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During an interview with the Associated Press in 2000, U.S. president George W. Bush summarized his views on international trade
when he declared, "The ultimate goal will remain constant, free trade
from northernmost Canada to the tip of Cape Horn."I His ignorance
of Canadian geography aside, Mr. Bush should be applauded for displaying such a progressive attitude towards trade liberalization.
However, the actions taken by President Bush and the U.S. government in regards to softwood lumber trade have not been conducive to
attaining 'the ultimate goal'. The implementation of countervailing
and antidumping duties in the spring of 2002 represented significant
barriers to the free trade of softwood products. These were only the
most recent measures taken in a dispute that has been gaining intensity for over 50 years. Despite the President's optimistic words, the
actions of the U.S. government amount to nothing more than businesssponsored protection of the American softwood lumber industry.
Since the conclusion of World War II, Canadian exports have garnered an increasing share of the American softwood lumber market.
This growth has not gone unnoticed, either. In 1947, Canadian products comprised 3.6% of American softwood consumption, as 954 million board feet (mbt) of lumber was imported to compliment the 27,
937 mbfproduced domesticallyl. The volume of exports grew steadily throughout the 1950s and by 1961, Canadian producers shipped
3,943 mbf south of the border3. At 12.9 %, the Canadian producer's
market share of the U.S. consumption market had more than tripled in
less than 15 years. Interestingly though, production by American
sawmills was relatively unchanged at 27, 079 mbf in 1961. The
increase in consumption over the period was almost completely supplied by Canadian manufacturers.
U.S. industry onicials took notice and the matter was brought before
Congress in Washington, D.C. Hearings were held in 1954, 1956,
1958 and 1961 to discuss the various issues affecting the industry.
Congressional proposals concentrated on two ditl-ering approaches:
Increasing domestic producer's ability to be competitive, or restricting
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the access of Canadian imports into the U.S. market. The former ultimately gained the most support, as diplomacy and kinship prevailed
over protectionist attitudes. The Canadian-American Committee, a binational panel consisting of representatives from government, industry and unions, summed up the nature of the debate accurately. "We
believe that any restrictive action by the United States which artificially limits softwood lumber imports from Canada would run a serious
risk of significantly impairing Canadian-American relations.
Should the United States adopt the proposed quota arrangements
against such an important and competitive component of Canada's
exports as softwood lumber, a generally hostile reaction would
undoubtedly arise throughout Canada."4 Clearly, studious relations
were an important consideration for government ofticials making
trade policy decisions at the time.
Trade barriers were ultimately avoided and domestic demand and
supply initiatives were implemented. A promotional program was
undertaken in the late 1950s to exacerbate the liner qualities of U.S.
softwood as a building material. In 1962, President Kennedy
announced a program aimed at spurring the industry. The proposal
called for, among other things, an increase in the harvester's annual
allowable cut and increased infrastructure spending to access timber in
National Forests5.
Ultimately, the measures proved to be unsuccessful. Imported softwood lumber continued to flood into the U.S. market at a torrid pace.
Softwood lumber imports increased by 437 % during the housing
boom of the late I960s and 70s6. Canadian softwood producers continued to increase their market share in the United States as residential
housing starts, a key indicator of softwood demand conditions,
climbed to record levels. By 1978, Canadian market share had risen
to 28.1%7, but in spite of this U.S. production was still at an all-time
high. The euphoria that American producers were feeling concealed
the magnitude of their loss in market share. It was not until the party
ended that U.S. producers realized the extent of infiltration into their
market.
High inflation and even higher interest rates in the 1980s caused the
housing market to deflate even faster than it expanded. Housing starts
4. u.s. Sollwood Lumber Situation in a Canadian - American Perspective pp. vii.
5. U.S. Softwood Lumber Situation in a Canadian - American Perspective pp. 50.
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in 1980 were only 65% of the peak levels from only two years earlie0. Demand on both sides of the border decreased dramatically, but
Canadian producers were still able to capture 30% of the U.S. market
as the economy fell into recession. Canadian exporters were major
beneficiaries of depreciation in the Canadian dollar vis-a-vis
American currency. Between mid-1979 and mid-1982 the Canadian
dollar's exchange rate decreased from $0.86 to $0.80 U.S9. This made
Canadian softwood cheaper to U.S. consumers. Some adept forecasting by Canadian producers also allowed them to cushion themselves
from the suppressed demand. Many producers in Canada used their
high profits of the late 70s to invest in more productive automation
systems. This eniciency proved invaluable when demand decreased,
as they were able to lower costs significantly more than their
American counterparts. Although layoffs were unavoidable, the
higher productivity of capital allowed for losses to be minimized and
mills, for the most part, were able to avoid shutting down10.
It was during this time of profit margin encroachment that the stakeholders in the U.S. softwood industry began to lobby harder for protection of their interest. The domestic recession was threatening
sawmills and their lower productivity combined with an unfavourable
exchange rate was compounding problems even further. U.S. industry
representatives saw another institutional factor that prevented them
from being competitive. Through the downturn in demand, Canadian
lumber producers had been spared the entire effect because of their
system of Crown-controlled timber management. Assessments of timber value in both countries revealed that American producers were
paying up to 44% more tor their raw logs than CanadiansII. This discovery incited intense criticism and debate over Canadian forest practises.
The debate centred upon the ditferences in the two countries timber
ownership system. 94% of timber in Canada is publicly owned and
controlled through provincial regulationsl2. The lion's share of this
timber is in Quebec, Ontario, Alberta and British Columbia, with the
latter province being the largest producer and also the most dependant
upon the income it provides. The other six percent is primarily private-owned timber in New Brunswick and Nova Scotia. Canadian har8. U.S.-Canadian Sotlwood Lumber: Trade Dispute Negotiations. pp 2.
9. "US Dollar Exchange Rates and Gold Prices" Reserve Bank of Australia.
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vester must pay a licensing fee, known as 'stumpage', in order to
remove timber from Crown land and are responsible for reforestation
and maintaining environmental regulations on that land. Stumpage is
determined in a reverse chronological process, estimating the price of
a final product and subtracting the costs associated with harvesting,
transporting and manufacturing, and then factoring in an element of
profit and risk. The number remaining is considered the value of the
timber in the Canadian market, and is what the harvesters are charged
for extracting itl3.
Conversely, 70% of U.S. forests are owned privately. Timber harvesting rights are purchased at auction in a process that allows an open
market price to be established. U.S. government-owned forests follow
stumpage-setting procedures similar to Canada, but timber rights are
still auctioned publicly, with stumpage serving as the minimum
accepted bid valuel4. Representatives of U.S. industry contend that
provincial governments set their stumpage rates artificially low in
order to ensure a healthy industry and high employment. The revenue
torgone by government therefore constitutes a subsidy to Canadian
softwood lumber producers. The extra production allowed by the artificially low input price enables producers to gain a share of the U.S.
softwood market. Furthermore, it is contended that Canadian producers exploit their decreased cost structure by dumping softwood lumber
exports into the U.S. market at a price below the cost of American producersl5.
Canadian trade officials claim that their system is simply different
and that direct comparisons are baseless. They point to institutional
ditferences that hinder industry assessment and make light of the levelling nature of the stumpage system as a cause of diminished profits
when the world demand for lumber is high.
The Canadians argue that stumpage is determined through a complex equation that involves the market price, but is lower because of
drastic ditTerencesregarding their timber harvesting and post-harvest
environmental responsibilities. Harvesting itself is more expensive in
Canada because of the harsher geography and climate. The sheer vastness of the country and timber allocation means added costs tor
accessing it in remote areas. There are often no existing roads and
new ones must be constructed at the harvester's expense. The newly
accessed timber must then travel hundreds of kilometres to the nearest
centre for processingl6.
13.
14.
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16.
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The topography of the land creates further challenges as considerable slopes lower the productivity of workers and constrain equipment. It just so happens that the worst conditions occur in British
Columbia, where almost 60% of the annual timber is harvested. In
some extreme cases, helicopters are employed to extract fallen timber
from hillsides and transport it to more accessible landing areas, though
this is infrequent because of its high cost. Harvesting at high elevations subjects workers to large variations in weather conditions and a
shorter optimal working seasonl7.
Canadian officials claim that the climate contributes to other difficulties to which harvesters in much of the United States are not accustom. First and foremost, Canada's higher latitude and lower temperatures lead to much colder and harsher winters. Workers experience a
decrease in productivity in cold temperatures and machinery is less
etfective in snow than on dry landIg. This leads to a higher per-unit
harvesting cost during colder months, which in some cases can span
from September to April. During the negotiations of 1986, Canadian
industry representatives invited a group of American trade negotiators
to visit an area near Prince Albert, Saskatchewan in Febmary to witness the conditions for themselves. The Canadians felt that the empirical evidence that the Americans took back with them would be a convincing illustration of their argumentl,).
When the ground is not snow covered, harvesters are subject to the
muddy transition times that bookend the winter season. These times,
known as 'break-up', occur when the land is too soft to allow machinery to operate and result in a work stoppage that can last for weeks.
Early snowfalls before the ground has frozen in the fall and thawing
ground saturated with melting snow in the spring cause work to cease
until conditions are more stable. This constitutes an accounting cost
as well as an opportunity cost to Canadian harvesters that is not borne
upon harvesters in most of the United States.
