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Development Economics — Eco501 VU

Lesson 01

INTRODUCING ECONOMIC DEVELOPMENT: A GLOBAL PERSPECTIVE
WHAT IS DEVELOPMENT ECONOMICS?

Development Economics is a branch of economics that focuses on improving the economies of
developing countries. Development economics considers how to promote economic growth in
such countries by improving factors like health, education, working conditions, domestic and
international policies and market conditions. It examines both macroeconomic and
microeconomic factors relating to the structure of a developing economy and how that economy
can create effective domestic and international growth.

KEY CONCEPTS IN ECONOMICS AND DEVELOPMENT STUDIES

Absolute poverty:
It is a situation of being unable to meet the minimum levels of income, food, clothing,
healthcare, shelter, and other essentials.

Subsistence economy:
An economy in which production is mainly for personal consumption and the standard of living
yields little more than basic necessities of life—food, shelter, and clothing.

Development:
It is the process of improving the quality of all human lives and capabilities by raising people’s
levels of living, self-esteem, and freedom.

Developing countries:

Countries of Asia, Africa, the Middle East, Latin America, Eastern Europe, and the former Soviet
Union, that are presently characterized by low levels of living and other development deficits.
Used in the development literature as a synonym for less developed countries.

THE NATURE OF DEVELOPMENT ECONOMICS

Development economics has an even greater scope. In addition to being concerned with the
efficient allocation of existing scarce (or idle) productive resources and with their sustained
growth over time, it must also deal with the economic, social, political, and institutional
mechanisms, both public and private, necessary to bring about rapid (at least by historical
standards) and large-scale improvements in levels of living for the peoples of Africa, Asia, Latin
America, and the formerly socialist transition economies. Unlike the more developed countries
(MDCs), in the less developed countries, most commodity and resource markets are highly
imperfect, consumers and producers have limited information, major structural changes are
taking place in both the society and the economy, the potential for multiple equilibria rather than
a single equilibrium is more common, and disequilibrium situations often prevail (prices do not
equate supply and demand). Thus development economics, to a greater extent than traditional
neoclassical economics or even political economy, must be concerned with the economic,
cultural, and political requirements for effecting rapid structural and institutional transformations
of entire societies in a manner that will most efficiently bring the fruits of economic progress to
the broadest segments of their populations. Consequently, a larger government role and some
degree of coordinated economic decision making directed toward transforming the economy are
usually viewed as essential components of development economics.
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SOME IMPORTANT DEFINITIONS RELATED TO NATURE OF ECONOMICS

Traditional economics:

It is an approach to economics that emphasizes utility, profit maximization, market
efficiency, and determination of equilibrium.

Political economy:

Political economy is an attempt to merge economic analysis with practical politics—to
view economic activity in its political context.

Development economics:

It is the study of how economies are transformed from stagnation to growth and from low
income to high-income status, and overcome problems of absolute poverty.

More developed countries (MDCs):

MDCs are now economically advanced capitalist countries of Western Europe, North
America, Australia, New Zealand, and Japan.

WHY STUDY DEVELOPMENT ECONOMICS?

The ultimate purpose of any course in economics, including development economics, is to help
students think systematically about economic problems and issues and formulate judgments
and conclusions on the basis of relevant analytical principles and reliable statistical information.
Because the problems of development are in many cases unique in the modern world and not
often easily understood through the use of traditional economic theories, we may often need
unconventional approaches to what may appear to be conventional economic problems.
Traditional economic principles can play a useful role in enabling us to improve our
understanding of development problems, but they should not blind us to the realities of local
conditions in less developed countries.

WORLD INCOME DISTRIBUTION

Richest

h

h

Poorest

{a)
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Regional percentage of the population
for each 20% of income

Richest

World income distributed by
percentiles of the population, 2000
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@ Latin America and the Caribbean
(4 East Asia and the Pacific
@ South Asia
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Part (a) shows world income distribution by percentile. The huge share controlled by the top percentiles
gives the graph its “champagne glass shape.” Part (b) shows the regional shares of global income. For
example, a large majority of people in the top 20% of the global income distribution live in the rich coun-
tries. Most of those in the bottom 60% live in sub-Saharan Africa and Asia. OECD is the Organization for
Economic Cooperation and Development. CIS is the Commonwealth of Independent States.
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THE IMPORTANT ROLE OF VALUES IN DEVELOPMENT ECONOMICS

Economics is a social science. It is concerned with human beings and the social systems by
which they organize their activities to satisfy basic material needs (e.g., food, shelter, and
clothing) and nonmaterial wants (e.g., education, knowledge, spiritual fulfillment). It is necessary
to recognize from the outset that ethical or normative value premises about what is or is not
desirable are central features of the economic discipline in general and of development
economics in particular. The very concepts of economic development and modernization
represent implicit as well as explicit value premises about desirable goals for achieving what
Mahatma Gandhi once called the “realization of the human potential.

It follows that value premises, however carefully disguised, are an inherent component of both
economic analysis and economic policy. Economics cannot be value-free in the same sense as,
say, physics or chemistry. Thus, the validity of economic analysis and the correctness of
economic prescriptions should always be evaluated in light of the underlying assumptions or
value premises. However, where serious value conflicts and disagreements exist among
decision makers, the possibility of a consensus about desirable goals or appropriate policies is
considerably diminished. In either case, it is essential, especially in the field of development
economics that one’s value premises always be made clear.

ECONOMIES AS SOCIAL SYSTEMS: THE NEED TO GO BEYOND SIMPLE ECONOMICS

Economics and economic systems, especially in the developing world, must be viewed in a
broader perspective than that postulated by traditional economics. They must be analyzed
within the context of the overall social system of a country and, indeed, within an international,
global context as well. By “social system,” we mean the interdependent relationships between
economic and non-economic factors. We can also define Social system as the organizational
and institutional structure of a society, including its values, attitudes, power structure, and
traditions where as values, institutions & attitudes define below.

e Values: Principles, standards, or qualities that a society or groups within it considers
worthwhile or desirable.

e Attitudes: The states of mind or feelings of an individual, group, or society regarding
issues such as material gain, hard work, saving for the future, and sharing wealth.

e Institutions: Norms, rules of conduct, and generally accepted ways of doing things.
Economic institutions are humanly devised constraints that shape human interactions
including both informal and formal “rules of the game” of economic life in the widely used
framework of Douglass North.

WHAT DO WE MEAN BY DEVELOPMENT?

Because the term development may mean different things to different people, it is important that
we have some working definition or core perspective on its meaning. Without such a
perspective and some agreed measurement criteria, we would be unable to determine which
country was actually developing and which was not.

I) TRADITIONAL ECONOMIC MEASURES
In strictly economic terms, development has traditionally meant achieving sustained rates of

growth of income per capita to enable a nation to expand its output at a rate faster than the
growth rate of its population.
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Levels and rates of growth of “real” per capita gross national income (GNI) (monetary growth
of GNI per capita minus the rate of inflation) are then used to measure the overall economic
well-being of a population—how much of real goods and services is available to the average
citizen for consumption and investment.

Economic development in the past has also been typically seen in terms of the planned
alteration of the structure of production and employment so that agriculture’s share of both
declines and that of the manufacturing and service industries increases.

Development strategies have therefore usually focused on rapid industrialization, often at the
expense of agriculture and rural development. With few exceptions, such as in development
policy circles in the 1970s, development was until recently nearly always seen as an economic
phenomenon in which rapid gains in overall and per capita GNI growth would either “trickle
down” to the masses in the form of jobs and other economic opportunities or create the
necessary conditions for the wider distribution of the economic and social benefits of growth.
Problems of poverty, discrimination, unemployment, and income distribution were of secondary
importance to “getting the growth job done.” Indeed, the emphasis is often on increased output,
measured by gross domestic product (GDP).

Income Per Capita:
“Total gross national income of a country divided by total population.”

Gross National Income (GNI):

“The total domestic and foreign output claimed by residents of a country. It comprises gross
domestic product (GDP) plus factor incomes accruing to residents from abroad, less the income
earned in the domestic economy accruing to persons abroad.”

Gross Domestic Product (GDP):

“The total final output of goods and services produced by the country’s economy, within the
country’s territory, by residents and nonresidents, regardless of its allocation between domestic
and foreign claims.”

