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capital owners predominate, capital becomes “parcellised” and is. for all
imtents and perposes, "spocific® w&:mlﬁﬁmﬁ;:pcdﬁq—&ﬂm
sandel then becomes applicable. Parceilisation results in lower output and
wages, Openness o world capital markets sccentuntes these effects as well
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» PARCELLISED CAPITAL AND UNDERDEVELOPMENT
An Interpretation of the Specific-Factors Model

Emmanuel 5. de Dios!

1 Infroduction

The specific-factors (henceforth the SF) model in international trade theory is usnally interpreted in a physical
of 8 lempars] sense. That i=, at l=act one factor of production, say £, is asssumed 1o be unique to a sector i,
either becanse it is physically distinet from other factors, or because moving this factor to other sectors requires
time. (In the very short-run, of course, all factors are specific in this sense. )

This paper proposes a differcat mlerpretation: our slarting paint is the common historical and sociclogical
shscrvation i underdeveloped countrics that non-cconomic, very often political, categories dominate
economic decisioa-making. Various chservers' have nored the close links berween sconomic and political
mnmmwmmnﬂmm is arguably one of the most constant themes running
through some of the writing on underdevelopment outside of mainstresm economics. Leff (1979) has called
aticniion to the existence and dominance of mors or less stable "groups” in cxplaining the industrial organisation
i many underdeveloped countrics. In the Philippine Hteratore, the cxistence nfh:gnhﬁﬂnﬂugruupa{nﬁm
based o some extended family relationships) as the normal business form has been fairly well documented,al-
beit less well analysed, cven prior to the Marcos dictatorship. In a related vein, Lande (1964} much earfier on
cescribed how, in the pre-martial law period, political office tended to be captured by various elile ceonomic
groups and wsed to dispense patronage. For the Marcos period, Doherty (1980) delineated distiner and
competing groups in various lines of business. Notable cxamples of this phenomenon abound; more recently,

¥ Amcciats Profemor, Ushverity of the Philippines: School of Ecooomict. The suthor wishes o thank BV, Fabella, D, Ferrer,
F. Hutcheroft, and M.F. Mosites for belphul distustions bui takes sodc rospoesibifity for remasining srmond snsd omissos

T Political scientizis have also recently referrod 10 the Importance of M STATEE WUICHOMmY” Ws-3-Vis [ATTCW PHVAIE internst
Froups i o explapation hu.-ﬂrﬂﬂdnpml



the monopolies n antomobile-manufacturing, in cement, power distribution, telecommunications, ctc. have
attracied attention. Lind's (1984) work illustrates the close relationship betwesn palitical patronage and
ccomamic privileges throngh the prast and guarantee of loans by the Marcos regime to favonred firms. More
recenily Yoshihara (1988) has argued that the dominance of such groups in many Southeast Asian countrics
constitistes & major reason they cannot be regarded as having fully imbibed "capitalism® and is an important
ohstacie to their development. A notable dimension here is the close links between family interests and foceign
corporations (e.g. Tsuda 1978 but also Doherty 1980), even though there is also a tradifion, associated with
nnpart-substiteting protectionicm, of resictance to foreign investment. Ferrer (1988} adds the observation that
very often these groups simply take over cconomic "parecls”, whose main economic features do nat change,
althaugh they may change ownership, :

i brief, past writing has progressed suflicicnily to permit one 1o draw somc "stylised facts” regarding industrial
structure and development, To wit, "groups” based oo distinet family or political ties are a common form of
business organisation. Secondly these groups are more or fess insulmed from and compete with one another.
Third, political mechanizms represent an importast means for groups to takeover other business interests. The
common upshot of this discossion is the hypothesis that some factors may indeed be physically ideatical, but
owing 1o poiitical or other distinctices, they may for all practical parposcs be reated as “specific” factors.
Henee, for example, tolal capital stock K could be physically indistingnishable, but may be functionally
sutbdivided into impenetrable political categorics, K3, K2, . K. Support for this interpretation is given in the
empirical observation that stock-markets in many developing countries only encompass a small portion of the
total private capital’: rather many investments are self-financed from within the groups or sheir Gnoncial
institutions, which remain more or less sulfrcient unto themselves, Another indication for this is the widcly
varying cates of relers on various investments. "Parecllisafion” is the term used bere 1o describe this
phenomenon.