Canadian harvesters and producers indicate that they are also
responsible for reforestation and environmental stewardship.
Producers must undertake massive reforestation measures after they
harvest timber from crown land. Forest practise codes ensure that
every year, twice as many trees are planted as are fallen by Canadian
harvesters2o. Harvesters also have the added responsibility of maintaining sound environmental practises throughout their operation and
17. Environment Canada. Canada Country Study: Climate Impacts and Adaptation. II March
04 <http:.' .www.on.ee.gc.calcanada-country-studylintro.html>
.
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ensuring a smooth transition back to a safe and clean habitat upon
completion. This can include anything from protecting stream flows
and spawning channels to utilizing minimally intrusive logging procedures to minimize erosion and the impact upon other foliage.
Canadian forest practises have been found to be more environmentally friendly than American procedures, according to a recent Auburn
University study21. All of these conditions represent a significant
increase in costs to harvesters and producers, so many of them have
committed whole departments to oversee an entire region's environmental and reforestation projects.
Industry oflicials point to American examples of forest mismanagement as proof of the system's differences. The unregulated market in
the United States is littered with instances of profit maximization at
the expense of sustainability. Canada's Crown-licensing system does
not allow for environmental disregard, but it comes with a cost.
Differences such as these create a distorted cost structure and in the
opinion of Canadian industry representatives, warrant a different evaluation criterion22.
Canadian sawmills claim that the trade advantage is attributed to a
beneficial exchange rate and the fact that their mills have been proven
to be more productive23. They cite the fact that American production
is relatively unchanged since the 1940s while producers in South
America, New Zealand and Scandinavia have all made significant
increases in market share over that time, as wel124.
The Canadian's defence had little effect on industry representatives
in the U.S., who were still dealing with sawmill closures and unemployment. The scrutiny continued and began to increase as another
dynamic was introduced.
Environmental pressure in the U.S. Northwest to protect the habitat,
of the spotted owl was having a detrimental effect on the forest industry in the region. This caused producers in Washingtonand Oregon to
lose some of their established domestic power to producers elsewhere.
At the same time, major timber owners in the Southeast United States
began crying foul because the value of their assets was stagnating25.
Members of this group, such as Jimmy Carter, began to flex some of
their political muscle to draw attention to their plight.
As power shifted to the stakeholders of the southeast U.S., the
21. Simmons. Roger "Don't Blame Canada" Seattle Post-Intelligeneer. 2S March ZOOI.
n. "Forestry Issues- Canadian Capabilities and Comparative Advantage" CIDA Forestry
Advisors Network. <hup:/llVww.refa-efan.org/englishlisslles.9.html>
II March 04.
23. "Forestry Issues- Canadian Capabilities and Comparative Advantage"
24. Gaston. Chris. "Softwood Lumber: Trends to 200 I." UN ECE Timber Committee. Genva.
CH. Nov 2001
25. Harrison. George.
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intensity of criticism over Canadian forest practises increased. These
producers organized a strong lobbying group known as the United
States Coalition for Fair Canadian Lumber Imports- a name later
changedto the Coalitionfor Fair Lumber Imports. They took their
cause to Capitol Hill and petitioned Congress for relief. With minimal
success among state representatives, in 1982 they took their case
before the U.S. Commerce Department to determine whether there
was just cause for a countervailing duty. They also brought up the
matter with the International Trade Commission (ITC) for investigation into whether material injury has resulted from the alleged practises. The ITC found that American industry has suffered material injury
from Canadian imports, but the Commerce Department concluded that
the benefit of the Canadian system to producers was minimal and not
enough to require a countervailing duty26.
An important aspect of Commerce Department's decision came in
regards to the U.S. trade law's definition of a subsidy. Benefits that
were generally widespread across industries were exempt from being
a subsidy because their intent was obviously not directed at a specific
sector. In the 'Specificity Test', The Commerce Department ruled that
since timber was an input into industries such as furniture and toothpick production, the benefits resulting from any unfair practises were
too broadly distributed to be considered a subsidy. Canadian officials
won this battle, but the war was far from over.
With the experience and ruling of the initial battle in their back
pockets, the Coalition for Fair Lumber Imports returned to the hallways and backrooms of Congress. Their aim now was to find a sympathetic Congressman and exploit the growing trend of protectionist
attitudes in the Reagan government.
The conditions were right for the sonwood lobby group to pressure
Congress into some kind of action. Legislators in the mid-1980s were
concerned with the U.S. balance-of-payments deficit as well as the
domestic employment situation during the recession. The Commerce
Department made a similar ruling in regards to state-owned petroleum
pricing in Mexico, which angered even more proponents of trade
amendment. The Coalition for Fair Lumber Imports used this as fuel
to generate substantial pressure in Congress, which eventually led to a
revision of U.S. trade law. Although the facts of the case had not
changed, the matter was revisited in 1986 with the amended
legislation and the Commerce Department determined that the
stumpage system was a subsidy27. Canadian otficials, with no dispute
26. "Coalition for Fair Lumber Imports." 2 Feb. 2004
. http:/'\\\\w.lairlumbercoalition.orgiindex.htm>
27. Percy. Michacll3.. and Yoder. Christian. The Softwood Lumber Dispute & Canada-L.S.
Trade in Natural Resources. Halifax: The Institute lor Research on Public Policy. I'iS7.
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bodies to appeal to, quickly negotiated a settlement before U.S. government officials could implement any countervailing duties28. A
Memorandum of Understanding (MOU) was negotiated between the
two countries calling for a 15% export charge on Canadian softwood
lumber unless each provincial government undertook "replacement
measures"29. These measures would have to somehow refine the
stumpage system to increase the effect of market prices on timber
value. Quebec and British Columbia made changes to their forest
management systems that met the specifications of American regulators and they were soon able to trade again without penalty.
It was at this time that the Canada United States Free Trade
Agreement (CUFTA) was signed. Softwood lumber was exempt from
the agreement, but it was decided that conflict resolution mechanisms
established in the CUFTA could be employed in future litigation. In
particular, the Chapter 19 article, creating a Bi-national Panel to
review trade disputes, was utilized in 1992 when the matter was revisited. The U.S. Commerce Department had again found that softwood
lumber imports from Canada were subsidized, basically repeating
their decision from six years earlier. However, the Bi-national panel
found that this judgment was contrary to U.S. trade law and the
decision was determined to be groundless3o.
The legislative sateguards enacted to ensure fair trade made
American protectionism much more difficult. Supra-national bodies
such as the CUFTA panel upheld Canadian industry's claim that their
practises were non-discriminatory. Trade delegates from north of the
49th restedtheir case on the strengthof the decisionby the CUFTA
panel. Without a legitimate course of action, U.S. trade representatives decided to focus on creating a workable agreement between the
two countries31.
The Softwood Lumber Agreement (SLA) was signed in 1996 and
essentially capped Canadian expansion into the softwood market by
allocating quotas to various Canadian producers. The Agreement provided that 14, 700 mbf of softwood lumber could be exported from
Canada free of duties. Additional exports up to 15, 350 mbf were subject to a "Lower Base tee" of $50 per thousand board feet and any
shipments above this were subject to a $100 Upper Base tee,,32.
28. "Softwood Lumber" Department of Foreign AITairs and International Trade. 28 Jan. 2004.
29. "Soliwood Lumber" Department of Foreign Affairs and International Trade.
30. Canada & United States. Binational Panel Review Under the United States-Canada Free
Trade Agreement. In the Matter of: Soliwood Lumber from Canada. Ottawa: Canada
Communications Group. 1994.
31. "Soliwood Chronology." Department of Foreign Affairs. <www.dfait-maeci.gc.ealeicb/soHwood/chrono-en.asp>
4 March 04.
32. "Soliwood Chronology." Department of Foreign Affairs.
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Despite the restrictions, Canadian companies were able to adjust
to maximize profitability. The system served to stabilize prices, as
producers were discouraged from sky- high production quantities.
Fluctuations still occurred, but not to the extremes that had been common before. Sawmills were able to predict, with a high degree of certainty, how prices would behave in subsequent periods and then tailor
production accordingly. Many mills would export volumes that were
subject to the $50 tariff, but would stop short of volumes that would
trigger the $100 Upper fee. Decisions were premised upon whether
the lower average cost of increased production would counterbalance
the higher duties from exceeding the allowable volume33. From an
American perspective the quota system was fairly successful, as
exports from the four major softwood-producing provinces remained
relatively unchanged over the life of the agreement34.
However, as the conclusion of the Agreement neared, the Coalition
for Fair Lumber Imports increased the pressure on the Commerce
Department to take action before Canadian producers could tlood softwood into an unprotected market. The Commerce Department and the
ITC again ruled that Canadian softwood ownership system was a
subsidy. Furthermore, they found that Canadian subsidized exports
were 'materially damaging' U.S. industry and were therefore guilty of
dumping violations as well. A preliminary countervailing duty of
19.34% was levied against Canadian softwood lumber exporters and
antidumping duties of between 5.94% to 19.24% were imposed individually against specific companies. These figures were later recalculated to provide a. slight decrease, but still represented a significant
hurdle for Canadian firms35.
The tariffs had a significant effect initially on producers. Sawmills
were forced to forego expansion and other projects in the face of the
uncertainty the tariffs created. Questions arose as to the legality of the
actions and the duration that the tarin's would last. However, without
any authoritative body able to intervene while the matter. was being
decided, producers were forced to act under the presumption that the
tarilfs could remain indefinitely. Companies were forced to close their
most inefticient sawmills and increase the volume produced in mills
with more advanced production technology.
Whereas the Sothvood Lumber Agreement had essentially capped
exports, the new actions allowed producers to utilize capacity in order
to compete. By taking advantage of economies of scale, these mills
33. Thiessen. Dwayne. "Re: Sotiwood Lumber Agreement."
2004.