I) THE NEW ECONOMIC VIEW OF DEVELOPMENT
“Leads to improvement in wellbeing, more broadly understood.”

The experience of the 1950s and 1960s, when many developing nations did reach their
economic growth targets but the levels of living of the masses of people remained for the most
part unchanged, signaled that something was very wrong with this narrow definition of
development. An increasing number of economists and policymakers clamored for more direct
attacks on widespread absolute poverty, increasingly inequitable income distributions, and rising
unemployment. In short, during the 1970s, economic development came to be redefined in
terms of the reduction or elimination of poverty, inequality, and unemployment within the context
of a growing economy. “Redistribution from growth” became a common slogan.

Development must therefore be conceived of as a multidimensional process involving major
changes in social structures, popular attitudes, and national institutions, as well as the
acceleration of economic growth, the reduction of inequality, and the eradication of poverty.
Development, in its essence, must represent the whole gamut of change by which an entire
social system, tuned to the diverse basic needs and evolving aspirations of individuals and
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social groups within that system, moves away from a condition of life widely perceived as
unsatisfactory toward a situation or condition of life regarded as materially and spiritually better.

II) AMARTYA SEN’'S “CAPABILITY” APPROACH

Amartya Sen, the 1998 Nobel laureate in economics, argues that the “capability to function”
is what really matters for status as a poor or non poor person. As Sen put it, “Economic growth
cannot be sensibly treated as an end in itself. Development has to be more concerned with
enhancing the lives we lead and the freedoms we enjoy.”

In effect, Sen argues that poverty cannot be properly measured by income or even by utility as
conventionally understood; what matters fundamentally is not the things a person has—or the
feelings these provide—but what a person is, or can be, and does, or can do. What matters for
well-being is not just the characteristics of commaodities consumed, as in the utility approach, but
what use the consumer can and does make of commodities. For example, a book is of little
value to an illiterate person (except perhaps as cooking fuel or as a status symbol).

To make any sense of the concept of human well-being in general, and poverty in particular, we
need to think beyond the availability of commodities and consider their use to address what Sen
calls functioning’s, that is, what a person does (or can do) with the commodities of given
characteristics that they come to possess or control. Freedom of choice, or control of one’s own
life, is itself a central aspect of most understandings of well-being.

Sen identifies five sources of disparity between (measured) real incomes and actual
advantages:

1. Personal heterogeneities, such as those connected with disability, illness, age, or
gender.

2. Environmental diversities, such as heating and clothing requirements in the cold,
infectious diseases in the tropics, or the impact of pollution.

3. Variations in social climate, such as the prevalence of crime and violence, and “social
capital”.

4. Distribution within the family: Economic statistics measure incomes received in a family
because it is the basic unit of shared consumption.

5. Differences in relational perspectives.

Thus looking at real income levels or even the levels of consumption of specific commodities
cannot suffice as a measure of well-being. One may have a lot of commodities, but these are of
little value if they are not what consumer’s desire. Indeed, the capacity to maintain valued social
relationships and to network leads to what James Foster and Christopher Handy have termed
external capabilities, which are “abilities to function that are conferred by direct connection or
relationship with another person.”

As Sen stresses, a person’s own valuation of what kind of life would be worthwhile is not
necessarily the same as what gives pleasure to that person. If we identify utility with happiness
in a particular way, then very poor people can have very high utility. Sometimes even
malnourished people either have a disposition that keeps them feeling rather blissful. The
functioning’s of a person is an achievement; it is what the person succeeds in doing with the
commodities and characteristics at his or her command.

© Copyright Virtual University of Pakistan 5



Development Economics — Eco501 VU

To clarify this point, in his acclaimed 2009 book The Idea of Justice Sen suggests that
subjective well-being is a kind of psychological state of being—a functioning—that could be
pursued alongside other functionings such as health and dignity.

Sen defines capabilities as:

“The freedom that a person has in terms of the choice of functionings, given his personal
features (conversion of characteristics into functionings) and his command over commodities.”

Some Important “Beings” and “Doings” in Capability to function are:
e Being able to live long

Being well-nourished

Being healthy

Being literate

Being well-clothed

Being mobile

Being able to take part in the life of the community

Being happy — as a state of being - may be valued as a functioning

IV) THREE CORE VALUES OF DEVELOPMENT

Three basic components or core values serve as a conceptual basis and practical guideline for
understanding the inner meaning of development. These core values—sustenance, self-
esteem, and freedom—represent common goals sought by all individuals and societies. Let us
therefore examine each in turn.

1- Sustenance: The ability to meet basic needs

“The basic goods and services, such as food, clothing, and shelter, that are necessary to
sustain an average human being at the bare minimum level of living”

All people have certain basic needs without which life would be impossible. These life-
sustaining basic human needs include food, shelter, health, and protection. When any of these
is absent or in critically short supply, a condition of “absolute underdevelopment” exists. A basic
function of all economic activity, therefore, is to provide as many people as possible with the
means of overcoming the helplessness and misery arising from a lack of food, shelter, health,
and protection. To this extent, we may claim that economic development is a necessary
condition for the improvement in the quality of life that is development. Rising per capita
incomes, the elimination of absolute poverty, greater employment opportunities, and lessening
income inequalities therefore constitute the necessary but not the sufficient conditions for
development.

2- Self-Esteem: To be a person

“The feeling of worthiness that a society enjoys when its social, political, and economic systems
and institutions promote human values such as respect, dignity, integrity, and self
determination.”

A second universal component of the good life is self-esteem—a sense of worth and self-
respect, of not being used as a tool by others for their own ends. All peoples and societies seek
some basic form of self-esteem, although they may call it authenticity, identity, dignity, respect,
honor, or recognition. However, with the proliferation of the “modernizing values” of developed
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nations, many societies in developing countries that have had a profound sense of their own
worth suffer from serious cultural confusion when they come in contact with economically and
technologically advanced societies. This is because national prosperity has become an almost
universal measure of worth. Due to the significance attached to material values in developed
nations, worthiness and esteem are nowadays increasingly conferred only on countries that
possess economic wealth and technological power—those that have “developed.” As Denis
Goulet put it, “Development is legitimized as a goal because it is an important, perhaps even an
indispensable, way of gaining esteem.”

3- Freedom from Servitude: To be able to choose

“A situation in which a society has at its disposal a variety of alternatives from which to satisfy its
wants and individuals enjoy real choices according to their preferences.”

A third and final universal value that we suggest should constitute the meaning of development
is the concept of human freedom. Freedom here is to be understood in the sense of
emancipation from alienating material conditions of life and from social servitude to nature, other
people, misery, oppressive institutions, and dogmatic beliefs, especially that poverty is
predestination. Freedom involves an expanded range of choices for societies and their
members together with a minimization of external constraints in the pursuit of some social goal
we call development.

THE CENTRAL ROLE OF WOMEN

Globally, women tend to be poorer than men. They are also more deprived in health and
education and in freedoms in all its forms. Moreover, women have primary responsibility for
child rearing, and the resources that they are able to bring to this task will determine whether
the cycle of transmission of poverty from generation to generation will be broken. Children need
better health and education, and studies from around the developing world confirm that mothers
tend to spend a significantly higher fraction of income under their control for the benefit of their
children than fathers do. Women also transmit values to the next generation. To make the
biggest impact on development, then, a society must empower and invest in its women.

THE THREE OBJECTIVES OF DEVELOPMENT

We may conclude that development in all societies must have at least the following three
objectives:

1) To increase the availability and widen the distribution of basic life-sustaining goods such
as food, shelter, health, and protection.

2) To raise levels of living, including, in addition to higher incomes, the provision of more
jobs, better education, and greater attention to cultural and human values.

3) To expand the range of economic and social choices available to individuals and nations
by freeing them from servitude and dependence on each other.

THE MILLENNIUM DEVELOPMENT GOALS

In September 2000, the 189 member countries of the United Nations at that time adopted eight
Millennium Development Goals (MDGs), committing themselves to making substantial
progress toward the eradication of poverty and achieving other human development goals by
2015.
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Millennium Development Goals (MDGs) are a set of eight goals adopted by the United
Nations in 2000: to eradicate extreme poverty and hunger; achieve universal primary education;
promote gender equality and empower women; reduce child mortality; improve maternal health;
combat HIV/AIDS, malaria, and other diseases; ensure environmental sustainability and
develop a global partnership for development. The goals are assigned specific targets to be
achieved by 2015.

