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1. INTRODUCTION

Dualistic models are an attempt to incorporate the
analysis of the existing two asymmetric activities in the
same economy. Lewis' famous paper "economic
development with unlimited supplies of labour" (1954)
startedP the debate. He distinguished two sectors: the
capitalist on the one hand and the non-capitalist on the
other or later called modern and subsistence sectors. The
model was constructed within the classical tradition
because in his views neoclassical assumptions do not hold
for a wide range of countries (Eastern Europe and Asia).
Later on Ranis and Fei (1961) developed a similar model
but with a explicit focus on agricurture and industrial
sectors rather than subsistence and capitalist modern
sector. Likewise the neoclassical model also focuses on
agriculture and industry but in a different analytical
framework. For the purpose of this essay we are going to
explain the Lewis model. Section 2 will give a brief
presentation of the basic model. Section 2.1 will explain
the dynamics of the model focusing especially on the
following three questions:

- successful and rapid development

- stagnation after an initial spurt of development

- the development of a modern 'enclave’ in the

midst of a backward stagnant traditional
economy.

In the last section some policy recommendations will be
considered.

2. THE LEWIS MODEL

The model is based on the existence of two
different sectors within the different economies. A high
productivity modern capitalist sector hiring wage labour
and getting profits in turn on the one hand and low
productivity non-capitalist or subsistence non-profit
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oriented sector on the other.

The paramount features of the model sector is the
existence of an 'unlimited supply of labour' available to
transfer to the capitalist sector without any fall in output
in the subsistence sector at the prevailing wage.

The wage is determined outside the capitalist
sector by the alternative available in the subsistence sector
(the average output of family's farm). In practice, there
will be a gap between the wages to induce this labour
transfer and to compensate for additional costs of living in
the capitalist sector. Due to this unlimited labour the wage
will remain constant during the labour transfer process,
rising after as can be seen in the diagram.
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Given certain technology the capital will be applied
to the point that marginal productivity of labour equates
the ruling wage (p) resulting in the following distribution
of income:

OWPM the wage bill and NWP the profits.

2.1 The Lewis Model: Dynamics; Successful and Rapid
Development; Stagnation After an Initial Spurt of
Development; Modern 'Enclave’ in the Midst of a
Bacward Stagnant Traditional Economy

Given the constant wage and some technical
change as growth proceeds the share of profits out of
income will increase and hence a larger part of it can be
saved and reinvested in productive capital formation
oriented investments. Thus the marginal productivity of
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labour will increase and therefore new employment will
be generated for the remaining surplus labour out of the
subsistence sector. This expansion of the capitalist sector
will continue till the unlimited labour has disappeared
through a smooth economic development process. It is
clear that the key of this development process is the use of
profits capitalists make. In particular the saving for new
oroductive investments. This is Lewis' main concern,
‘the central fact is of economic development is that
distribution of incomes is altered in favour of the saving
class".

He is refiring to those who receive profits and not
rents because rents hardly lead to productive investment.
The pace for development is to generate the conditions for
increasing savings taking place. Yet what are these
conditions?

First is the rise of a group of people thinking in
productive investment terms (capitalists) otherwise any
increase in profits would not expand the productive sector
nor would create any new employment scheme. Second,
the expansion of the capitalist sector will be possible by an
expansion of credit. If this expansion ultimately alters the
distribution' of income in favour of profits so that the
initial increase in prices it generates is compensated by the
increase in output as capital formation proceeds. Almost
the same applies when an inflation financed government
formation of capital occurs.

2.2. Stagnation Following a Spur of Development

So far we have assumed that the process of raising
capitalist surplus continues until unlimited supply of
labour has disappeared, but may well be circumstances
that will prevent this raising surplus before that point
challenging the economic development process. In other
words, the subsistence wage will increase (upwards slope
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of labour supply) to the extent that capitalists’ surplus will
reduce to the level at which all profits are consumed and
therefore no new investment takes place and phase of
stagnation will be in sight.

There are several circumstances when it is possible
to happen:

i) if capital accumulation proceeds faster than
population growth, it will reduce the absolute number of
people in the subsistence sector mcreasmg the wage level
i.e. average output of family's firm increase.

ii) there is any kind of technical evolution
(incorporates some industrial goods, . . . ) that result in an
increase in productivity of the subsistence increasing
average output, and hence the real wage.

iii) if there is a change in the pattern of
consumption for the workers in the capitalist sector it will
widen the gap between subsistence and capitalist wage
reducing capitalists’ surplus.

iv) the most popular case in the literature and
most important case is when the terms of trade move
against the capitalist sector that is, the expansion of the
capitalist sector raises the demand for wage goods

increasing their price and hence the wage of the capitalist
sector. This argument needs further development to be
clearly understood. If one assume that the wage goods are
produced outside the capitalist sector by the non-capitalist
sector there will be somehow terms of trade between
them. In this case as the capitalist sector is expanding
demands wage goods from the non-capitalist sector but
this cannot increase its output as it is needed resulting in
an increase of the price of wage goods and thus the wage
of the capitalist sector reducing the scope for capital
surplus. The expansion of the capitalist. $ector which
would promote the development depends on some
evolution of the subsistence sector as well. Yet a risein the
subsistence sector will also raise the real wage if the this
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rise exceeds the fall in prices that increasing output would
generate.

In conclusion, if of the above reasons is enough to
stop the capital formation process and specially this kind
of trade of between sectors, the initial development will be
reversed and a stagnant situation will take-over the process.

2.3. The Development of a Modern 'Enclave’ in ih:
Midst of a Backward Stagnant Traditional Economy
A further development of the model takes into
account two possible types of capitalist sector: it can be
self-contained i.e. produce both food and non food goods
or only non-food goods.

So far we have analyzed the latter type of capitalist
sector and in this section, now we are going to focus on
the former.

With this first type no trade between sectors would
occur and could be the case for the rise of a modern
‘enclave’ type of development that is, the capitalist sector
could itself or by means of international trade be able to
expand itself in the way explained in the model without
any relation with the subsistence sector apart from
supplying the necessary labour. For example could
produce raw materials and get manufactured and wage
goods for the workers trading with almost no relation the
subsistence sector which will continue to be in a backward
traditional stage.

3. POLICY RECOMMENDATIONS

Dualistic models in general pose the question
about the relation between sectors, what these should be
like to acquire successful development? This concern is
captured in the balanced - unbalanced growth debate. We
would argue for a balanced growth because although we
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are aware about the vital role of_ productive capital
formation we also think that it should proceed
simultaneously with the necessary growth of the other
sector to avoid the trade that otherwise would appear.

Another important policy issue is to generate the
circumstances for capitalist thinking in productive capital
formation terms and not speculative investments. Fiscal
policy should be implemented to induce productive
investment.

We also would argue for an active role of the state
in this process. We don't believe like Lewis that
development will proceed itself (pure market
mechanisms). Capitalist interests do not always meet
social interests and although they are vital for economic
development, successful development exceeds it and
should benefit the society as a whole, not the economy
alone. Therefore attention would be paid to the prevailing
social, political and cultural circumstances.
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