T Nosablyibe Phlippines hes one of the loast developed siock-masiers smong comparabie countrics, buth in jerms of wwrsver
2ol sl cageralisation. This may be regarded a5 & privt focse rason w0 el for e development of stock markers, Our
ATFUFREET SUEEels, Bomeens, that the level of sock market development = » nymphom, mebher tham & case, af
underdeveiopment, afd thersion represents oo policy-handie. The roetiz aio rEise &n inrrigaing Teason why (4 Yoshiham
SUREESTE} Gversers Chinese enrreprencers have succeeded berter than indigeeons onec they bave nof bees invabed in the
Pl contenis aovd fuost: therefore ot Eaced the chaacies b ikt caital and Emvesting it that indigenous enireprencuss
b ([} owe this dbserantion to my sodent. B. Ong.}




7 on L  model becomes indistinguishable from the wsoal specific faciors mode], differing
: on of the: essence of speaficity.

srpeetation is more consistent with the political- economy literature on protection, in which the
model has made a large contribution The typical paradigm here has been the conflict
d capitalists, i.e_ land and machines being the specific factars, and labour being the mobile
etalion we proposs here suggests that this may be carried over izto indostry, That is 1o say,
iaself may be parcellised into various "specific factors”. It would locate the sociological mechanism for
ity in the political antagonism that prevails in the: & countrics.

-

Simple Analytics

Let output in sector § be a Function of the specific factor Ki and the varishie amount of the homogeneous factor
labour, L eenployed in the sector, according to the production function f; (K, Li}. fi is assomed well-behaved.
Crutput-price is pi , which is assumed foced owing to the small-country assumption; w denotes the competitive
AT,

in sector i, produclion is conducred so a5 o maximise:
i (G, Li) = pi fi (Ks, Li) — wis (1)
An interior solutios lor the production sector, assuming it exists, is characterised by the following firsi-order

comdiions:

pifafl Liy=~w =10 Y i (2}
where fir. 18 the marginal product of labour in sector or parcel i. Production equilibrinm is then characterised
by the system of squarions (2}, and the labour constraini:

YLi-L (3}

where L is the fiwed endowment of lsbour. The ¥+ 1 equations (2)-(3) might then be solved for the wage w
ond the cquilibrium sectoral fevels of employment, Lr*, £2*, ., Ly*.

Given the 1%, the implicit rate of retura per unit of the specific factors K; , which we denote by g7, may be
knoom through:

Pi LG, L3%) = pi {fi (K6 L™} — fudfG, Li* )i hi K

(%)
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wages arc affected negatively by an increase in ihe labour-endowment and a fall in capital,

An mmpostual point 1o nole is that aithough puubmumyhawnmmnpdyﬂrhcﬂpndﬁnfm,m
sinall-country assumption (in particular the availahility ui:hmmummmg}wmmmmﬁmmﬂuiﬁpg
it. Withholding ; would indecd rnmdummhsupﬁyhmhﬁmmaquhﬂentiuﬂm:inhmhm
price from sising, Cne implication of this is that (here &, for all practical purposes, no free disposal: all of B
el be wsed, since not to do so would lower profits.’

H*md%fﬂmmmhmdmmmm:@mrbcmmﬁn typically attending teade
rFegimes i many underdeveloped countrics, as well as ghe =xension of the discassion 1o remt-sesking.
Nevertheless, the discussion is incomplete, unless one Iocates the somrce of factor- specificity. Noae of the
wmmmm&m'ﬁmmwmmm,mmmmm provide us
with no tmt'hi:]:-uﬁ:yhanﬂe.lﬂwd%mﬁdbnwmhh:nﬂphhuﬁym&m&igumﬂmﬁzm
ic-ﬂm-ﬂfinduﬂrj'.ﬁﬂtrlﬂ.hth:tmﬂhlmmmmmtﬂmhﬂmhﬂg-m
Yet typical chservation commonly runs against this hypothesis,

The revenue fiencrion iz defined as ripy) = l:pr z pr . Ve e Xiwt}, where X i the production geq,
x i:l]:r:m:mrnfmupm,:ndh k:h:mmnlmjfmmcmimmrnth:m:dmnﬂﬂﬁmL
KR L) = from S [ (G L, Vi B g = K ZiLi = L ). For the SF model, we may write XV K% g

¥ mtdmm!hm“dmmﬂWEm&w,mmmﬁﬂm




‘LYy=ir-m = fi{k L Vi, TiKi=K K=k Bl = L }. Hence we denote by ra(p KL) and
Ky KL} the HOS and SF revenne fanctions, respeciively,

Comsider a situation where capital is not parcellised and may move freely across all sectors, the only restraint
being smposcd by the total factor endowment. Then there will be alfoeations & and L for alt i which sobve the
revenus function. On the other hand, with capital pavcellised, the allocation of X across sectors will be
srbitrarily set by ownership and will peosrally differ from &5, One implication of that is the following:

Proposition 1. IFhere capital is parcefiised, (o) nationa! product ix mwer, and (b the wape is ower than itz walue
ender imteproned capited mmarkets; (c) howsier, sppregale profits may be Righer or lower.