Email to the author.

34. "Soliwood Lumber" Department of Foreign Amlirs. 13 March 04.
35. "Soliwood Chronology." Department of Foreign AlTairs.

6 March

58

SASKATCHEWAN ECONOMICS JOURNAL

were able to lower their average cost to the point where they could
remain competitive. (See Figure 1 of Appendix # 1) International
Forest Products' sawmill in Adams Lake, BC is an example of an etTicient producer that was able to increase production to lower costs. In
1999, the mill produced a volume of 105 mbf Lumber volume
increased to 140 mbf in 2002, and again to 165 mbf in 2003. This
year, production is expected to be over 220 mbf36. In less than five
years, lumber volume has more than doubled and average cost has
decreased by 35%. As mill manager Dwayne Thiessen aptly states,
"Cost reduction has exceeded the cost of duty."37 It appears that Mr.
Thiessen is not alone, as other companies in the industry see fewer
mills with high volumes as the key to remaining competitive. This has
lead to higher production nation wide, as Canadian exports to the
United States have increased by over 4,000 mbf, since 199638.
The implication of having large-scale producers may be the creation
of individual super-mills serving regions throughout the province. As
mentioned, current cost structures are forcing producers to concentrate
higher production into fewer sawmills. These companies are constrained by annual allowable harvest volumes, which mean that there
may only be enough timber to support one high volume producer in a
given region. There would not be enough raw timber allocated in an
area to allow two operations to produce at the volume necessary to
compete. Companies will be forced to build a 'super-mill' in a given
region and concentrate their harvesting there to supply it. This would
inevitably lead to individual companies' super-mills serving an entire
region of a province with monopoly rights on the timber.
Some companies seem to shepherding the industry towards this scenario. Canfor has closed down many of its mills in northern British
Columbia, opting instead to have one consolidated super-mill in
Houston, B.C. This mill would be able to handle the capacity of the
many smaller producers in one large, centralized operation39.
Ironically, this environment that U.S. trade ot1icials indirectly created may cause more problems in the long run. The countervailing
duties and antidumping duties are causing Canadian producers to
gravitate towards concentrated production from a few high volume
operations. At the same time, American ot1icials continue to demand
reforms in the Canadian stumpage system to allow for a more open
market price determination. A move towards an open market auction
36. Thiessen, Dwayne. Email 6 March 2004.
37. Thiessen. Dwayne. Email 6 March 2004.
3R. "Soliwood Lumber" Department of Foreign Affairs and International Trade. 2R .Ian. 2004
<http://www.dfait-maeci.gc.caleicb/softwood/menu-en.asp>
.
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system, similar to the United States, would create a 'fair' price for timber, but would also leave the unregulated market vulnerable to market
failure. Under previous industry conditions, with more firms competing for timber, the market would produce an equilibrium value indicative of competition. However, regional super-mills, with little to no
competition, would have monopoly control over timber and could
essentially set the price that they would pay for access.
Such a scenario is not that far-fetched. A proposal currently under
serious consideration by the s.c. government would allow 20% of the
annual timber allocation to be sold at auction4o. The resulting price
would be used to value the remaining 80%, which would be harvested as per usual. American trade representatives see it as 'baby-steps'
towards a market based system, but could be ignoring the dangers of
what 'the market' may entail. If regional super-mills are the only bidders on the auctioned timber, the price will undoubtedly be below
equilibrium. Although this creates an entirely new problem for
American producers, it originates in the market virtues that they have
demanded.
In the meantime, there are numerous challenges still making their
way through litigation at NAFTA and WTO dispute boards. NAFTA
Chapter 19panels have twice decided that the American's use of direct
price comparisons is incorrect and gave officials more time to make a
more correct determination. WTO dispute panels have ruled in favour
of Canada's complaint, but American representatives appealed this
decision and a ruling to this appeal is still forthcoming41. Canadian
producers Cantor, Doman Industries and Tembec Inc. are all suing the
U.S. government in NAFTA's Chapter II court for reconciliation of
duties they have paid. Chapter II of NAFTA allows individual
investors the right to take action against governments that have unfairly intervened in their course of business. The companies charge that
the U.S. government is acting illegally by collecting tariffs without
legitimate reason. It is an interesting twist offate, as U.S. negotiators
had originally insisted on the inclusion of Chapter II in NAFTA to
protect American firms from government intervention in Mexico.
Petcr Clark, an Ottawa trade consultant, says that, "now the chickens
are coming home to roost and they don't like it."42
Canadian producers arc finding other markets relatively more
attractive in the face of the taritTs. Japan is a prime destination for
Canadian exports as its domestic production is not sufficient enough
to meet market demand. The high frequency of seismic activity means
40. Harrison. George.
41. "Soliwood Lumber" Department of Foreign AfTairs and International Trade. 28 Jan. 2004.
42. Chase. Steven. "U.S. Aims to Quash Cantor Suit." Globe & Mail. 17 Mareh 04.
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that construction materials must meet a high standard and West Coast
producers are positioning themselves to meet such requirements.
Weldwood Corp. recently refurbished a sawmill in Quesnel, BC to
export specifically to Ja'pan43.
As the Euro has appreciated vis-a-vis the Canadian dollar, new markets have developed for lumber exports across the Atlantic.
European's purchasing power has increased and consumers in
Belgium and France are now buying Canadian products. British consumers are also finding Canadian lumber more appealing than U.S.
exports, given their relative exchange position44.
The U.S. government has bowed to the pressures of big-business
and repeatedly instituted barriers in the trade of softwood lumber.
Their actions are based upon a groundless claim of subsidy resulting
from incorrect comparisons between the American and Canadian timber ownership systems. The real cause of the trade advantage is
Canadian sawmills' superior productivity and forest practises combined with a favourable exchange rate situation. Canadian exporters
have responded cunningly to U.S. government actions and continue to
increase their share of the U.S. market, as supranational dispute settlement boards vindicate their position. Ultimately, trade disputes such
as this will continue until the United States government casts aside its
protectionist attitude and sets its sights upon the ultimate goal.
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- KRUEGER vs.

