n d  for goods and  services ,  i.e. demarrd 
pull  inf lat ion.  

[ ]  Excess d e m a n d  for Iabour  due to inc reased  effec- 
t ive  demand ,  i.e. cost  pul l  inf lat ion.  

[ ]  Excess nego t i a t ed  wages  as a n  i n d e p e n d e n t  force, 
i.e. "wage drif ts" or  "mark  up"  wages  and  wage  "dif- 
ferent ia ls" .  

[ ]  Monopol i s t ic  prices and  profits,  i.e. "admin i s te red  
pr ices"  or "mark  ups" b y  the  en t rep reneurs .  

The Wage Push Argument 

These  causes  in terac t  wi th  each o the r  and  can se ldom 
be comple te ly  isolated.  Some wr i te rs  h a v e  t a k e n  an  
ex t reme  pos i t ion  in ascr ib ing  full r espons ib i l i ty  to 
some par t i cu la r  cause, but  r ecen t  exper i ence  shows 
tha t  the re  has  b e e n  more  t han  one  cause  for r is ing 
prices and  tha t  re la t ive  impor t ance  of causes  has  
differed from coun t ry  to coun t ry  and  from t ime to 
time. The  wage  push  a r g u m e n t  is a tr icky one, full 
of pitfalls.  It is an  u n d o u b t e d  fact  that ,  if wages  
we re  held  constant ,  a n y  in f l a t iona ry  gap would  quick- 
ly vanish .  Consumpt ion  would,  u n d e r  these  c i rcum- 
s tances,  be  he ld  c o n s t a n t - - i n d e e d  in real  t e rms  it  
would  decline.  No soc ie ty  can  expe r i ence  inf la t ion  
for long, if it f i rmly holds  the  wage  l ine.  This  
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is ce r t a in ly  true.  One  m ay  say  tha t  the  wage  leve l  
or r a the r  ef f ic iency w a g e  leve l  is the  backbone  of 
the  pr ice  leve l ;  it is t he  p ivo t  a r o u n d  which the  
pr ice  s t ruc tu re  is built .  Prof. J. M. Keynes  pu t  it 
succ inc t ly  as follows: "The genera l  pr ice  level  de- 
pends  upon  t h e  level  of wage  ra tes  and  scale  of out-  
put. And  bo th  w a g e  ra tes  and  ou tpu t  are affected by  
changes  in agg rega t e  demand."  

W e  a r e  of ten told tha t  m o n e y  w a g e  ra tes  s ince  the  
end  of the  second  wor ld  war  h a v e  r i sen  more  rap id ly  
t h a n  m a n - h o u r  p roduc t iv i ty ;  this  p roves  the re fore  
conc lus ive ly  tha t  wages  a re  the  cause  of the  pos t  
wa r  inflat ion.  W a g e  inc rease  r egu la r ly  exceeds  pro- 
duc t iv i ty  inc rease  by  the  a m o u n t  of pr ice  level .  But 
such cor re la t ions  of s ta t is t ica l  ser ies  on ly  pose  prob-  
lems. It may  qui te  wel l  h a v e  b e e n  the  o the r  way  
round:  i.e. pr ice  and  profit  i nc rease  eaus ing  wage  
inc rease  in excess  of the  p roduc t iv i t y  gain. Stat is t ics  
show that  profi ts  have  gone  up  in the  USA as wel l  as 
in o the r  indus t r i a l i sed  count r ies  of W e s t e r n  Europe. 
In economies  in which monopol i s t ic  pr ices  prevai l ,  
prof i t  marg ins  can  be  too h igh  in m a n y  senses.  In 
a compe t i t ive  econom y  h igh  prof i t  margins ,  however ,  
s imply  ref lect  h e a v y  d e m a n d  exe r t ed  in markets .  
The h igh  profi t  marg ins  p rov ide  bo th  means  and  
mo t iva t i on  for capi ta l  i n v e s t m e n t  to inc rease  supply  
and  as supply  catches up wi th  demand,  profi t  marg ins  
t end  to decline.  Converse ly ,  w h e n  d e m a n d  is so 
s t rong re l a t ive  to supply  tha t  pr ices  move  upwards ,  
prof i t  marg ins  tend  to widen.  But it is the  excess  
d e m a n d  tha t  c rea tes  the  inf la t ion  and  not  the  widen-  
ing of profi t  margins .  