Proof. Given our interpeetation, this proposition is proven by showing that the wage level under the HOS regime
s no less than under the SF regime. Let K (p, & L) = [Kr'(p, K L), KN (p, K, L)} be the sectoral allocation
of capital that sobves ra(p, &, L). Thea this [unction may be rewsitten as ra(p, K¢ (p00L), K, £). On the other
hand, let K7 = [Ks®, K} be any (asbitsary) sHocation of the total cadowment of capital K, and consider
ralp, KLY Since XWE Ly 2 ¥¥(R% L), the maximum of g cannot be less than that of 13, ic.,

ralp KA (nELL K, E) = malp K L) - (5)
with strict Eqmﬁt}'h:}.ﬁngwi‘mnﬁ;ﬁ = [ (p K L), ¥i.This proves (a) of the proposition. Mow consider an
increase in L equal to AL it would still be true that:

ralp K KL +ALLK L +AL} = miph L + AL} {6)
lnth:inﬂiﬂplﬁﬁnnwhu:ﬂ’ = Kalp. K, L), ¥, (5) iz a sirict equality. Subtracting {5) as an equahty from
(6}, dividing both sides by AL and taking limirs, we obtain

{One fOL)} = (avmtol) oy
COwing to duality, however, the first and second terms on the lefi hand side of this inequality are nothing but

the wage-levels under regimes 4 and 8, respectively. Henoe {7) states that:

I"‘I!E H-"'E

proving (b} of the proposition. Finally we may write apgregate peofits gnder the two regimes, respectively, as.

nt . P —wiL

H‘H=m—wnf_



From (&) and (b}, however, we knowthatrq = /8 and w = WP Therefore no general statement may be made

regarding aggregate profits. This proves ().

i e above results sugeest a reason why workers in underdeveloped countries may have an intringic interest in
seeing the suspension of the specificity of capitals and a stake in industrialisation. However, to the extent
workers in a particular sector may partske of the rents to the specific capital in that sector, this remit may be
weakened, if not oulfificd. i

2 Specific Factors and Fereign Capital

Where capital markets are integrated, only a single domestic interest rate, denoted by p, would prevail. The
cotntry wanld be an unambigous net impaorter oF cXpOTICE of capita! depending oo whether the world rate of
inmn.‘st,ﬂ',hIﬁ;mgﬂmhﬂp.mmﬁmcﬂlaw.hhmwmﬁﬁnbamgh
domestic rate of returs to capital; rather each sector may be a net ﬂpﬂtcrmiﬁpman{mpiuLdapmﬂing
on the relationship between R and the secioral rate of retura, gy .

Proposition 2. {Asymmetry) Where capital is parcellised, ¢ cowntry with scarce capital resources may still be o
net capitel-ecporter. Capital will be exported if the specific refirn to capital pi is lower than the world rote of interest
R. On the other hand, i p; is kigher thar the world rate of interest, there is no incentive for the secior to atlract

[foveign capisal. In equitibriwm, pi = R, ¥ L
Froof. (a) Suppose B = pi . Then from the definifion of pf v can wrile:
R = pi fi (K L) — FURGLE) K

RE; = pi {fi (56 Li%) — fLrKila® pLa}

Thit implies that if the capital parcel Ki were entirely remitted abroad, the total return from from doing so
would be higher than from its current domestic employment in ssctor £. Under profit-maxdmisation, therefore,
at least some amount of capital would be exported. Denate by K" the amount of capital thal remains at hame;
then & . K" is the amount that flows sbroad. Profil ouaximisation implies that:

R(K- K = pilfi &8, Loy — fa (', LOLS)

where (K~ X'} = 0




{b) On the other hamd, suppose pi = K. We need to show that there is 8o incentive for owners of parcel K
mmmﬂmuynﬂumipmpnﬂinmmi,lffm:bunpﬂﬂaﬂ were to eater, then the retorn to the

il + AR L) K

foweyer, it i known that pi is decreasing in the argument £j so that total profits for the domestic
parcel-holders would be lower with any additional influx of capitsl. Taking (u) and {b) together, therefors, we
soee that while there is an incentive for some parcel-owaers to export capital abroad, there is no cocresponding
mernlive for anyone W import capital. This establishes the proposition that & capital-poor couniry maybe a
¢apital cxporicr.