Sector: A subset (part) of an economy, with four usages in economic development: technology
(modern and traditional sectors); activity (industry or product sectors); trade (export sector); and

sphere (private and public sectors).

TABLE 1.1 Millennium Development Goals and Targets for 2015

GOALS

TARGETS

1. Eradicate extreme poverty and hunger

e Reduce by half the proportion of people
living on less than $1 a day

o Reduce by half the proportion of people
who suffer from hunger

2. Achieve universal primary education

e Ensure that all boys and girls complete a
full course of primary schooling.

3. Promote gender equality and empower

¢ Eliminate gender disparity in primary and
secondary education, women preferably by
2005, and at all levels by 2015

4. Reduce child mortality

e by two-thirds the mortality rate among
children under 5

5. Improve maternal health

e Reduce by three-quarters the maternal
mortality ratio

6. Combat HIV/AIDS, malaria, and other
diseases

e Halt and begin to reverse the spread of
HIV/AIDS.

e Halt and begin to reverse the incidence of
malaria and other major diseases

7. Ensure environmental sustainability

o Integrate the principles of sustainable
development into country policies and
programs; reverse loss of environmental
resources.

e Reduce by half the proportion of people
without sustainable access to safe drinking
water.

e Achieve significant improvement in lives of
at least 100 million slum dwellers by 2020

8. Develop a for

development

global partnership

e Develop further an open, rule-based,
predictable, nondiscriminatory trading and
financial system; includes a commitment to
good governance, development, and
poverty reduction—both nationally and
internationally.

e Address the special needs of the least
developed countries; includes tariff and
quota free access for least developed
countries ‘exports; enhanced program of
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debt relief for heavily indebted poor
countries (HIPCs) and cancellation of official
bilateral debt; and more generous official
development assistance (ODA) for countries
committed to poverty reduction.

e Address the special needs of landlocked
countries and small island developing
states.

e Deal comprehensively with the debt
problems of developing countries through
national and international measures in order
to make debt sustainable in the long term.

e In cooperation with developing countries,
develop and implement strategies for
decent and productive work for youth.

e In  cooperation with  pharmaceutical
companies, provide access to affordable
essential drugs in developing countries.

¢ In cooperation with the private sector, make
available the benefits of new technologies,
especially information and communications

CONCLUSIONS

e Development economics is a distinct yet very important extension of both traditional
economics and political economy. While necessarily also concerned with efficient
resource allocation and the steady growth of aggregate output over time, development
economics focuses primarily on the economic, social, and institutional mechanisms
needed to bring about rapid and large-scale improvements in standards of living for the
masses of poor people in developing nations.

o Any realistic analysis of development problems necessitates the supplementation of
strictly economic variables such as incomes, prices, and savings rates with equally
relevant non-economic institutional factors, including the nature of land tenure
arrangements; the influence of social and class stratifications; the structure of credit,
education, and health systems; the organization and motivation of government
bureaucracies; the machinery of public administrations; the nature of popular attitudes
toward work, leisure, and self-improvement; and the values, roles, and attitudes of
political and economic elites.

e Achieving the Millennium Development Goals will be an important milestone on the
long journey to sustainable and just development. Unfortunately, many of the interim
targets are unlikely to be achieved on schedule, nor do they include all of the critical
objectives of development.

o Developing nations constitute these “many parts” of the global organism. The nature and
character of their future development should therefore be a major concern of all nations
irrespective of political, ideological, or economic orientation. There can no longer be two
futures, one for the few rich and the other for the very many poor. In the words of a poet,
“There will be only one future—or none at all”.
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Lesson 02
COMPARATIVE ECONOMIC DEVELOPMENT

COMMON CHARACTERISTICS OF DEVELOPING COUNTRIES

These features in common are on average and with great diversity, in comparison with
developed countries:

Lower levels of living and productivity

Lower levels of human capital

Higher levels of inequality and absolute poverty

Higher population growth rates

Greater social fractionalization

Larger rural population - rapid migration to cities

Lower levels of industrialization and manufactured exports

Adverse geography

Underdeveloped financial and other markets

Lingering colonial impacts such as poor institutions and often external dependence.

DEFINING THE DEVELOPING WORLD

The most common way to define the developing world is by per capita income. Several
international agencies, including the Organization for Economic Cooperation and Development
(OECD) and the United Nations, offer classifications of countries by their economic status, but
the best-known system is that of World Bank.

e World Bank: An organization known as an “international financial institution” that
provides development funds to developing countries in the form of interest-bearing
loans, grants, and technical assistance.

In the World Bank’s classification system, 210 economies with a population of at least 30,000
are ranked by their levels of gross national income (GNI) per capita. These economies are then
classified as:

Low income countries (LIC’s) ($995 or less)
Lower middle income (LMC’S) ($996 - $3,945)
Upper middle income (UMC’S) ($3,946 - $12,195)
High Income: OECD ($12,196 or more)

High Income: non OECD ($12,196 or more)

KEY CONCEPTS

e Low-income countries (LICs): In the World Bank classification, countries with a gross
national income per capita of less than $976 in 2008.

e Middle-income countries: In the World Bank classification, countries with a GNI per
capita between $976 and $11,906 in 2008.

o Newly industrializing countries (NICs): Countries at a relatively advanced level of
economic development with a substantial and dynamic industrial sector and with close
links to the international trade, finance, and investment system.
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e Least developed countries: A United Nations designation of countries with low income,
low human capital, and high economic vulnerability.

With a number of important exceptions, the developing countries are those with low-, lower-
middle, or upper-middle incomes. These countries are grouped by their geographic region in
Table 2.1, making them easier to identify on the map in Figure 2.1. The most common cutoff
points for these categories are those used by the World Bank: Low-income countries are
defined as having a per capita gross national income in 2008 of $975 or less; lower-middle-
income countries have incomes between $976 and $3,855; upper-middle-income countries
have incomes between $3,856 and $11,906; and high-income countries have incomes of
$11,907 or more. Comparisons of incomes for several countries are shown graphically in Figure

2.2.

