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Handout 7: The origins and contentious implications of surplus labor 

Ec 81 Economic Development / Prof S. O’Connell / Fall 2018 

 

 Just what does modernization mean for the peasant beyond the  
 simple and brutal fact that sooner or later they are its victims? 
  Barrington Moore (1966) Social Origins of  
 Dictatorship and Democracy (Boston: Beacon Press), p. 467 
 
A reduction in the share of an economy’s labor force that is engaged in agriculture – which necessarily 
means an increase in the share involved in the industrial sector or the services sector – is one of the 
most reliable dimensions of the structural transformation that accompanies long-run economic 
development. Lewis (1954) developed a model of a dual economy in which a traditional economy with 
abundant rural labor gives way to a growing modern industrial (manufacturing) sector through a process 
of rural to urban migration, increased national saving, and capital accumulation in the industrial sector.  

What is the role of government in supporting this sectoral shift over time?  Global experience 
suggests that neglecting or even penalizing agriculture to accelerate industrialization does not work.  
East and Southeast Asian economies have tended to adopt balanced strategies, investing in agricultural 
productivity growth at the same time as supporting the emergence of a modern industrial sector.  China 
adopted an agriculture-first strategy in the 1980s.  Many countries in Africa and Latin America (and 
others, including India), in contrast have spent long periods discriminating against agriculture in a rush 
to industrialize – ironically, with less success BOTH in agriculture and in industry.  Lewis himself was 
never ‘captured’ by his own model – look at his advice to Ghana in 1953.  
 
1. The tempting idea of surplus labor 
“Whether marginal productivity is zero or negligible is not, however, of fundamental importance. The 
price of labour, in these economies, is a wage at the subsistence level. This supply of labour is therefore 
“unlimited” as long as the supply of labor at this price exceeds the demand.” 
  W. A. Lewis (1954) “Economic Development with Unlimited Supplies of Labor” 

 
“When we take account of all the sources we have now listed – the farmers, the casuals, the petty 
traders, the retainers (domestic and commercial), women in the household, and population growth – it 
is clear enough that there can be in an over-populated economy an enormous expansion of new 
industries or new employment opportunities without any shortage of unskilled labor becoming apparent 
in the labour market.”  
 W. A. Lewis (1954) “Economic Development with Unlimited Supplies of Labor” 

  
2. Squeeze agriculture … or grow it? 
“[I]n situations in which landlords are unwilling or unable to “squeeze” their tenants or really do 
constitutionally (ex ante) prefer luxury housing to industrial undertakings, the government may have an 
important role to play in attempting to lay claim to as much [of the] total agricultural surplus as possible. 
This objective can be achieved via a land tax, the overvaluation of the exchange rate, the compulsory 
delivery of agricultural goods at a fixed price, or outright expropriation of the land.”  
 J. Fei and G. Ranis (1964) Development of the Labor Surplus Economy (Homewood, IL: Irwin) 

  
“The main obstacle to development [in the Gold Coast] is the fact that agricultural productivity per man 
is stagnant. Very many years will have elapsed before it becomes economical for the government to 
transfer any large part of its resources towards industrialization and away from the more urgent 
priorities of agricultural productivity and public services.”  
 W. A. Lewis (1953) Report on Industrialization and the Gold Coast (Accra: Government Printer). 
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3. A few basics of the Lewis Model 

The profit-maximizing choice of employment by a competitive (price-taking) firm in the manufacturing 

sector – which in Lewis’s dual-economy framework is the modern/industrial sector – is the amount of 

labor 𝐿𝑀 that equates the industrial wage to the value of the marginal product of labor. The profit-

maximizing condition is 𝑤𝑀 = 𝑃𝑀 ∙ 𝑀𝑃𝐿𝑀(𝐿𝑀, 𝐾𝑀).  Dividing both sides by 𝑃𝑀, we see that the price of 

labor to the firm, measured in units of the firm’s own output, is the real product wage 𝑤𝑀 𝑃𝑀⁄ .  

Putting the real product wage on the vertical axis and 𝐿𝑀 on the horizontal axis, we can depict 

the firm’s demand curve for labor (holding the firm’s capital stock 𝐾𝑀 fixed) as the downward-sloping 

marginal product of labor curve 𝑀𝑃𝐿𝑀(𝐿𝑀, 𝐾𝑀). The sector-wide demand for labor is just the horizontal 

sum of these firm-level labor demand curves, so it is also a downward-sloping function of the real 

product wage in manufacturing. Any increase in sector-wide 𝐾𝑀 shifts the manufacturing sector’s overall 

labor demand curve upwards, by raising the sector-wide marginal product of labor at any given 𝐿𝑀.  

To construct the labor supply curve facing the industrial sector, we need to ask: If total modern-

sector employment were 𝐿𝑀, how high a real product wage would that sector have to pay to attract the 

next worker from traditional agriculture? In class we will break this supply price of industrial labor into 

three components using the equation 
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This equation is not a theory – it is an identity. But in effect, Lewis developed his theory of the supply 

price of labor to the modern sector by modeling each of the three components on the right-hand side. 

As we will discuss in class, Lewis argued that if the country started in a situation of surplus labor, the 

supply price of labor to the modern sector (i.e., the modern sector’s labor supply curve) was going to be 

very flat – as if labor were in unlimited supply – over a large range of values of 𝐿𝑀. 
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