Large amounts of capatal flowing out of developing countries have bacome a stylised fact. Thess have heretofore
been typically exphained by alluding {0 differential taxation rates and the threat of drastic forcign-cxchange
changes What such explanations eannot account for is the contimwing flight of capital from developing countrics
even during normal perieds, nor can they account for the paradox that even heads of autocratic regimes,
(typified by the Marcoses in the Philippines) who may safely be presumed to exercise a large amonot of
autonory - determining economic policies themselves eagaged in large-scale capital flight, rather than
ploughing back sccumulated wealth into the domestic economy.” The argument bere locates the reason for
mmmmrhgwmmh:knrhmmmpmmmmmmw

Afver the export of capital has occurred, we moy characierise the new equilihrivm as Tollows:

KAL) =R -&M =0 ¥ i (8)
Proposition 3. The final equilibrizm afier fie export of capital has occumed is arrocigied with lower wages than
cither the case of integrated capital or the case of parcellised capital without capital export

Froof. Denote the ageregate endowments of capital before and after capital-flight has occurred by X “and K
respectively, with ¥ = K °. Domestic produet will be given by rafp, £7.L), which is less than or equal to rafp,

T 3 Boyes (1969) sstimpnes the amious! of capiral N3ght [roen the Philippines ovey the pericd 1965 o 1986 =1 come 577 Dilicn.
Estiniates of the Marecces” fortign ssinte wary widohy,




K 1}. From standard HOS resulis, we know that w(p, K%L) = w(p, & L)', ) However in view of
Proposition 1, we also have w''(p, K, L) = w'(p, K% K L), which proves the proposition.

We therefore identify two channels by which wages may be lowered, first the fact that capital ic parcellised;
second the fact thar it exported.

4 KRent-secking and Pareto-Inefliciency

Whal is true for internaticast capital flows is troc for domestic relations among parcel-holders as well, that is,
investment by others in come pareel § would be resisted, whils there would be attemprs by cach parcel-holder
j to cnlarge holdings. For the moment we ahstract from transactions costs in order to highlight the principlc

Proposition 4. It is in the interest of the owner of each capital-parcel to capture additional parcels and to resist
aftempis of other parcel-holders 1o invest it its owe pancel.

Proaf. A pariicelasly simplc proof may be delivered whcn capital-flight is possible.? Denate the profis from
any two disting parcels § and | by

(k" Ly = RE
=5 (K L) =R ' ~

The direction of the inequalities follows from Propesition 2. The take-over by parcel-hiolder § of parcel j will
resull in joint profits, which we denote by I . The holder of two parcels is now assumed to solve the problea:

max T (K, K L L) = pifi (K8 L) + pyf (7 L) — wills + Lj) + (K + K- K- )

subject to ( Ki + K-k K" 2 0.

The sel over which I1; is maximised obvicusly contains the sets over which 2 and ;7 are maximised when they
were separate. Therofore we obtain the resulic -

1 U the endowment 1 in ihbe same “dhenification coee”. then wagos will be idendical in both repimes; we are sspuming lhe
change in endoemenis i sty ang.

1  Thixfunctions ke & free-disposs] apsusmpiioon.




maxIl = max ¢ + max ;7 = R{K" +KM

Since the maximisation problems for Tl i carried out over a {compact) set containing that over which 7 and
w; are mavimised, the first inequality follows. On the other hand, the second incquality says that potcotial
earninigs at the world rate of interest provide a lower bound for profits. Losing the parcel implics losing al
profits frem it (since by hypothesic no sharing arrangements are possible between antagonistic intercsts).
‘Therefore the sacond half of the propasition follows 25 well, '

.

The assumplion of zero transactions costs is unrealistic, of course, In reality, because of the potential pains and
dosszs, parcel-holders will be prepared to expend resources in order to gain additions] holdings and defend
rRItng oncs, the amagats spent dopeading on the prospedive reinrns imvelved, Thin iswhat the Hterstore now
<alls "reat-secking” (Brucger 1974) or "directly aproduciive actnities” (Bhagwati 1982). It will be noted,
however, that in our discussion we have shown that Pareto-inafliciancy exists even without the presence of
rent-socking: national income is Jower thas its powecial owing to the parceliisation of capital alone, although
this is not to detract from the fact that capital parcellisation afra leads to the peculiar losses associated with
rent-gecling.

in order to gain an insight into the problem, & way must be found to incorporate the possible pains and losses
which 2 parcel- bolder may obtain fram engaging in rent-sceking sctivities, which thon determine the lovel of