Country Code Class Country Code Class Country Code Class
East Asia and the Pacific Latin America and the Caribbean Sub-Saharan Africa
American Samoai ASM uUMC Argentina UMC Angola* AGO LMC
Cambodia* KHM LIC Belizet BLZ LMC Benin* BEN LIC
China CHN LMC Boliviat BOL LMC Botswanat BWA UMC
Fijit FI1 UMC Brazil BRA UMC Burkina Faso*} BFA LIC
Indonesia IDN LMC Chile CHL UMC Burundi*f BDI LIC
Kiribati*i KIR LMC Colombia COL UMC Cameroon CMR LMC
Korea, Dem. Rep. (North) PRK LIC Costa Rica CRI UMC Cape Verded crv LMC
Lao PDR*} LAO LIC Cubai CUB UMC Central African Rep.*} CAF LIC
Malaysia MYS UMcC Dominica¥ DMA UMC Chad*} TCD LIC
Marshall Islandsi MHL LMC Dominican Republick DOM UMC Comoros* COM LIC
Micronesia, Fed. Sts.& FSM LMC Ecuador ECU LMC Congo, Dem. Rep.* COD LIC
Mongoliat MNG LMC El Salvador SLV LMC Congo, Rep. COG LMC
Myanmar* MMR LIC Grenadai GRD UMC Cote d'Ivoire cIv LMC
Palaui PLW UMC Guatemala GTM LMC Eritrea* ERI LIC
Papua New Guinea$ PNG LMC Guyanai GUY LMC Ethiopia*f ETH LIC
Philippines PHL LMC Haiti*} HTI LIC Gabon GAB UMC
Samoa*} WSM LMC Honduras HND LMC Gambia, The* GMB LIC
Solomon Islands*{ SLB LMC Jamaicat JAM UMC Ghana GHA LIC
Thailand THA LMC Mexico MEX UMC Guinea* GIN LIC
Timor-Leste*$ TLS LMC Nicaragua NIC LMC Guinea-Bissau*i GNB LIC
Tongak TON LMC Panama PAN UMC Kenya KEN LIC
Vanuatu*} vuT LMC Paraguayt PRY LMC Lesotho*} LSO LMC
Vietnam VNM LIC Peru PER UMC Liberia* LBR LIC
Europe and Central Asia St. Kitts and Nevisi KNA UMC  Madagascar* MDG LIC
Albania ALB LMC St. Luciat LCA UMC Malawi*} MWI 1 [
Armeniat ARM LMC St. Vincent and the Mali*t MLI LIC
Azerbaijant AZE LMC Grenadinesi VCT UMC  Mauritania* MRT LIC
Belarus BLR UMC Surinamef SUR UMC Mauritiusi MUS UMC
Bosnia and Herzegovina BIH umMmc  Uruguay URY UMC  Mayotte MYT UMC
Bulgaria = BGR UMC Venezuela, RB VEN UMC Mozambique* MOZ LIC
Georgia GEO LMC Middle East and North Africa Namibia NAM UMC
Kazakhstant KAZ UMC Algeria DZA UMC  Niger*} NER LIC
Kosovo KSV LMC Dijibouti* DIt LMC Nigeria NGA LMC
Kyrgyz Republict KGZ LIC Egypt, Arab Rep. EGY LMC  Rwanda*f RW! LIC
Latvia LVA uMC Iran, Islamic Rep. IRN LMC Sao Tome and Principe*t STP LMC
Lithuania LTU UMC  Iraq IRQ LMC  Senegal* SEN LIC
Macedonia, FYRF MKD UMC Jordan JOR LMC  Seychellesf sYC UMC
Moldovat MDA LMC Lebanon LBN UMC Sierra Leone* SLE LIC
Montenegro MNE UMC Libya LBY UMC  Somalia* SOM LIC
Poland POL UMC Morocco MAR LMC South Africa ZAF UMC
Romania ROU UMC  Syrian Arab Rep. SYR LMC Sudan*® SDN LMC
Russian Federation RUS UMC  Tunisia TUN LMC  Swazilandf SWZ LMC
Serbia SRB UMC  West Bank and Gaza WBG LMC Tanzania* TZA LIC
Tajikistant TJK TG Yemen, Rep.* YEM LIC Togo* TGO LIC
Turkey TUR UMC  south Asia Uganda™} uGa LIC
Turkmenistan TKM LMC  Afghanistan*t AFG LIC Zambia*t ZMB LIC
Ukraine UKR  IMC  Bangladesh* BGD LIC  Zimbabwej ZwE LG
Uzbekistant UZB LIC Bhutan*t BTN LMC

India IND LMC

Maldives*i MDV LMC

Nepal*t NPL LIC

Pakistan PAK LMC

Sri Lanka LKA LMC

© Copyright Virtual University of Pakistan
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TABLE 2.1 (Continued)

Class

Country Code Class Country Code Class Country Code
High-Income OECD Countries Spain ESP Guami GUM
Australia AUS Sweden SWE Hong Kong, China HKG
Austria AUT Switzerland CHE Isle of Man IMN
Belgium BEL United Kingdom GBR Israel ISR
Canada CAN United States USA Kuwait KWT
Czech Rep. CZE Other High-Income Economies Liechtenstein LIE
Denmark DNK Andorra AND Macao, China MAC
Finland FIN Antigua and Barbudai ~ ATG Malta MLT
France FRA Arubat ABW Monaco MCO
Germany DEU Bahamas, The} BHS Netherlands Antillesi ANT
Greece GRC Bahrain} BHR New Caledonia NCL
Hungary HUN Barbadosi BRB Northern Mariana Islandsy MNP
Iceland ISL Bermuda BMU Oman OMN
Italy ITA Cayman Islands CYM Qatar QAT
Japan IPN Channel Islands CHI San Marino SMR
Korea, Rep. (South) KOR Croatia HRV Saudi Arabia SAU
Luxembourg LUX Cyprus CYp Singaporei SGP
Netherlands NLD Estonia EST Slovenia SVN
New Zealand NZL Equatorial Guinea* GNQ Taiwan, China TWN
Norway NOR Faeroe Islands FRO Trinidad and Tobagoi TTO
Portugal PRT French Polynesiat PYF United Arab Emirates ARE
Slovak Republic SVK Greenland GRL
* least developed countries
# landlocked developing countries
£ small island developing states
Sowrce: Data from World Bank, World Development Indicators, 2010 (Washington, D.C.: World Bank, 2010) and WDI online; United Nations; and http:/ /www.iso.org,
Funnar Fedmor
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Figure 2.1 Nations of the World, Classified by GNI Per
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BASIC INDICATORS OF DEVELOPMENT: REAL INCOME, HEALTH, AND EDUCATION
PURCHASING POWER PARITY

In accordance with the World Bank’s income-based country classification scheme, gross
national income (GNI) per capita, the most common measure of the overall level of economic
activity, is often used as a summary index of the relative economic well-being of people in
different nations. It is calculated as the total domestic and foreign value added claimed by a
country’s residents without making deductions for depreciation (or wearing out) of the domestic
capital stock. Gross domestic product (GDP) measures the total value for final use of output
produced by an economy, by both residents and nonresidents.

e Gross national income (GNI): The total domestic and foreign output claimed by
residents of a country, consisting of gross domestic product (GDP) plus factor incomes
earned by foreign residents, minus income earned in the domestic economy by
nonresidents.

e Value added: The portion of a product’s final value that is added at each stage of
production.

o Depreciation (of the capital stock): The wearing out of equipment, buildings,
infrastructure, and other forms of capital, reflected in write-offs to the value of the capital
stock.

o Capital stock: The total amount of physical goods existing at a particular time that have
been produced for use in the production of other goods and services.

e Gross domestic product (GDP): The total final output of goods and services produced
by the country’s economy within the country’s territory by residents and nonresidents,
regardless of its allocation between domestic and foreign claims.

WHAT IS PPP?

e Purchasing power parity is defined as the number of units of a foreign country’s
currency required to purchase the identical quantity of goods and services in the local
developing country market as $1 would buy in the United States.

Or

o Calculation of GNI using a common set of international prices for all goods and services,

to provide more accurate comparisons of living standards.

Table 2.2 provides a comparison of exchange-rate and PPP GNI per capita for 26 countries,
eight each from Africa, Asia, and Latin America, plus the United Kingdom and United States.
Table 2.3 broadens these comparisons to include regions and income groupings, as well as six
illustrative country examples at ascending income levels, along with basic health and education
indicators.
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Ethiopia
Mozambique
Uganda
Bangladesh
Ghana
Pakistan
India
Nigeria
China
Brazil
Mexico
Canada
United Kingdom
United States
Switzerland

4]

Country

Country

Argentina
Bangladesh
Brazil
Burundi
Cameroon
Chile
China
Costa Rica
Ghana
Guatemala
India
Indonesia
Kenya
Malawi
Malaysia
Mexico
Nicaragua
Sierra Leone
South Korea
Sri Lanka
Thailand
Uganda
United Kingdom
United States
Venezuela
Zambia

10,000 20,000

Exchange Rate

7,190
520
7,300
140
1,150
9,370
2,940
6,060
630
2,680
1,040
1,880
730
280
7,250
9,990
1,080
320
21,530
1,780
3,670
420
46,040
47,930
9,230
950

30,000
Annual income per capita (2008 1UJ.S5. $)

50,000

GNI Per Capita (U.S. $)

13,990
1,450
10,070
380
2,170
13,240
6,010
10,950
1,320
4,690
2,930

1,140
36,240
48,430
12,840

1,230

Source: Data from World Bank, World Development Indicators, 2010 (Washington, D.C.: World Bank, 2010) tab. 1.1.