TULLOCK

DAVID POOLER*

I. INTRODUCTION

The proposition that tariffs and monopolies generate a loss in
economic welfare has universal acceptance in the field of economics.
Krueger comments "The effects of tariffs upon production, trade and
welfare are well known" ("Political Economy" 297). However, the
theoretical proof that tariffs and monopolies generate substantial costs
does not seem to have validity when measured empirically. Tullock
notes studies have uniformly shown very small costs due either to the
implementation of tariffs or the formation of monopolies. Leibenstein
collected estimates which measure the welfare cost of monopolies and
tariffs'. The measurements estimate losses due to monopoly power
are as low as 0.0 I% of GNP; and losses due to taritfs are as low as
0.0075% of GNP. Based on commonly accepted economic theory
these estimates seem impossibly small. Mundell commented
"unless there is a thorough theoretical re-examination of the validity of tools upon which these studies are founded. . . someone will
inevitably draw the conclusion that economics has ceased to be important" ("Review" 622).
The literature of rent-seeking constitutes one theoretical re-examination of the tools upon which the empirical studies are based. The
concept of rent-seeking was pioneered by Tullock and Kureger.
Tullock and Krueger have effectively demonstrated that the "tools on
which these (empirical) studies are founded produce an underestimation of the welfare costs of tariffs and monopolies" (Tullock,
"Welfare" 39). The purpose of this paper is to present a general
overview of the concept of rent-seeking. The term rent-seeking will
be defined and the theories of rent-seeking developed by Tullock and
Kruger will be presented. Two critiques of Kruger's work will then be
brietly discussed. The paper will show that rent-seeking providesjustification for the theory that monopolies and tariffs impose heavy
economic costs.
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II. DEFINING RENT-SEEKING

The term rent is commonly used in economics; Rent is the part of
the payment to an owner of resources over and above that which those
resources could command in any alternative use. "Rent is receipt in
excess of opportunity cost" (Buchanan, "Rent Seeking" I). Rent can
be used interchangeably with profit seeking. It is a driving force
behind capitalism. "Since Adam Smith, we have known that the profit seeking activity of the Butcher and the Baker ensures results beneficial to all members of a community." (Buchanan, "Rent Seeking" 2).
Economic rent generates a social surplus; it is received for entrepreneurial ability. As Buchanan states rent retlects the creation of value
added in the economy. In an ordered market structure the behavior of
people seeking to maximize their returns is socially beneficial.
However, under a ditJerent set of institutions the same behavior can
produce the opposite effect.
Rent-Seeking "is designed to describe behavior in an institutional
setting where the individual efforts to maximize social value generate
social waste rather than social surplus" (Buchanan, "Rent Seeking" 4).
The intention to maximize value by an individual does not change,
only the institutional structure does. A common historical example of
an institutional change that leads to rent-seeking would be the implementation of an entry restriction. Atter the restriction, entrepreneurs
investtime and moneyto convincethe governmentthat they deserve
a monopoly right. Whereas, in a competitive market "Resources dedicated to curry the Queen's favour might be used to produce valued
goods and services elsewhere in the economy" (Buchanan, "Rent
Seeking" 8). Thus, rent-seeking refers to "activity motivated by rent
but leading to socially undesirable consequences" (Buchanan, "Rent
Seeking" 8).
Tullock was first to describe the wasteful investment of resources
related to monopoly privilege-seeking in his article The We(fareCosts
ofTar{ffs Monopolies and Theft. He did not use the term rent-seeking.
The term gained popularity only after The Political Economy of the
Rent-Seeking Socie~vwas published by Krueger. Tullock's article was
rejected from several journals including the American Economic
Review; where Krueger's article was later published. It is unlikely
that Kruger knew Tullock's article existed as it was published only in
the WesternEconomic Journal, and in Kyklos. Despite the fact he did
not coin the term rent-seeking Tullock's article has been given credit
for the concept. In Tullock's words, "Robert Tollison (1982) published
another general article with my original article given full credit for the
rent-seeking idea" ("The Origin" 7).

-----
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III. TULLOCK ON RENT SEEKING

Tullock began his analysis of rent-seeking with a critique of the
studies used to estimate the costs of taritfs and monopolies.2 The
method used to measure these costs was pioneered by Harberger.3 A
simple diagram analyzes the effect of an increas~ in price due to a tariff or monopoly.4 An increase in price from POto PI causes a reduction in demand of QO to Q I. "The increase in price, it is argued, is
merely a transfer from some members of the community to others, and
the only welfare loss is consequently the shaded triangle" (Tullock,
"Welfare" 40). The value of the triangle
"is a clear loss to the community, but the rectangle to its left is merely a transfer from the consumers to the owners of the monopoly. We
may object to the monopolist getting rich at the expense of the rest of
us, but this is not a reduction in the national product" (Tullock,
"Welfare" 44).
Tullock argues that this measurement of the cost of monopoly inappropriately ignores the rectangular area. To explain this he gives a
brief overview of the economics of theft.
Theft is simply a transfer from one individual to another; nothing is
lost in the process. Therefore, theft may be assumed to have zero
social cost. However, any logical person would conclude that this reasoning is incorrect. According to Tullock "In spite of the fact that it
only involves transfers, the existence of theft has very substantial welfare costs" (Tullock, "Welfare" 45). He argues that thieves will invest
in lock-picks and nitroglycerine and homeowners will invest in locks
and sates. Over time this investment comes to equilibrium, but the
resources employed do not generate a surplus. "The theft itself is a
pure transfer and has no welfare cost, but the existence of theft as a
potential activity results in a very substantial diversion of resources to
fields where they essentially offset each other and produce no positive
incentive" (Tullock, "Welfare" 48). This theory is then applied to the
measurement of the cost of a monopoly.
The area to the left of the welfare triangle is what stands to be
gained by an entrepreneur if he can secure the right to a monopoly.
With such a large prize up for grabs we can surely expect "potential
monopolists would be willing to invest large resources in the activity
of monopolizing" (Tullock, "Welfare"49). Entrepreneur's would view
1 Thuugh his work m:\\:r used the term "rent-seeking"

1A.C'. Ikrberger. "Using the Resourccs at Hand \;Iorc Etlcctivdy." Amcrican Economic
Rc\icw 49 (May 1959): 134-146
4 Included as Appendix 2
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the opportunity to obtain profit from special privilege as they would
any other profit opportunity. Each entrepreneur would be willing "to
invest resources in attempts to form a monopoly until the marginal
cost equals the properly discounted return" (Tullock, "Welfare" 48).
Thus, the area to the left of the triangle is not simply transferred from
the public to the monopolist. Instead, entrepreneurs invest time and
resources competing for the value of the area. These investments create no additional economic value. An individual who
"Invests in something that will not actually improve productivity or
will actually lower it, but that does raise his income because it gives
him some special position of Monopoly power, is Rent Seeking"
(Tullock, Rent Seeking, 17).
If a monopoly is eventually established continual efforts either to
break the monopoly or to muscle into it would be predictable these
efforts would imply further costs. Tullock lists some of the potential
investments that would be made by both the firm attempting to secure
a monopoly, and those with a vested interest in preventing its formation.
. -Legal Staffs
. -Skilled Management time for Lobbying
. -Customs Brokers
. -Coast Guards
. -Antitrust Divisions
. -Lengthy Negotiations
. -Company Resources
. -Customs Inspectors
. -Resources Gambled in a failed attempt to obtain a monopoly
. -Illegal activities such as bribery
These activities are dit1icult to quantify.
According to Tullock
regardless of the measurement problem, it is clear that resources put
into monopolization and defense against monopolization would be a
function of the size of the prospective transfer. Since there is a very
large potential benetit; the socially wasted cost of investment must be
very large. It is clear "the welfare triangle method of measurement
ignores these important costs, and hence greatly understates the welfare loss of monopoly" (Tullock, "Welfare" 50). Tullock was the first
to successfully demonstrate that monopolies and tarim; result in substantial economic costs. He proved that the previous empirical investigations were tlawed. Tullock shows the whole economy is poorer
not just by the triangle but by the whole amount of wasted resources.
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Tullock also noted that if institutional changes allow the formation of
one monopoly, then this
"successful theft will stimulate other thieves to greater industry and
require greater investment in protective measures, so each successful
establishment of a monopoly or creation of a taritf will stimulate
greater diversion of resources to attempts to organize further transfers
of income" ("Welfare" 49).
Thus the problem of rent-seeking may build upon itself and become a
heavy economic burden. Anne Krueger's paper contained an estimate
of how large this burden could be.
IV. ANNE KRUEGER ON RENT-SEEKING