Ome way to do this, though certainly not the oaly one, is o ssune each porcel-holder | maximises exmected
net-prafits. Suppose & represents the probability of retsining parcel £, and 6 the probability of parcel-holder
f capturing parcel j. I Tif represents the amount by bolder # in an attempt to capture parcel j {and where it is
anderstood that Ty is the amouni spent to defond one’s own parcel), then we suppose that & = & (T, Tai),
ki, and =6% (T, Tk That is, the probsbility of retaining i {resp., capruring i} depends on what § spends
in order to do so, relative to what oibers do. We shall supposethar 6747y > 0 7% aTy ® < 0, for allj,
and for all & # ;. The foregoing imply that tie lkelihood of retasining one’s parcel and of capturing others
merease with higher rent-secking copenditnre, but st 3 diminishing rate, and with less effect, the higher is
up::ndil!..ll':h}'ﬂh:ﬂ.

E.::p:::ted mef profits from the retention nfpu.:mli,ti:uc.nmnummﬂ'ﬁ{n,lﬁ}m - %;Ty amd fromghe capiure
of parcelj, ﬂ‘i"-{?'.','. Ty} =y — En Tin Here we are assuming that the cxpenditures on directly unproduoctive
activilies artse with certany.

r—



We now proceed o wrile oul expected ner-profits of | as:
B O L Tt s Tt Thn) = 0 s (K LY - 2575 + 316055 0GP L))
+ EiEiTn}
= 6" (T s (K, L) — 550 (T Ty (K, L) — 5 = 5 B } ©)

with the restriction that H; be nonnegative. Muwdmising H; with respect to Ty and Ty and using the frst-order

(e —1 =0 (1)
(T —1 =0 Wiwmi (30
which imply thatTy and Ty are inversely related to% and 17 , rospectively, (96 4T %) and (269 a7y %)
are negative, as assumed sbove. (Scc Figure 1.) Toshowhow Tii changes in response to Tk , we differentiate
{10} implicitly with respect to the latter and obtain:

¥ 3Tk = — (PE T 3T i (%80T D) ' (11)

which is negative, given the assumptions made regarding the derivatives. A similar derivation shows
that 3Ty /3Tl is also negative. These results allow us to state the following:

Propositlon 3. The amounts spent by | on self-defence and astempts to caprure additiona! parcels decrease with
what offhers spend in seeking to capture { and increase with the production profits from the parcels.

For given Tig, Tie, the conditions (16) and (10°) determine 75 and Tit . A Cournot-Nash equilibrium cxists
when there is & nonnegative n'-vector, 7% = [ T2i% s Tin®, -, T, Ton*], which solves the system
(E-(10") for all i It is evident that the amount others spend are variables exopenous (o the decision of
parcelholder i. Various equilibria are coneeivable, therefore, with some entailing higher amounts of rent-seek-

This may be illustrated for the case n = 2. Given the signs of the derivatives sbove, the reaction-fanctions of
both parcelholders 1 and 2 will be downard-sloping on the Ty -T2z ﬂm'{ﬁm:l}&aﬁﬁywmm
however, that the reaction function of 1, shown in the figore as Ry, be flaticr than that of 2, denoted by Rz .

T The resction-function of 1is gven by-— (F8° 0TndT 0 19T1%), while that of 2 i gives by
— (AT T 19T



Pzrameter changes such as, say, an exogenous increase in production profits, will shift both curves, and the
new equelibnum may result in higher levels of ront-seeking expenditures than before. The possibilicy of
inrniserising growth” (to use Bhagwati’s term) cannot be roled oot

We have thercfore gained an insight into the observation that societies with fragmented elites tend to be
vaderdeveloped. The losses, following this analysis, occor through two distinet channels, first, through the
tower efficicoey that resulls from the parcellisation of capital, the inability to underiake Izrge-scale projects,
and capital flight. The sccond channel, more prominent in the ﬁtmarurr., is rent-sceking, the expenditure of
FCHONrCes in &ﬂ.h&:ti.t;dn-:igmd to capiure parcels and defend one's turl. Both, however, arise from the
rarceilization of property itsclf and the predominance of political mechanise s 10 expand it, or what others
e tesmned "semifendalizm®. What may prove disconcerting 1o some is that the remedy to such 3 situation is
it precminently an cconomic but a political or distributicral coe: either 3 conservative regime, possibly a
lwreaveratic-anthoritarian one, reduces reat-secking behaviour by asserting a monopoly of poiitical power,
or a revolutionary regime snspends the parcellisation of capital through expropristion and redistribution.
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