Table 2.2 A Comparison of Per Capita GNI, 2008

60,000

Purchasing Power Parity

Table 2.3 Commonality and Diversity: Some Basic Indicators

2008 2008 2007 Under-5
Income 2008 PPP Life Prevalence of Mortality 2008 Adult 1 it(-racy“

Country Per Capita Per Capita Expectancy Undernourish- per 1,000 Crude —
or Group (U.5. %) (U.5. %) (years) ment® (%) Live Births Birth Rate Male Female
Income Group
Low 523 1,354 59 30 118 32 76 63
Lower middle 2,073 4,589 68 15 64 20 87 73
Upper middle 7,852 12,208 71 6 23 17 95 92
High 39,687 37,665 80 5 7 12
Country
Dem. Rep. Congo

(LIC) 150 280 48 75 199 45 78 56
India (LMC) 1,040 2,930 64 22 69 23 75 51
Egypt (LMC) 1,800 5,470 70 <5 25 25 75 58
Brazil (UMC) 7,300 10,070 72 6 22 16 90 90
Malaysia (UMC) 7,250 13,730 74 <5 6 20 99 94
United States

(high-income) 47,930 48,430 78 <5 8 14
Region
East Asia and the

Pacific 2,644 10,461 72 12 29 14 96 90
Latin America and

the Caribbean 6,768 10,312 73 9 23 19 92 91
Middle East and

Morth Africa 3,237 7,343 71 7 34 24 82 65
South Asia 963 2,695 64 22 76 24 73 50
Sub-Saharan Africa 1,077 1,949 52 28 144 38 74 57
Europe and Central Asia 7,350 11,953 70 6 22 14 99 97
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HOLISTIC MEASURES OF LIVING LEVELS AND CAPABILITIES
) THE TRADITIONAL HUMAN DEVELOPMENT INDEX

The most widely used measure of the comparative status of socioeconomic development is
presented by the United Nations Development Program (UNDP) i.e. Human development Index
(HDI).

Human Development Index (HDI): An index measuring national socioeconomic development,
based on combining measures of education, health, and adjusted real income per capita.

The HDI attempts to rank all countries on a scale of 0 (lowest human development) to 1 (highest
human development) based on three goals or end products of development.

1. Longevity as measured by life expectancy at birth.
Current Life expectency — 28
g5 - 7R

Life Bxpectancy der =

2. Knowledge as measured by a weighted average of adult literacy (two-thirds) and gross
school enrollment ratio (one third).

Education Index m %Fﬁdult literagy indexe + %(".‘rl‘ﬂﬁﬁ enrellment index}

3. Standard of living as measured by real per capita gross domestic product adjusted for
the differing purchasing power parity of each country’s currency to reflect cost of living
and for the assumption of diminishing marginal utility of income.

e [FeBAETENE percapital incamie) — lagiiy
S | logi 400007 - 1ag100

Diminishing Marginal Utility: The concept that the subjective value of additional consumption
lessens as total consumption becomes higher.

Using these three measures of development and applying a formula to data for 177 countries,
the HDI ranks countries into four groups: low human development (0.0 to 0.499), medium
human development (0.50 to 0.799), high human development (0.80 to 0.90), and very high
human development (0.90 to 1.0).

In the final index, each of the three components receives equal, or one-third, weight. Thus

1. 1. o1
HODI = Etincom&inﬂ&xz +§tlifﬂ-&xpﬁctanﬂr1ncla-x:+§fsdu catien Index}

ADVANTAGES OF HDI

¢ One major advantage of the HDI is that it does reveal that a country can do much better
than might be expected at a low level of income and that substantial income gains can
still accomplish relatively little in human development.

e The HDI points up that, disparities in income are greater than disparities in other
indicators of development, at least health and education.
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e The HDI reminds us that by development we clearly mean broad human development,
not just higher income.

DRAWBACKS OF HDI

e Gross enrollment in many cases overstates the amount of schooling because in many
countries a student who begins primary school is counted as enrolled without
considering whether the student drops out at some stage.

o Equal (one third) weight is given to each of the three components, which clearly has
some value judgment behind it, but it is difficult to determine what this is. Note that
because the variables are measured in very different types of units, it is difficult even to
say precisely what equal weights mean.

e Finally, there is no attention to the role of quality for example the quality of schooling
counts, not just the number of years of enroliment.

Table 2.4 shows the 2009 Human Development Index (using 2007 data) for a sample of 24
developed and developing nations ranked from low to very human development (column 3)
along with their respective real GDP per capita (column 4) and a measure of the differential
between the GDP per capita rank and the HDI rank (column 5). A positive number shows by
how much a country’s

Human GDP GDP Rank

relative ranking rises il
When H DI iS used I\:il:;'r““”“l” e et 182 0.340 627 -6
instead of GDP per 5o i o "%
H H Ethiopia 171 0414 i o
capita, and a negative Rwanda 167 0460 866 1
Cote djl\uiru 163 U.«tﬂ_-{ 1,690 17
number shows the .\1I:nt.m-. : caa 160 0.493 761 12
. Medium Human Development -
opposite. We see from Pakistan 141 0572 5
Table 2.4 that the South Africa 129 0683 ™
. Nicaragua 124 0.699 (]
country with the lowest — cabor' 103 49
HDI (0 340) . 2007 China az 0.772 10
- in Thailand 5 o783 4
was Niger, and the one Ui
with the highest (0.971)  ci "™ Bt o863 Y6876 b
Chile 44 0.878 13,880 15
was Norway. S S s S st 51 o 2 i
. . Fites ingdom 21 0.8 47 7)1
For the countries in P v 0oce e b
Table 2.5 with GDP per B :
capita near $2,000, the  Tabl Copita  MDI  Expectancy iteracy Gros Encollment )
HDI ranges, from 0.511 to . iwmr ' R
0.710. Life  expectancy e b 05k e &0 @ &
ranges from 48 to 68. The " 068 o 1 #1 o prr:
. o Afghanistan 1,054 0.352 181 43.6 28.0 50.1
literacy rate ranges from 56% GOP Fer Capia ncar PPP 5150 . . - . N o
FO 99%. For coyntries listed e Steue U0 o 16 o w7 ¥s
in Table 2.5 with GDP per & O e s 365
capita near $4,000, the HDI i na e 2,006 0710 120 67.6 993 773
. Laos 2,165 0.619 133 64.6 727 59.6
index ranges from 0.654 to  cmw e ass 60 763 s
0.768. Life  expectancy = Gmeon T osa0 14 S66 S8 oy
ranges from 65 to 74’ and :dlgtnli . 1,969 0.511 158 47.7 720 53.0
literacy rates range strikingly i D5 o e 740 %08 el
from 56% in Morocco to i i06 o o %7 860
Guatemala 4,562 0.704 122 70.1 732 70.5
Morocco 4,108 0.654 130 710 55.6 61.0

essentially universal literacy
in Tonga. These dramatic
differences show that the Human Development Index project is worthwhile. Ranking countries

Table 2.5 2009 Human Development Index Variations for Similar Incomes (2007 Data)
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only by income—or for that matter only by health or education—causes us to miss important
differences in countries’ development levels.

The HDI also ranges greatly for groups within countries. The impact of social exclusion can be
seen vividly in Guatemala, where the Q’eqchi ethnic group had an HDI rank similar to
Cameroon, and the Pogomchi ranked below Zimbabwe, as seen in Figure 2.3a. Regional
differences across districts can be seen in Kenya, where the HDI of the capital area of Nairobi
ranks as high as Turkey, but Kenya’s Turkana district's HDI is lower than that of any country
average, as shown in Figure 2.3b. Rural-urban differences are illustrated with the case of China,
where as Figure 2.3c shows, urban Shanghai’'s HDI was nearly as high as that of Greece, while
rural Gansu has an HDI on a par with India, and the HDI of rural Guizhou is below that of
Cambodia. An earlier UN study found similarly that in South Africa whites enjoy a high HDI level
while that for blacks was much lower.