Anne Krueger is a prolific economist, she is the Deputy Managing
Director of the International Monetary Fund, and was the President of
the American Economic Association. She has received the Robertson
Prize, the Bernhard-Harms Prize and numerous other awards.
Krueger is often credited for developing the field of rent-seeking.
"The analytics of 'rent-seeking' developed by her have become a standard tool of the economics profession" (Lui, "Doctor" I). Her paper
The Political Economy l?fthe Rent-Seeking Society has been selected
into both the International Library of Critical Writings in Economics,
and The Foundations of 20th Century Economics: Landmark papers
selected by Nobel Laureates. Krueger's article developed an analytical framework to explain social losses created by protectionist trade
policies and monopolies. She used both theory and evidence to
support her case.
Krueger believed her analysis was especially important for developing countries where government interventions are frequently allembracing. The opening section of her paper gives quantitative estimates of the cost of rent-seeking in India and Turkey. India may have
less corruption that any other country in South Asia, "nonetheless it is
generally believed that corruption has been increasing and that much
of the blame lies with the proliferation of economic controls following independence" (Krueger "Political" 294). Kruger presents a table
which gives crude estimates for the cost of rent seeking.5 The table
shows that rents in India were equivalent to 7.3% of national income,
an extraordinarily large number when compared with previous estimates of the cost of monopoly. In Turkey more accurate estimates of
the value of import licenses were available. From these estimates it
was calculated "that Rents from import licenses in 1968 were about
15%of GNP" (Krueger "Political" 269). These ligures discredited the
; R.:produ.:.:d as App.:ndix 3
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idea the industrial targeting and protectionist trade policies were "a
short-cut to rapid growth" (Ito, Trade 371), The estimates proved that
monopolies and tariffs impose large economic costs. Kreguer, like
Tullock, reached the conclusion that entrepreneurs must invest considerable resources in the pursuit of monopoly or tariff rights. Krueger
went on to develop a formal model of rent seeking under quantitative
restrictions of trade.
The purpose of Krueger's paper was to establish the proposition
that; competitive rent-seeking for import licenses entails a welfare
cost in addition to the welfare cost that would be incurred if the same
level of imports were incurred through tariffs. Kruger sets up a model
of free trade, then a tariff is added, finally rent-seeking is added. The
algebra of the model will not be present. The conclusions of the
model will be examined with the graphs formed from the algebraic
model.
In the first section of Krueger's model it is determined that under
free trade an economy reaches its highest optimal consumption point.6
Domestic food consumption is measured on OF, import consumption
on OM. The consumption possibility locus is F*M*. If distribution
were costless a society would choose to produce on F*A. However,
"to consume one unit of imports requires exchanging one unit of food
and withdrawing k workers from agriculture to provide the requisite
distributive services" (Krueger "Political" 299). Hence, the domestic
price of imports increases as we move northwest from P. At the point
C, OG food would be produced, with EG exported, and the rest
domestically consumed. This point is where the optimal allocation of
resources is reached in any of the market settings considered.
Krueger next considers the case in which there is a restriction upon
the quantity of imports. The quantitative restriction on imports is indicated by OM'. In this situation the reduction in imports has the elfect
of reducing the employment in distribution and increasing the agriculturallabour force. Krueger notes that diminishing returns will reduce
the agricultural wage. The price of imports and distribution rises, and
food output (OJ) is increased, Exports decline to HJ. The net result
is that the economy ends up at a new lower indilference curve depicted by i'i',? Krueger then adds competitive rent-seeking to the model.
Under a tarin-~the wage in distribution exceeds that which is olTered
in agriculture. Therefore it is logical that people will endeavor to enter
distribution; this entrance constitutes rent-seeking. It is likely "people
will seek distributive rents until the average wage in distribution and
rent seeking equals the agricultural wage" (Krueger, "Political" 302).
" Gmph
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The net result of this is that "agricultural production and food consumption are reduced by the introduction of rent seeking" (Krueger,
"Political" 302).8 D" indicates the lower domestic price of imports
under competitive rent seeking. Equilibrium under rent seeking will
be established at point L "with the same consumption of imports. but
smaller production and consumption of food than occurs under a tariff" (Krueger, "Political" 303). Point L is clearly below both points
K and C, therefore it is clear that rent-seeking imposes additional costs
of an economy. The estimates of rents given for India and Turkey can
be interpreted as "the deadweight loss from quantitative restrictions in
addition to the welfare cost of their associated tariff equivalents"
(Krueger, "Political" 305). Krueger concludes that rent seeking entails
a welfare loss beyond that for an import restriction without rent-seeking. This conclusion has a broad number of policy implications which
are then briefly discussed.
The first implication of the study is that an "import prohibition
might be preferable to a non-prohibitive quota if there is competition
for licensesunderthe quota"(Krueger,"Political"305). . Second, the
more price inelastic demand "the greater the value of rent and the
greater therefore, the deadweight loss of rent-seeking" (Krueger
"Political" 306). This tact is counter-intuitive to what is typically
believed. Finally, rent-seeking can become cyclical as its existence
affects peoples economic perspective. If rent-seeking occurs and
income distribution becomes perceived as the "outcome of a lottery
where wealthy individuals are successful rent-seekers" (Krueger,
"Political" 307) people will perceive the market mechanism as unfair.
The net result of this will be to encourage further government intervention in the market, which will cause further rent seeking. This
increase in rent-seeking multiplies the burden on an economy.
Krueger contents that trade patterns might be more the outcome of
government policies than of comparative advantage of market forces.
Krueger hoped that the broad policy implication of her article
would stimulate interest and research on the subject. Since its publication the article has spawned an entire field of study. Topics analyzed include measurements of the cost of rent-seeking, how to prevent rent-seeking, rent-seeking and tax reform, and a wide variety of
others. Kruger has done further work to explain "how government
intervention in agricultural prices was affected by market forces and
political factors" (Political Economy of Agricultural 8). Bhagwati has
attempted to classify the field of study of rent-seeking as a directly
unproductive. profit-seeking activity (DUP). These activities represent a "general concept that embraces a \vide variety of recently ana, (,raph is rcpnxluccd as Appendix 6
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Iyzed economic activities" (Bhagwati, "Directly" 988). In the specialization of international trade these activities "have been among the
few leading topics of research focus recently" (Bhagwati, "Directly"
988). The theory of rent-seeking has also been critiqued. One notable
critique was published by Bhagwati and Srinivasan.
V. CRITIQUE'S OF RENT SEEKING

Bhagwatis and Srinvasan critique the central conclusion of Kruger's
article. They find that in certain circumstances rent-seeking may be
welfare improving. The article etfectively demonstrates the "notinsignificant possibility that revenue seeking may well be welfare
improving and.. .establishes the conditions for it to arise" (Bhagwati,
"Generalization" 1071). They find Kruegers conclusion is not sustainable "as their analysis of revenue seeking, extended readily to rent
seeking.. .shows" (Bhagwati, "Generalization" 1071). The result of
their analysis is to show
. - "The value of rents is always positive, whereas the production cost
of seeking activity may be negative and hence a gain" (Bhagwati,
"Generalization" 1085).
. - "When the added production shift imposed by rent-seeking imposes a production cost, this will be less than the value of the rents, except
under complete specialization in the exportable good" (Bhagwati,
"Generalization" 1085).
. - "It is unlikely all rents will be sought competitively" (Bhagwati,
"Generalization" 1085).
They emphasize that their central conclusion, that revenue-seeking
may be welfare improving, "follows from the fact that resource diversion to seeking activities occurs in a second-best situation since the
economy is characterized by a taritf distortion" (Bhagwati,
"Generalization" 1086). While this article points out some specific
cases where rent-seeking may improve welfare, it does not seriously
question the fundamental conclusion of Kruger and Tullock's work,
that monopolies and taritfs impose substantial economic costs.
Another critique focuses on policy implications of rent-seeking.
Stiglitz has criticized Kreuger's activity at the IMF. It is his belief that
under her supervision an excellent team of economists that had been
assembled under Chenery left the institution. This was due to the tact
"Krueger saw government as the problem" (Stiglitz, Globalization,
13). Too much attention was focused on the problems of rent-seeking
and protectionist trade policies. The previolls economic team devoted
effort to broader problems in developing counties, under Krueger
"Free markets were the solution to the problems of developing coun-
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tries" (Stiglitz, Globalization, 13). This critique examines only
Krueger's policies. Stiglitz does not discredit the idea that rent-seeking commonly imposes economic costs. There have been few criticisms of the theory of rent-seeking and its policy implications. The
fundamental assumption that "Rent seeking is an extremely costly
phenomenon that severely damages our society" (Tullock Economics,
96) remains unchanged.
VI. CONCLUSION