Causal Relations 

The s tudy  of such re la t ionsh ip  is s igni f icant  from a 
pol icy  s tandpoint ,  b ecaus e  it shows the  need  to pre-  
v e n t  f i rmly excess  demand,  pa r t i cu la r ly  b e c a u s e  ex- 
cess d e m a n d  and  labour  scarc i ty  of ten affect  pr ices  
t h rough  the i r  effects on wages.  This  re la t ion  of de- 
m a n d  to wage  inc rease  expla ins  the  p r ice -wage  spi- 
ral, m o n e y - w a g e  i l lusion and  the  wage-wage  spiral. 
But apa r t  from this  causal  re lat ions,  which v a r y  from 
coun t ry  to coun t r y  depend ing  on the  u n e m p l o y m e n t  
level ,  the  OECD CounciFs  Group  of Ten  agreed  tha t  
excess ive  w a g e  inc rease  t h r o u g h  nego t i a t i on  has  
b e e n  a s igni f icant  factor  in the  u p w a r d  m o v e m e n t  of 
prices.  In genera l  it can  be  said tha t  the  s tab i l i sa t ion  
au tho r i ty  mus t  h a v e  a wage  pol icy  for dea l ing  wi th  
the  p rob lem of wages  jus t  as they  h a v e  m o n e t a r y  
and  fiscal policy. Though  whi l e  h a v i n g  such "guide-  
posts  u for wages,  one has  to th ink  tha t  wage  nego-  
t ia t ions  and  pr ic ing  prac t ices  re la te  no t  to ave r age  
wage  ra tes  and  ave r age  pr ices  bu t  to wages  and  
pr ices  in  specif ic  industr ies ,  whe re  wage  push  in- 
f la t ion  tends  to develop.  

G o v e r n m e n t s  commi t t ed  to na t iona l  wages  and  pr ice  
pol ic ies  wou ld  h a v e  to be  i n v o l v e d  in r a t h e r  exten-  
s ive r egu la t ions  r e l a t ive  to ind iv idua l  wages  and  
prices,  and  in  t he se  c i r cums tances  pol i t ica l  cons idera-  
t ions  and  usua l  g roup  pressures  will  h a v e  the i r  fair  
play. 

W h a t e v e r  m a y  be  the  causa l  cor re la t ions  amongs t  
these  var iables ,  it still  r emains  a conc lus ive  fact 
tha t  these  economies  h a v e  b e c o m e  now infl,ation- 
po ten t i a l  economies .  The  economies  in which "con- 
sp icuous  consumpt ion  ~ of wha t  has  been  descr ibed  
by  Prof. Ga lb ra i th ' s  ~Affluent  Society"  on the  de- 
m a n d  side and  the  p ro found  inf luence  of "techno- 
s t ruc tu ra l  corpora t ions"  are  b o u n d  to exper i ence  
such spasms of e x p a n s i o n a r y  trend,  t end  to h a v e  no 
more  au tomat ic  m a r k e t  mechan ism to keep  them in 
equi l ibr ium. 

inflationary Trends in Developing Countries 

The  deve lop ing  count r ies  as aga ins t  deve loped  in- 
dust r ia l  count r ies  a re  charac te r i sed  by  the  fol lowing 
basic  s t ruc tura l  d i f ferences:  

[ ]  P r edominan t ly  agr icu l tura l  count r ies  sub jec t  to 
low per  capi ta  income. 

[ ]  High p o p u l a t i o n  explosion,  caus ing  pressure  on  
land and  reduc ing  produc t iv i ty ,  r e su l t ing  in wha t  is 
k n o w n  as "disguised unemploymen t " .  

[ ]  Scarce  capi ta l  and  l i t t le  technical  know-how.  

[ ]  V e r y  low p r iva t e  sav ings  due to low income, or in 
o ther  words,  a "vic ious  circle  of pover ty" .  

[ ]  Problems of u n e m p l o y m e n t  and  unde remploymen t .  