II) THE NEW HUMAN DEVELOPMENT INDEX

K
08r-
) Turkey — — Nairobi
0.7 Indonesia == __ 1 34ino 0.7k
== (uatemala South = — Mombassa
= n.EL Africa
= - £
il 0. - India — =
= =1 - —_— .
= Botswana — ) : 0.5 Kenya
o — Achi =
0k Cameroon — — ()"eqchi 0.4
1.5 Zimbabwe — | Pogomechi Malil— — Busia
0.3~ Niger@y — Turkana
0.4 0.2
{a) Large ethnic differences in HDI in Guatemala (b} Wide inequalities in human development
between districts in Kenva
1.0
Greece —  — Urban
0o
United s== Shanghal
Arab
Emirates | Rural
2  oaf Umangl — Urhan
ol
— — Urban
— Ching s
0.7 Rural
|| — A
= (ulzhoun
0.6 ]n-:i:La— — Rural
[ Cambodia — L pural
Botswana —
0.5

(c}) Rural-urban differences intensify regional disparities in China

Figure 2.3 Human Development Disparities within Selected Countries

In November 2010, the UNDP introduced its New Human Development Index (NHDI), intended
to address some of the criticisms of the HDI.
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WHAT IS NEW IN THE NEW HDI?

1. Calculating with a geometric mean:

o Probably most consequential: The index is now computed with a geometric mean,
instead of an arithmetic mean.

e A geometric mean is also used to build up the overall education index from its two
components.
Traditional HDI added the three components and divided by 3.

e New HDI takes the cube root of the product of the three component indexes.
The traditional HDI calculation assumed one component traded off against another as
perfect substitutes, a strong assumption.

e The reformulation now allows for imperfect substitutability.

2. Other key changes:

¢ Gross national income per capita replaces gross domestic product per capita.

e Revised education components: now using the average actual educational attainment of
the whole population, and the expected attainment of today’s children.

e The maximum values in each dimension have been increased to the observed maximum
rather than given a predefined cutoff.

o The lower goalpost for income has been reduced due to new evidence on lower possible
income levels.

COMPUTING THE NHDI

The use of a geometric mean in the NHDI is very important. When using an arithmetic mean
(adding up the component indexes and dividing by three) in the HDI, the effect is to assume
perfect substitutability across income, health, and education.

So in the NHDI, instead of adding up the health, education, and income indexes and dividing by
3, the NHDI is calculated with the geometric mean:

NHDI = H&E&f&

Where H stands for the health index, E stands for the education index, and | stands for the
income index.
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Table 2.6 The 2010 New Human Development Index (NHDI), 2008 Data

Life Mean Expected GNI Per
Expectancy Years of Years of GNI Per Capita
MHIDI at Birth Schooling Schooling Capita (PPP Rank Minus Non-income
MNHDI rank Value (years) (years) (years) Z008 5) MNHDI Rank NHDI Value
Very High Human Development
Morway (1) 0.938 81.0 12.6 17.3 58,810 2 0.954
United States (4) 0.902 79.6 12.4 15.7 47 094 35 0.917
Canada (8) (.B88 81.0 1L.5 16.0 38,668 L] 0.913
South Korea (12) 0877 798 1.6 16.8 29,518 16 0.918
United Kingdom (26) 0.849 79.8 9.5 15.9 35,087 -6 0860
Qatar (38) 0.803 76.0 7.3 12.7 79,426 —36 0.737
High Human Development
Chile (45) 0.783 788 9.7 14.5 13,561 11 0840
Costa Rica (62) 0.725 79.1 83 1.7 10,870 7 0.768
Brazil (73) 0.699 729 7.2 13.8 10,607 -3 0.728
Medium Human Development
Dominican Rep. (88) 0663 72.8 6.9 1.9 8,273 -9 0695
China (89) 0663 735 7.5 11.4 7,258 -4 0.707
Botswana (98) 0633 555 89 12.4 13,204 —38 0613
Indonesia (108) 0L600 71.5 5.7 12.7 3,957 2 0663
South Africa (110) 0.597 52.0 8.2 13.4 9.812 -37 0.581
Tajikistan (112) 0.580 67.3 9.8 11.4 2,020 22 0709
Vietnam (113) 0.572 74.9 5.5 10.4 2,995 7 0646
Guatemala (116) 0.560 708 4.1 10.6 4 694 -13 0.583
India (119) 0.519 64.4 4.4 10,3 3.337 -6 0.549
Pakistan (125) 0.490 67.2 4.9 6.8 2,678 -4 0.523
Low Human Development
Kenya (128) 0470 35.6 7.0 °.6 1,628 10 0.541
Bangladesh (129) 0.469 669 4.8 8.1 1,587 12 0.543
Ghana (130) 0.467 57.1 71 a7 1,385 14 0556
Madagascar (135) 0.435 61.2 5.2 0.2 253 22 0550
Papua New Guinea (137) 0.431 61.6 4.3 5.2 2,227 =10 0.447
Haiti (145) 0.404 61.7 4.9 6.8 949 13 0.493
Angola (146) 0.403 48.1 4.4 4.4 4,941 —47 0.353
Cite d'Ivoire (149) 0.397 58.4 33 6.3 1,625 =10 0.420
Afghanistan (155) 0.349 44 6 33 8.0 1,419 =12 0,358
Ethiopia (157) 0.328 56.1 1.5 8.3 992 -2 0.357
Dem. Rep. of Congo (168) 0.239 48.0 38 7.8 291 0 0390
Zimbabwe (169) 0.140 47.0 7.2 *.2 176 ] 0.472

Table 2.6 shows the 2010 values of the NHDI for a set of 31 countries. South Korea has
achieved the status of a fully developed country, ranking between Japan and Switzerland.
Countries such as Qatar, Guatemala, Céte d’lvoire, Angola, and South Africa perform more
poorly on the NHDI than would be predicted from their income level, while the reverse is true of
South Korea, Chile, Bangladesh, Madagascar, and Ghana.
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Lesson 03
COMPARATIVE ECONOMIC DEVELOPMENT (CONTINUED)

CHARACTERISTICS OF THE DEVELOPING WORLD: DIVERSITY WITHIN COMMONALITY

This section examines the ten major areas of “diversity within commonality” in the developing
world.

1. LOWER LEVELS OF LIVING AND PRODUCTIVITY

There is a vast gulf in productivity between advanced economies such as the United States and
developing nations, including India and the .

Democratic Republic of Congo but also a Fig 2.4: Shares of Global Income, 2008
wide range among these and other
developing countries. And as we have seen,
all countries with averages below what is
defined as high income are considered
developing in most taxonomies. Even when
adjusted for purchasing power parity and
despite extraordinary recent growth in China
and India, the low- and middle-income
developing nations, with more than five-
sixths (84%) of the world’s people, received
slightly more than two-fifths (41%) of the
world’s income in 2008, as seen in Figure

East Asia and Pacific
15%

South Asia
6%

High-Income
countries
57%

Europe and
Central Asia
8%

Latin America
and Caribbean
9%

Middle East and

2.4. Sub-Saharan North Africa
Africa 3%,
At very low income levels, in fact, a vicious 2%

circle may set in, whereby low-income leads to low investment in education and health as well
as plant and equipment and infrastructure, which in turn leads to low productivity and economic
stagnation. This is known as a poverty trap or what Nobel laureate Gunnar Myrdal called
“circular and cumulative causation”.

TABLE 2.7 The 12 Most and Least Populated Countries and Their Per Capita Income, 2008

GNI Per GNI Per

Population Capita Population Capita

Most Populous (millions) (U.S. $) Least Populous® (thousands) (US. %)
1. China 1,325 2,940 1. Palau 20 8,630
2. India 1,140 1,040 2. 5t Kitts and Nevis 49 10,870
3. United States 304 47,930 3. Marshall Islands 60 3,270
4. Indonesia 227 1,880 4. Dominica 73 4,750
5. Brazil 192 7,300 5. Antigua and Barbuda 87 13,200
6. Pakistan 166 950 f. SE)-‘ChEl!es 87 10,220
7. Bangladesh 160 320 7. Kiribati 97 2,040
8. Nigeria 151 1,170 8. Tonga 104 2,690
9. Russian Federation 142 9,660 9. Grenada 104 5,880
10. Japan 128 38,130 10. St. Vincent and the Grenadines 109 5,050
11. Mexico 106 9,990 11. Micronesia 110 2,460
12. Philippines 90 1,890 12. 530 Tomé and Principe 160 1,030

The 12 most populous countries include representatives of all four categories: low-, lower-
middle-, upper-middle-, and high-income countries (see Table 2.7). The 12 least populous on
the list include primarily lower-middle and upper-middle-income countries, although the 12th
least populous country, Sdo Tomé and Principe, has a per capita income of just $1,030. And
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four very small but high-income European countries that are UN members (Andorra, Monaco,
Liechtenstein, and San Marino) would appear on the list if comparable World Bank income data
were available.

