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Industrialization and the Role of Government
in a Small Open Economy

TAKEUCHI Nobuyuki

Abstract

We construct a two-sector endogenous growth model in a small open econ-
omy to examine the role of government in industrialization. Our model has four
main features: (a) preference is non-homothetic; (b) government’s sector-specific
spending is introduced as a production factor; (c) technological progress occurs
only in the manufacturing sector through learning-by-doing and (d) we assume
that the international relative price of agricultural goods decreases at the con-
stant rate. By using the model, we derive the optimal tax rate and share of go
vernment’s spending for each sector that maximizes household utility. In addi-
tion, we examine the dynamics of the model. The model reveals that, depending
on the relative size between the rate of technological progress in manufacturing
sector and that of change in the international relative price, the patterns of
economic growth can be categorized into five cases. The most interesting case is
that the country experiences the de-industrialization and specializes in the agri-
cultural production in the long run even if it initially specializes in manufactur-
ing one. As for the policy weight between two sectors, which is shown by the
optimal share of government spending for each sector, it changes according not

to the magnitude of the production in each sector but to the size of labour.

* Assistant Professor, Graduate School of International Cooperation Studies, Kobe University.