[ ]  Low marke t ab l e  surplus.  

[ ]  A big non-mone t i s ed  sector.  

G o v e r n m e n t s  of t he se  count r ies  h a v e  s ta r ted  wi th  
big d e v e l o p m e n t  p lans  wi th  a special  emphas i s  on  
h e a v y  industr ies ,  cons ider ing  it a magic  rod for be- 
coming rich in a shor t  period.  But this  a t t i tude  has  
c rea ted  m a n y  compl ica ted  economic  p rob lems  and  

inf la t ion is one  of them. 

The bot t leneck  of capi ta l  can  be  overcome,  if ex-an te  
i n v e s t m e n t  is u n d e r t a k e n  at a leve l  suff ic ient ly  in 
excess  of the  cu r ren t  ra te  of savings .  I n v e s t m e n t  
per-se  is capab le  of gene ra t ing  addi t iona l  incomes,  
which are  capab le  of p rov id ing  the  requ i red  sav ings  
in the  ex-post  period,  bu t  this  process  does  not  
work  in deve lop ing  count r ies  as expected,  because  
the  genera l  leve l  of consumpt ion  is on subs i s tence  
level  in rural  a reas  and  the re fore  addi t iona l  income 
does not  cons t i tu t e  sav ings  but  is used  in con- 
sumption.  In u r b a n  sectors  of the  economy this  ad- 
d i t ional  income mani fes t s  i tself  as demand  for con- 
sumers '  durab le  goods and  ameni t ies ,  which is not  
met  wi th  addi t iona l  supply  of these  goods, as the  
p l anned  inves tmen t s  go in to  the  ~arge and  h e a v y  pro- 
jec ts  of a longer  ges ta t ion  period.  A fur ther  factor  is 
t ha t  g o v e r n m e n t  exper~ditures and  inves tmen t s  in 
h e a v y  indus t r ies  by  defici t  f inances  and fore ign credi ts  
gene ra t e  m o n e t a r y  inc rease  in income wi thou t  pro- 
ducing goods immediate ly .  

Prime Cause of inflationary Trends 

The c rux  of the  p rob lem is tha t  income gene ra t ed  by  
h e a v y  i nves tmen t s  in  ~machine tool sectors"  is no t  
suffici,ently me t  b y  the  p ropor t iona l  inc rease  in 

C o n t i n u e d  o n  page 382 

INTERECONOMICS, No. 12, 1968 379 



Continued from pago 379 
manufactured consumer  goods and so there  is seem- 
ingly excess  demand re la t ive  to supply. There  is 
a wide range of "wage-goods gaps" in the rural 
sector and scarci ty  of durable consumer goods in 
the urban sector which cause prices to rise. Low 
product iv i ty  in agriculture,  low marketable  surplus, 
bad harves ts  and imports of food grains as well  as 
machinery and raw materials,  all these factors united- 
ly affect the supply and cost of production which is 
the  prime cause of inflat ionary trends in these coun- 
tries. 

Fur thermore  the business class and the middle in- 
come group i.e. the salaried class of the urban areas 
are, apart  from the pr iva te  big industrialists, the most 
affected sections of the populat ion by planning and 
they  are  the lucky ones to gain the planning profits. 
The rise in monetary  income of these classes, how- 
ever,  does not  const i tute  any product ive  savings in 
real  terms as this income finds its way  into Duesen- 
berry 's  "Demonstrat ive  Effects~; viz. "when incomes 
rise, the populace attempts to emulate  western  and 
more special ly  and specif ical ly Amer ican  standards 
of l iving".  The  lower  income groups try to imitate 
the higher  standard of l iving of the people  belch 9- 
ing to the upper  income groups. There are many 
examples  of such consumption such as lavishly  
furnished flats for housing, radios, transistors, re- 
frigerators,  cars, etc. Manifestat ion of such demand 
shifts investments  in such sectors of the economy 
where  such durable goods are produced. Most ly  the 
pr iva te  businessmen and industrialists engage them- 
selves  in these  sectors and earn monopolist ic  profits. 
Production of these goods involves  foreign skill and 
foreign raw materials  which in turn increase the 
cost of production and limit the supply. This results 
in "wage-price inflation" or "cost-push inflation" and 
"supply-scarci ty inflation". 