2. LOWER LEVELS OF HUMAN CAPITAL (HEALTH, EDUCATION, SKILLS)

Human capital—health, education, and skills—is vital to economic growth and human
development.

The under-5 mortality is 17 times higher in low-income countries than in high-income countries,
although progress has been made since 1990, as shown graphically in Figure 2.5.

FIGURE 2.5 Under-5 Mortality Rates, 1990 and 2005
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Table 2.8 shows primary enroliment rates (percentage of students of primary age enrolled in
school) and the primary school pupil-to-teacher ratio for the four country income groups and for
five major developing regions.

Moreover, there are strong synergies (complementarities) between progress in health and

education. For example, under-5 mortality rates improve as mothers’ education levels rise, as
seen in the country examples in Figure 2.6.

TABLE 2.8 Primary School Enrollment and Pupil-Teacher Ratios, 2010

Net Primary School Primary Pupil-Teacher
Region or Group Enrollment (%) Ratio
Income Group
Low B0 435
Lower Middle 87 232
Upper Middle 94 22
High 53 13
Region
East Asia and Pacific 932 19
Latin America and the Caribbean o4 23
Middle East and North Africa 91 24
South Asia 86 40
Sub-Saharan Africa 73 49
Europe and Central Asia 92 16
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FIGURE 2.6 Correlation between Under-5 Mortality and Mother's Education
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3. HIGHER LEVELS OF INEQUALITY AND ABSOLUTE POVERTY

Globally, the poorest 20% of people receive just 1.5% of world income. The lowest 20% now
roughly corresponds to the approximately 1.4 billion people living in extreme poverty on less
than $1.25 per day at purchasing power parity. Bringing the incomes of those living on less than
$1.25 per day up to this minimal poverty line would require less than 2% of the incomes of the
world’s wealthiest 10%. Thus the scale of global inequality is immense.

But the enormous gap in per capita incomes between rich and poor nations is not the only
manifestation of the huge global economic disparities. To appreciate the breadth and depth of
deprivation in developing countries, it is also necessary to look at the gap between rich and poor
within individual developing countries. Very high levels of inequality—extremes in the relative
incomes of higher- and lower-income citizens—are found in many middle income countries,
partly because Latin American countries historically tend to be both middle-income and highly
unequal.

Absolute poverty: The situation of being unable or only barely able to meet the subsistence
essentials of food, clothing, shelter, and basic health care.

Figure 2.7 shows that the number of people living on less than $1.25 per day has fallen from
about 1.9 billion in 1981 to about 1.4 billion in 2005; this is despite a more than 40% increase in
world population.

FIGURE 2.7 Number of People Living in Poverty by Region, 1981-2005
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4. HIGHER POPULATION GROWTH RATES

Global population has skyrocketed since the beginning of the industrial era, from just under 1
billion in 1800 to 1.65 billion in 1900 and to over 6 billion by 2000. in recent decades, most
population growth has been centered in the developing world. Compared with the developed
countries, which often have birth rates near or even below replacement (zero population growth)
levels, the low-income developing countries have very high birth rates. More than five sixths of
all the people in the world now live in developing countries.

TABLE 2.9 Crude Birth Rates Around the World, 2009

45+ Afghanistan, Angola, Burkina Faso, Dem. Rep. of Congo, Niger, Somalia, Uganda, Zambia
4044  Benin, Mali, Nigeria, Rwanda, Sierra Leone, Timor-Leste

3539  Cote d'Ivoire, Ethiopia, Kenya, Madagascar, Senegal

30-34 Comoros, Ghana, Guatemala, Pakistan, Papua New Guinea, Sudan, Zimbabwe

25-28  Bolivia, Cambodia, Egypt, Paraguay, Philippines, Saudi Arabia

20-24  Algeria, Dominican Republic, India, Mexico, Peru, South Africa

15-19  Argentina, Brazil, Costa Rica, Sri Lanka, Vietnam

10-14  China, Cuba, Hungary, United Kingdom, United States

<10 Austria, Germany, Japan, South Korea, Serbia, Taiwan

The very wide range of crude birth rates around the world is illustrated in Table 2.9. As of
2010, the average rate of population growth was about 1.4% in the developing countries.

e Crude birth rate: The number of children born alive each year per 1,000 population.
A major implication of high birth rates is that the active labor force has to support proportionally
almost twice as many children as it does in richer countries. By contrast, the proportion of
people over the age of 65 is much greater in the developed nations. Both older people and
children are often referred to as an economic dependency burden.

e Dependency burden: The proportion of the total population aged 0 to 15 and 65+,
which is considered economically unproductive and therefore not counted in the labor
force.

5. GREATER SOCIAL FRACTIONALIZATION

Low-income countries often have ethnic, linguistic, and other forms of social divisions,
sometimes known as fractionalization. This is sometimes associated with civil strife and even
violent conflict, which can lead developing societies to divert considerable energies to working
for political accommodations if not national consolidation. It is one of a variety of governance
challenges many developing nations face.

e Fractionalization: Significant ethnic, linguistic, and other social divisions within a
country.
The greater the ethnic, linguistic, and religious diversity of a country, the more likely it is that
there will be internal strife and political instability. Some of the most successful development
experiences—South Korea, Taiwan, Singapore, and Hong Kong—have occurred in culturally
homogeneous societies.
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6. LARGER RURAL POPULATIONS BUT RAPID RURAL-TO-URBAN MIGRATION

One of the hallmarks of economic development is a shift from agriculture to manufacturing and
services. In developing countries, a much higher share of the population lives in rural areas, as
seen in Table 2.10. Although modernizing in many regions, rural areas are poorer and tend to
suffer from missing markets, limited information, and social stratification. A massive population
shift is also under way as hundreds of millions of people are moving from rural to urban areas,
fueling rapid urbanization, with its own attendant problems.

TABLE 2.10 The Urban Population in Developed Countries and Deve

Region Population (millions, 2009) Urban Share (%)

World 6,810 50
More developed countries 1,232 75
Less developed countries 5,578 44
Sub-Saharan Africa 836 35
MNorthern Africa 205 50
Latin America and the Caribbean 580 Ir
Western Asia 231 o4
South-central Asia 1,726 31
Southeast Asia 597 43
East Asia 1,564 51
Eastern Europe 295 69

7. LOWER LEVELS OF INDUSTRIALIZATION AND MANUFACTURED EXPORTS

One of the most widely used terminologies for the original Group of Seven (G7) countries29 and
other advanced economies such as smaller European countries and Australia is the “industrial
countries.” Industrialization is associated with high productivity and incomes and has been a
hallmark of modernization and national economic power. It is no accident that most developing-
country governments have made industrialization a high national priority, with a number of
prominent success stories in Asia. Table 2.11 shows the structure of employment of men and
women and value-added in the agricultural, industrial, and service sectors. Along with lower
industrialization, developing nations have tended to have a higher dependence on primary
exports. Most developing countries have diversified away from agricultural and mineral exports
to some degree.

TABLE 2.11 Share of the Population Employed in the Industrial Sector in Selected Countries, 2004-2008 (%)

Agriculture Industry Services
Share Share Share
of GDP of GDP of GDP
Males Femuales (2Z008) Males Females (2008) Male Female (2008)
Africa
Egypt 28 43 13 26 6 38 46 51 49
Ethiopia 12 6 <4 27 17 13 61 77 42
Madagascar 82 83 25 5 2 17 13 16 57
Mauritius 10 8 4 36 26 29 54 66 67
South Africa 11 T 3 35 14 34 54 80 63
Asla
Bangladesh 42 68 19 13 13 29 43 19 52
Indonesia 41 41 14 21 15 48 38 44 37
Malaysia 18 10 10 32 23 48 51 67 42
Pakistan 36 72 20 23 13 a7 41 15 53
Philippines 44 24 15 18 11 32 39 65 53
South Korea 7 8 3 33 16 37 60 74 &0
Thailand 43 40 12 2z 19 EES s 41 44
Vietnam 56 60 22 21 14 40 23 26 38
Latin America
Colombia 27 6 9 22 16 36 51 78 55
Costa Rica 18 3 7 28 13 29 54 82 64
Mexico 19 4 4 3 18 37 50 77 59
Micaragua 42 8 19 20 18 30 38 73 51
Developed Countries 4
United Kingdom 2 1 1 32 ) 24 66 0 76
United States 2 1 1 30 ) 22 68 a0 77
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8. ADVERSE GEOGRAPHY

Many analysts argue that geography must play some role in problems of agriculture, public
health, and comparative underdevelopment more generally. Landlocked economies, common in
Africa, often have lower incomes than coastal economies.