Tullock and Kruger have demonstrated that "The classical
Economists were not concerning themselves with trifles when they
argued against tariffs, and the Department of Justice is not dealing
with a miniscule problem in its attacks on monopoly" (Tullock,
"Welfare" 40). Their work has proven both theoretically and empirically what economists have long believed; that tariffs'and monopolies
impose large welfare costs on economies. Krueger's empirical estimates of rent-seeking stand in sharp contrast to the previous estimates
of the cost of monopolies and tariffs given by Leibenstein. The theory of rent-seeking allows us to better understand the cost of inefficient
government intervention. It indicates that the economic rewards for
governments who "undertake polices and provide incentives that are
conductive to economic efficiency and reward the accumulation of the
appropriate types of physical and human capital" (Krueger,
Perspectives 7) may be very large. The term rent-seeking is now recognized in a broad number of fields. The work of Tullock and
Krueger has spawned a new and important area of study. Mundell can
be content that it may be several more years before someone again
draws the conclusion that economics has ceased to be important...
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Table 17.1
Estimates of value of rents: India, 1964
Source of Rent
Public In\estment

Amount of Rent

Imports
Controlled Commodities
Credit Rationing
Railways
Total

365
10271
3000
407
602
14645
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The role and importance of inequality in the process of development has always been controversial. Early development theorists
posited that a negative relationship existed; essentially they argued
that higher inequality was linked to and indeed promoted development. These theories have come under considerable attack, while
empirical testing has failed to uphold their conclusions. It is the argument of this paper that inequality in fact inhibits development economically, politically, and socially, and that this largely explains the
difTering success of Latin American and East Asian development in
the post-WWII period. To explore this relationship, the essay will
compare and contrast the history of development in these two regions
- areas with varied experiences of inequality and developmental
progress. It will then examine and evaluate the economic, political,
and social theories that inform our views of the inequality-development relationship and their application to the case study. Finally, the
paper will analyze the implications of the thesis on development
policy and practice.
To explore the relationship between inequality and development, it
is first necessary to define the meanings of these terms. Development
is viewed as a process that expands a majority of a population's well
being. If one part of a community gains at the expense of their neighbours, this cannot be considered development. Clearly, access to
economic resources plays a crucial role in providing this well being,
by providing the means to attain basic needs. However. this paper
does not view development and economic growth as synonyms. The
fact that most economic theories do make this assumption, and hence
many theories deal only with this relationship, requires that this paper
specifically expand its analysis to include the political and social
aspects of development. While it is true that the development of one
element can at times come at the expense of another, they are usually
complimentary and always interrelated. Inequality is measured by the
relative access to resources and basic needs, to opportunities for
advancement, and to the realization of well being.
To evaluate the role of inequality in shaping development, it is useful to examine the experiences of Latin America and East Asia in the
post-WWII era: these two regions have invested significant resources
*B<:IIFl)\\kr i, all Clld<:r<draduat<:
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for the purposes of development but have had very different results.
In the immediate post-war era, there were few comparisons. Latin
America had already begun its process of industrialization. The
majority of countries enjoyed quite rich resource endowments. In contrast, the East Asian countries were largely agriculturally dependent
with few manufactured products or mineral resources (Kay, 2003).
Further, Latin Americans on average enjoyed a higher standard of living. Politically, much of the region had been independent for decades,
while many of the East Asian states had just emerged from colonial
rule.
Levels of inequality were also significantly different between the
regions. Indicators of inequality were much lower in East Asia. For
example, in 1960the poorest 20% of the population received on average 6.34% of total income, while the same segment in Latin America
got nearly half that amount, 3.86%. Income of the wealthiest citizens
was even more divided between the two areas: the richest 20% of East
Asians received an average of 45.90% of total income, while their
counterparts in Latin America controlled 61.62% (Deininger &
Squire, 1998). These statistics, given the predominant theories of the
time, provided fllrther evidence to observers that Latin American
enjoyeda head-startin its path to development.Contemporarycommentators believed that the region had significant advantages over
East Asia, and assumed that future development trends would reflect
this.
In the years following 1960, both areas put considerable resources
into development efforts. Yet while the goals were similar, the results
were not. Beginning in the mid-1960s, the East Asian economies
began to boom. From 1965 to 1990, their gross domestic product levels (GDP) grew at rates often approaching 10% a year. In comparison, while Latin American growth also started strongly, it rapidly
began slowing to very low or even negative figures (Jaspersen, 1997).
Overall, the East Asian nations grew over three times faster than Latin
America and the Caribbean from 1965 to 1990 (Page, 1997).
By the 1990s, it was clear that the early commentators had been
proven wrong. In a surprising shift, the two regions had in fact
reversed positions in their level of development. The East Asian countries had achieved a far higher level of economic development, to the
extent that Singapore, Hong Kong, Taiwan and Singapore were
removed from the developing country classification (These development trends also applied in other areas. While both regions had
increased their educational enrollment, East Asian levels had
increased substantially to equal those of Latin America (Page, 1997).
Political stability was also generally stronger in East Asia. Even
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though authoritarian governments predominated, uprisings were comparatively rare. On the other hand, "democratic" Latin American
states in fact faced numerous military coups and armed revolutions.
Several revolutions succeeded in overthrowing their national governments, while others maintained low-intensity campaigns for extended
periods.
Despite these fundamental shifts, one relationship did not undergo
significantchangefrom the I 960s. Latin American societies remained
much more unequal than those in East Asia, to the extent that Latin
America today is the most unequal region in the world (Szekely &
Hilgert, 1999). Evidence indicates that, although the elite today controls a slightly smaller share of national wealth than they did in 1960,
"inequality, poverty and social exclusion are still prevalent throughout
much of Latin America." (Kay, 2003).
It is the argument of this paper that, of all the factors that varied
between the two regions, inequality can best explain the differences in
subsequent development. To understand how these factors affected
the development of the two regions, it is necessaryto examine the theories that explain the inequality-development relationship. Simon
Kuznets formulated an initial theory on this relationship in 1963.
Although very little statistical data existed regarding the developing
world, he theorized that the processof economic development would
inevitably lead to rising inequality. He based this on the idea that all
work accomplished in a traditional country was accomplished with little technology, and provided similar returns. As countries became
more economically prosperous,a rising proportion of their workforce
would move from the traditional sector of low productivity work in
agriculture or trading to an emerging high-productivity modem sector
that included capital-intensive mining or manufacturing. The higher
output per worker in the modem sector would allow it to pay much
higher wages than those paid in the traditional sector. This would lead
to a transitional period of higher inequality. As progress continued,
the traditional sector would slowly shrink, eventually reducing
inequality as the wage gap shrank (Kuznets, 1998).
The Kuznets hypothesis, as this theory was known, became very
intluential. [t had clear consequences for development policy: developing countries did not needto concern themselves with the increased
inequality