On the other  hand this phenomenon diverges  scarce 
resources away  from the pr ior i ty  to the non-priori ty 
sectors and aggravates  the situation by creat ing pres- 
sures on "basic goods sectors",  upset t ing interrela- 
tionship of prices, increasing inequal i ty  of incomes 
and establishing wrong patterns of investments  which 
in turn degenerates  savings propensi ty  of the people. 

To add to these pure ly  economic  factors responsible 
for inflation in developing countries, there are random 
factors l ike heavy  investments  for defence purposes, 
high adminis t ra t ive  expenses,  foreign debt, adverse  
balance of trade and deficits in the balance of payments,  
and last but  not  least  bad harvests  and natural  calami- 
ties l ike draughts.  PL 480, under  which food grains 
are imported from America,  in fact affects adverse ly  
the agricul tural  growth in these countries. Often it 
is used to fill the gap without  stimulating any im- 
provement  in agricul tural  productivi ty.  

Policy Implications 

The prospect  of continuing inflation in modern in- 
dustrial countries of the western world is indeed a 

new one in the sense that it has arisen from the force- 
ful actions of the governments  to maintain full and 
high employment .  Rising prices or  even  any serious 
threat of rising prices genera l ly  mean that in prac- 
t ice the  process of s teady growth based on high 
employment  is subject  to shirks and interruptions.  
It follows from this that for s teady growth without  
any wild oscillations, the choice should be made 
between vary ing  degrees  of unemployment  and in- 
flation - -  the famous "Phillips Curve Relationship".  
The other  suggestion on a similar l ine was made 
by Prof F. W. Paish, London. He suggested that 
some margin of unuti l ised capaci ty  should be kept  
in the economy, so that  output  can be accelerated 
with a proport ionate  increase in income in order  to 
keep prices constant. But in economies,  where  inflation 
a l ready prevails,  it becomes difficult to crea te  any 
unused capacity. There are  wide var ie t ies  of diag- 
noses and even wider  var ie t ies  of prescriptions for 
curing inflation. The policy of "Stop-Go" adopted by 
the UK appeared to be reasonable in times of gallop- 
ing inflat ion but it posed problems of recession and 
serious deficits in balance of payments.  Thus the 
quest ion of policy judgement  becomes controversial  
and difficult par t icular ly because  of the complicated 
structures of the modern industrial  economies. These 
industrial economies are subject to "overheat ing"  in 
order to absorb the latest  technology and they  are 
increasingly influenced by oligopolistic and mono- 
polist ic forces with seller 's markets,  which causes 
wage-wage  and profit-push spirals. 

The success of monetary  and fiscal policies to combat 
inflat ionary spirals lies in this si tuation in the pru- 
dent and prompt co-operat ion and better  understand- 
ing be tween  government  and entrepreneurs,  labour 
and enterprise and finally trade unions and govern-  
ments. 

Corrective Measures in Developing Nations 

The solution for developing nations lies not in 
correc t ive  measures  in monetary  and budgetary 
policies as such, though these policies are also im- 
portant  as far as the urban class is concerned. For 
the general  policy it is necessary  to change the whole 
development  s trategy by shifting the priori ty invest-  
ment pat tern in agricultural  and basic goods, as 
well  as other  small scale industries providing manu- 
factured goods and services.  A blanket  reduct ion in 
consumption is least desirable. Monetary  pol icy af- 
fects a small section of the populat ion in these coun- 
tries as there still exists a big non-monet ised sec- 
tor in rural areas. Select ive  sections of populations 
as industrialists and mini-mill ionaires plucking mono- 
polist  profits should be brought  under  budgetary 
pol icy of heavy  taxation, of course with thoughtful 
exemptions for productions such as export-oriented 
plants and industries supplying basic goods for im- 
mediate consumption. And  finally capital formation 
should be designed from within and not from outside, 
so as to avoid foreign debts as far as possible, until  
these countries reach a matured stage for absorb- 
ing foreign automatic techniques. 
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