that might

accompany growth in the economy because the

situation was self-correcting, without government intervention. For
countries in which high levels of inequality already existed, such as in
Latin America, it suggested that policies to alleviate that situation
might even be detrimental to the necessary growth process that would
correct it anyway.
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Over time, however, the Kuznets hypothesis has become increasingly contested. Improved statistical data gathered from developing
countries provided the ability to test the validity of the hypothesis;
negative results gradually surfaced (Guest, 2002). Over the past 50
years, countries that have had higher levels of inequality have actually had lower economic growth rates (Birdsall et ai, 1998). This trend
also applied to the Latin American and East Asian regions. Although
East Asia had significantly lower economic inequality, it experienced
much faster economic expansion than its counterpart. In fact, from
1960 to 1990, when rates of growth were very high in East Asia, the
level of income inequality actually decreased (Deininger & Squire,
1998). It is apparent that Kuznets hypothesis does not match the historical evidence.
Faced with this reality, new explanations for the relationship
between inequality and economic growth are clearly necessary. New
evidence suggests that inequality actually has a negative etTect on
economic development. There are three main explanations for this
etfect. First, high inequality lowers the benefits of economic activity
in the economy. The elite in Latin America, tor example, is notorious
for using their high incomes for consumption, typically of imported
luxury items. Such spending does little to help the economy beyond
benefiting the retailers who provide the goods. Increased incomes
among the poor, on the other hand, typically create high multiplier
effects because of the nature of their purchases. This is especially true
in rural areas. It is estimated that in the rural areas of developing
countries, an increase in spending prompts half again as much spending in the manufacturing and service sector (Stiglitz, 1998).
Second, inequality contributes to political and macroeconomic
instability. As discussed in more detail below, the existence of large
class divisions in a society contributes to political alienation and
resulting unrest. This unrest can be manifested in two ways. If it is
expressed democratically, it can create populist policies that, while
countering the effects of extreme inequality, have usually proven economically unsustainable. If expressed militarily, the resulting armed
contlict can hurt the country's stability, social spending, and investment levels.
Finally, inequality has a negative impact on the quality of a country's labour force. Limited resources ensure that the poorest citizens
lack access to basic social services. This has significant implications
for those atfected. In health care, for example, non-access by the poor
to health services is associated with increased turnover, higher absenteeism, and longer recovery periods from illness. These issues, in
turn, pose a major problem lor employers because of lowered work
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productivity. In education, lowered educational access severely limits
the skills and knowledge of the population. A lack of education has
negative effects on the economy as a whole; Hogendorn notes that
"almost all populations with poor education and limited skills suffer
from low income." (Hogendorn, 1996). Clearly the negative impact
of inequality on a country's labour force is serious.
An examination of the two regions in the post-war period presents
a compelling argument for the emerging theories. In East Asia, government policies, which promoted redistribution, seemed to have had
a much greater impact than the structural effects of economic change.
Moreover, the presence of inequality in Latin America seems to have
had a significant effect on their rates of economic growth. As one academic concludes, "inequality and growth are in fact inversely related:
countries with higher inequality tend to have lower growth." (Birdsall
& Sabot, 1998). Harvard professor Dani Rodrik discusses this contrast most succinctly. In an article published in 1994, he analyzes the
variations between the East Asian and Latin American economies. He
concludes that initial differences in income inequality alone can
account for the resulting ditferences in economic growth between the
two regions (Rodrik, 1994). This evidence makes clear that inequality, in the regions studied, actually had a negative effect on economic
development.
However, the role of inequality on economic growth is just one
aspect of development. Inequality also has a major impact on politi. cal development by affecting the sources of legitimacy available to
government and by impacting the level of political stability.
Inequality clearly alters the strategy for legitimacy used by a state's
government by affecting the relative power of different societal
groups. In highly unequal societies, the government often collaborates solely with the elite to maintain its hold on power. The support
of the elite can enable a government to rule without much consideration for the rest of society. In more equal societies, an alliance with
the elite alone may not provide the means for maintaining legitimacy.
Rather, more eHorts must be made to include the middle and lower
classes.
This seems to have been the case in East Asia. While governments
were very reluctant to give up political power to the people, or to
change very autocratic torms of rule, they did engage in redistributive
measures that reduced poverty and inequality. These measures were
prompted largely by the absence of a strong elite, and the relatively
equal distribution of wealth. Academic Aoki argues these conditions
meant that tor governments the only viable constituency was broad
based, shared growth policies (Aoki, Murdock & Okuno-Ju, 1998).
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High inequality also impacts the ability of government to implement development strategies. A clear example is land reform, which,
as a tool for development, is instrumental in simultaneously improving agricultural efficiency and income distribution (Stiglitz, 1998).
Cognizant of these advantages, governments implemented land
reform programs in both Latin America and East Asia. However, differences in levels of inequality significantly affected the results of
those efforts.
In Latin America, where land holdings were most unequal, land
reform policies challenged the political and economic hegemony of
the landlord class by threatening the basis of their wealth. In response,
the elite used all methods available to mitigate this threat, clinging to
power while stalling or blocking reform attempts. Such strategies succeeded in either blocking them completely (Brazil), reversing them
after their implementation (Guatemala), or reforming the policies so
as to eliminate a change in overall wealth distribution (Chile) (Kay,
2003). In contrast, the Asian governments in the immediate post-war
period did not face a powerful landowning elite. This allowed them a
relatively free hand to implement land reform programs, which, without this pressure, had "a far greater redistributive impact than the Latin
American agricultural reforms." (Kay, 2003). Land reform is a clear
example of how inequality can prevent positive development reforn1
through its impact on the political system.
Inequality also impacts the stability of the political system. High
inequality often threatens the political order itself: as the disadvantaged masses become politically alienated (Birdsall, Ross & Sabot,
1997). In impoverished countries, inequality can signify that a proportion of the population is denied basic needs like food, education, or
health care. Under such desperate conditions, often bolstered by a
lack of political openness, revolutionary appeals can become attractive. Coups, in turn, are often rootcd in responding to threats to the
state. The consequences of these forms of political instability a/Tect
many facets of the country, often reinforcing the inequality that exists.
As government spending is increasingly used to cover the expenses of
conflict, corresponding cuts to social and redistributive programs are
common. In contrast, a state that shares economic growth with the
lower classes "reduces the risk of their political alienation, legitimizes
government in popular opinion, and helps to build broad-based political support." (Stiglitz, 1998).
Clearly, inequality contributed to the \\ idespread revolt and revolution that occurred in Latin America during the Cold War period.
Extremes in wealth and power often galvanized the rural and urban
proletariat into armed revolt. While inequality was not the only cause
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of the armed uprisingswhichplaguedthe area - coincidingissues of
racial discrimination, political repression and ideological propagation
were also influential - inequality often helped to intlame existing
issues and cultivate the feeling that no peaceful options existed. It is
hard to argue with Muller and Seligson's conclusion that "redistribution of income must be ranked as one of the more meaningful reforms
that a modernizing government can undertake in the interest of achieving political stability." (Muller & Seligson, 1998).
To examine the impact of inequality on development, an understanding of economic and political etfects must be complemented by
knowledge of social development. In this paper, the term 'social
development' refers to the improvement of a population's aggregation
of skills and abilities, including health and education levels.
Inequality impacts social development in three ways: elite programs
are supported by government at the expense of basic programs, the
poor have decreased ability to pay for services, and the incentive for
the disadvantaged to invest in such services is reduced.
Inequality often has the effect that government spending is targeted
to programs that most benetit the wealthiest in society. This is more
so in unequal societies because the elite is a more visible and often
stronger pressure group, who can pressure governments more effectively than the poor for such services. Stiglitz explains concisely that
"greater wealth allows the rich to spend more resources on lobbying
activities to obtain ditTerential treatment." (Stiglitz, 1998). A clear
example concerns education. In developing societies with low levels
of education and high illiteracy, government spending should primarily focus on providing primary education. The benetits for society
from education are highest at these lower levels, when students learn
the most and the highest number of people can be reached
(Hogendorn, 1996). While higher education thus becomes more
expensive, there are correlating factors that reduce this problem; overall, students tend to be from the richer classes with more economic
resources, relatively fewer students attend, and potential personal
opportunities will motivate attendance.

Yetdespitethis logic,and likelyin responseto elite pressure,developing countries with higher inequality often spend much of their funding on university, in effect subsidizing the students from elite and middle class backgrounds that comprise university populations and have
a greater capacity to pay themselves (Birdsall, Ross & Sabot, 1997).
The resulting decrease in funds allocated to basic education has often
harmed its quality, increasing class sizes and limiting class resources.
This often prompts wealthier parents to place their children in betterfunded private schools, reinforcing the educational divide. Students
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from poorer backgrounds -a significant proportion of the population thus face significant barriers to educational success.
High inequality also very clearly limits the ability of the poorest in
society to afford many basic services. The government bias mentioned above usually implies that user fees must be charged for access
to such basic social services as health clinics and elementary education. These policies preclude the poor from sending their children to
school, or from receiving adequate medical attention upon illness.
Moreover, high inequality limits the incentives of the poor to invest in
social development. In families where resources are very scarce,
sending a child to school can require sacrificing both existing financial assets and reduced future income through the loss of that source
of labour. Clearly there must be a large incentive in terms of increased
future opportunities. However, in societies in which such opportunities are restricted to those with the right connections, education can be
viewed as an unnecessary expense. Unfortunately, the results of this
process are devastating: "without the critical asset of human capital
(per se a productive asset), the poor remain impoverished, and as their
productive potential .is squandered, overall economic growth suffers
(Birdsall, Graham & Sabot, 1998). The results of high inequality are
clear: social inequality is perpetuated while social programs help only
the fortunate few.
Unfortunately, these factors often create what Birdsall et al call a
"vicious circle"of inequality (Birdsall, Graham & Sabot, 1998).
Basically, unequal educational opportunities both constrain economic
growth because of lost opportunities and maintain inequality by perpetuating high wages for those who are well educated. These factors,
in turn, are self-perpetuating by limiting the demand for and supply of
education. Such trends have ensured that inequality inhibits social
development within a country.
The negative impacts of inequality on social development are obvious in Latin America as compared with East Asia. Latin American
countries have historically had higher support for elite services and
lower levels of access as compared with those in East Asian. This is
most evident in education. Funding for university education has been
far higher in Latin America, while basic education has been less supported. In essence, government funding has helped to perpetuate
inequality: "in East Asia large numbers of poor children benefit from
public expenditures, whereas in Latin America small numbers of children from relatively high-income families are the beneficiaries."
(Birdsall, Graham & Sabot, 1998).
As the above evidence shows, it is clear that inequality has a profoundly negative etTect on economic, political and social develop-
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ment, and that it is a major factor in explaining the differing record of
development in Latin America and East Asia. Yet given the great contrasts between the two regions, many theories have been proposed to
explain the differences. To accurately assess the impact of inequality
on these changes, it is necessary to briefly assess the alternate theories.
One major contrast that is drawn between the regions is their historical openness to trade. It is argued that while the Latin America states
engaged in failed attempts at import-substitution industrialization
(ISI), the East Asian countries instead looked to promoting exports as
a means of fueling economic development. This, critics say, is the
major reason for differing outcomes, as autarkic policies created inefficient, stagnant industries in the former while international competition increased productivity and sparked economic growth among the
latter. While the problems with ISI are well documented, both regions
initially adopted such policies. At the beginning of their respective
periods of expansion, neither Korea nor Taiwan had very open
economies (Sarel, 1998). Increasing openness to international trade in
fact accompanied growth within the two countries.
Moreover, Latin America's failure to implement reforms to ISI can
partly be blamed on structural issues created by inequality. The strong
elite who had benefited from such inequality often fought against such
reforms, because they threatened their monopolies in domestic markets. While governments recognized that reforms were in the state's
interest, political pressure often made structural changes impossible.
A second theory, with apparent roots in Rostow's Five Stages of
Growth Model, is that the East Asian countries had higher economic
growth because they were able to save and invest far more than the
Latin American countries. These sources of investment, according to
the theory, were the source of funds that sparked the economic expansion through large increases in the capital stock. There are, however,
some difficulties with this thesis. Investment levels in 1960were actually quite low by international standards. Moreover, neither saving
nor investment levels increased significantly until after the region had
begun to achieve high growth rates (Sarer, 1998). This suggests that
higher savings rates were in fact the result of economic growth, not its
cause.
Finally, the argument has been made that Latin Americans sutfer
from a fatalist dependency mindset that has prevented them from
achieving development goals. In contrast, East Asia is praised for its
"Confucian Ethic", seen as the driving force behind its industrialization, modernization and development. This cultural argument draws
on such measurements as the n Achievement or OM exams, designed
to test motivation and other traits deemed important in driving devel-
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opment. While the apparent objectivity of these theories appears laudable, the details of the testing methods harken back to older equally
ethnocentric ideas. For instance, the values of the developed western
countries are held up as the model by which others are judged.
Furthermore, the concept that certain values are necessary for development ignores the contrasting cultures of Japan and Western Europe.
Despite this divide, both have experienceddevelopmentalsuccess.
Finally, it is important to acknowledge that structural constraints often
prevent the actualization of intended modes of behaviour. Forces outside the control of the test subjects often have great impacts on their
ability to shape their worlds, trivializing the effects of their attitudes.
After reviewing alternate explanations of the relatively fast development of East Asia as compared to Latin America, inequality remains
the most plausible theory. Having established the legitimacy of this
relationship, it becomes necessary to analyze its consequences for
development policy. Unfortunately, 'trickle-down' theories outlining
the positive effects of elite-focused reform have long been the model
for large-scale development projects and policies. For example, the
Structural Adjustment Packages imposed by the World Bank and the
International Monetary Fund were designed as strategies to create the
conditions for development. However, their negative impact on the
poor was rarely mentioned otTtcially, nor paid extensive attention
within the organizations (Pender, 200 I). Nevertheless, evidence
revealed a definite bias against the poor: that is, while social service
privatization limited those who could afford basic services and while
layofTshurt wage levels, the benefits for the rich remained untouched
or were enhanced (Stahl, 1996). In doing so, they were forced to soften the reform requirements for the richest. Overall, countries that
have experienced structural adjustment policies have suffered
increased inequality of income and wealth and access to social services, precisely the trends that will make future development more ditTtcult.
Such an example provides several lessons for future development
policies. First, development planning must become more nuanced.
Macro models that examine economy-wide levels of growth need to
be accompanied by studies examining distributional consequences. A
policy reform designed to increase overall economic activity or to
improve service quality must be carefully scrutinized to determine if
it does so at the expense of the poor. If this is the case, clear reforms
must be made. Furthermore, policy compromises that placate powerful interest groups must not do so at the expense of distributional
issues. Othenvise, reforms may in fact be counter-productive.
Development policy must also address the efTectsthat entrenched
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inequality will have on reforms. There is clear evidence that higher
levels of inequality or a powerful elite make distributional changes
more difficult. As outlined above, land reforms were accomplished
far more easily in the relatively equal environment of East Asia than
in the very unequal, divided societies of Latin America. This certainly means that these issues must be studied, and strategies created to
minimize this conflict. If contlict is inevitable, then some form of
conciliatory negotiation may need to be undertaken, keeping in mind
the need not to sacritice equity for progress.
Finally, development policy must recognize that many equity issues
are systemic and cannot be quickly or easily changed. This is certainly accurate in Latin America, where inequality has been a feature of
society even in the pre-colonial civilizations. These patterns have
continued throughout colonial society and still exist today. Racial
divides are deep-seated and complex. In Guatemala, for example, the
indigenous people have far lower indicators of development in all
areas - economic, political and social (United Nations Development
Program, 1998). While projects may attempt to address such issues,
continuing racism is likely to act as a barrier to meaningful change.
Unintegrated regions can also confound strategies to reduce
inequality. In many developing countries there are vast divides
between areas connected to the modem global economy and those that
remain in traditional economic roles. Strategies for economic development, regardless of their success, often produce benetits that are
concentrated in the modem regions. In Brazil, for example, unintegrated regions signify to Enrique Islesias that "growth is likely to
exacerbate inequality." (Iglesias, 1998). Spreading prosperity to the
traditional areas and reducing the relative gap between the two are
challenges that require long-term, structural refonll. Both of these
issues are examples of systemic challenges that must be addressed in
order to reduce inequality; these cannot be significantly changed in the
short tem.
Inequality clearly has a negative impact on economic, political and
social development; this represents the best explanation for the diftering development success of Latin America and East Asia in the postwar period. Had Latin America not faced extreme, historical levels of
inequality, it would have experienced greater progress in all aspects of
development. These conclusions pose critically important lessons for
development policy. At last the tired arguments against equity-conscious development strategies can be discarded. Instead, policies that
consider the most vulnerable can now be recognized both as positive
action that improves wellbeing at present, and as the toundation tor
quality, equitable development in the future.
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