The extreme case of favorable physical resource endowment is the oil-rich Persian Gulf states.
At the other extreme are countries like Chad, Yemen, Haiti, and Bangladesh, where
endowments of raw materials and minerals and even fertile land are relatively minimal.

o Resource endowment: A nation’s supply of usable factors of production including
mineral deposits, raw materials, and labor.
Clearly, geography is not destiny; high-income Singapore lies almost directly on the equator,
and parts of southern India have exhibited enormous economic dynamism in recent years.

9. UNDERDEVELOPED FINANCIAL AND OTHER MARKETS

Imperfect markets and incomplete information are far more prevalent in developing countries,
with the result that domestic markets, notably but not only financial markets, have worked less
efficiently. In many developing countries, legal and institutional foundations for markets are
extremely weak.

Some aspects of market underdevelopment are that they often lack (1) a legal system that
enforces contracts and validates property rights; (2) a stable and trustworthy currency; (3) an
infrastructure of roads and utilities that results in low transport and communication costs so as
to facilitate interregional trade; (4)a well-developed and efficiently regulated system of banking
and insurance, with broad access and with formal credit markets that select projects and
allocate loan able funds on the basis of relative economic profitability and enforce rules of
repayment; (5) substantial market information for consumers and producers about prices,
quantities, and qualities of products and resources as well as the creditworthiness of potential
borrowers; and (6) social norms that facilitate successful long-term business relationships.

o Imperfect market: A market in which the theoretical assumptions of perfect competition
are violated by the existence of, for example, a small humber of buyers and sellers,
barriers to entry, and incomplete information.

e Incomplete information: The absence of information that producers and consumers
need to make efficient decisions resulting in underperforming markets.

e Infrastructure: Facilities that enable economic activity and markets, such as
transportation, communication and distribution networks, utilities, water, sewer, and
energy supply systems.

10. COLONIAL LEGACY AND EXTERNAL DEPENDENCE

Colonial Legacy:

Most developing countries were once colonies of Europe or otherwise dominated by European
or other foreign powers, and institutions created during the colonial period often had pernicious
effects on development that in many cases have persisted to the present day. Despite important
variations that proved consequential, colonial era institutions often favored extractors of wealth
rather than creators of wealth, harming development then and now.
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External Dependence:

Relatedly, developing countries have also been less well organized and influential in
international relations, with sometimes adverse consequences for development. For example,
agreements within the World Trade Organization (WTO) and its predecessors concerning
matters such as agricultural subsidies in rich countries that harm developing country farmers
and one-sided regulation of intellectual property rights have often been relatively unfavorable to
the developing world.

HOW LOW-INCOME COUNTRIES TODAY DIFFER FROM DEVELOPED COUNTRIES IN
THEIR EARLIER STAGES

EIGHT DIFFERENCES:

Physical and human resource endowments.

Per capita incomes and levels of GDP in relation to the rest of the world.
Climate.

Population size, distribution, and growth.

Historic role of international migration.

International trade benefits.

Basic scientific/technological research and development capabilities.
Efficacy of domestic institutions.

NGO~ LNE

ARE LIVING STANDARDS OF DEVELOPING AND DEVELOPED NATIONS CONVERGING?

o Divergence: A tendency for per capita income (or output)to grow faster in higher income
countries than in lower-income countries so that the income gap widens across countries
over time(as was seen in the two centuries after industrialization began).

e Convergence: The tendency for per capita income (or output)to grow faster in lower
income countries than in higher-income countries so that lower-income countries are
“catching up” over time. When countries are hypothesized to converge not in all cases
but other things being equal (particularly savings rates, labor force growth, and
production technologies), then the term conditional convergence is used.

If the growth experience of developing and developed countries were similar, there are two
important reasons to expect that developing countries would be “catching up” by growing faster
on average than developed countries.

o Technology Transfer
e Rapid Capital Accumulation

Technology Transfer:

The first reason is due to technology transfer. Today’s developing countries do not have to
“reinvent the wheel”; for example, they do not have to use vacuum tubes before they can use
semiconductors. Even if royalties must be paid, it is cheaper to replicate technology than to
undertake original R&D, partly because one does not have to pay for mistakes and dead ends
along the way. This should enable developing countries to “leapfrog” over some of the earlier
stages of technological development, moving immediately to high productivity techniques of
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production. As a result, they should be able to grow much faster than today’s developed
countries are growing now or were able to grow in the past.

Rapid Capital Accumulation:

Today’s developed countries have high levels of physical and human capital; in a production
function analysis, this would explain their high levels of output per person. But in traditional
neoclassical analysis, the marginal product of capital and the profitability of investments would
be lower in developed countries where capital intensity is higher, provided that the law of
diminishing returns applies. That is, the impact of additional capital on output would be expected
to be smaller in a developed country that already has a lot of capital in relation to the size of its
workforce than in a developing country where capital is scarce.

Convergence in the world economy depends on two levels:

1. Relative Country Convergence
2. Absolute Country Convergence

1- Relative Country Convergence

The most widely used approach is simply to examine whether poorer countries are growing
faster than richer countries. As long as this is happening, poor countries would be on a path to
eventually “catch up” to the income levels of rich countries. In the meantime the relative gap in
incomes would be shrinking, as the income of richer countries would become a smaller multiple
of income of poorer countries. This can be seen on a country-by country basis. Although
China’s average income was just 3% of that of the United States in 1980, it was estimated to
have reached 14% of U.S. income by 2007. But in the same period, the income of the Dem.
Rep. of Congo fell from about 5% of U.S. levels to just 1%. But globally, evidence for relative
convergence is weak at best, even for the most recent decades.

Figure 2.8a illustrates that on the x-axis, income data are plotted from the initial year, in this
case 1980; while on the y-axis, the average growth rate of real per capita income is plotted, in
this case, over the subsequent 27 years to 2007. If there were unconditional convergence, there
would be a tendency for the points plotted to show a clear negative relationship, with the initially
lower-income countries growing faster. But as seen in Figure 2.8a there is no apparent
tendency toward convergence across countries.

In Figure 2.8b, it is clear that divergence is occurring: middle-income countries are growing
faster than low-income countries, so there is a growing gap among developing countries. Many
nations, especially among the 49 least developed countries, remain in relative stagnation. Poor
developing countries have not been catching up as a group.
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In Figure 2.8c, growth of high-income OECD countries is examined separately for 1950-2007.
The picture here is one of convergence, and we need to interpret it carefully. We might conclude
that if developing countries closely followed the institutions and policies of these OECD

FIGURE 2.8 Relative Countiry Convergence: World, Developing Countries, and OECD
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economies, they might converge as well. However, as noted earlier, there are many institutional
and other differences between low- and high-income economies today, some of which may be
very difficult to change.

2- Absolute Country Convergence

With the recent rapid growth in China, and the acceleration of growth in South Asia as well,
these regions are currently on a path of relative country convergence. For example, in the
1990-2003 periods, while income grew 24% in high-income OECD countries, it grew 56% in
South Asia and 196% in China. But due to their

relatively low starting income levels, despite higher Fig 2.9 Growth Convergence Vs Absolute
growth, income gains were still smaller in absolute ncome Convergence.

amount than in the OECD, as illustrated in Figure 2003
2.9. That is, even when the average income of a 25,000 income growth
developing country is becoming a larger fraction of 1900 fd
developed country average incomes, the difference £ 10000
in incomes can still continue to widen for some time g
before they finally begin to shrink. A process of 51-000
absolute country convergence is a stronger standard g
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POPULATION-WEIGHTED RELATIVE COUNTRY CONVERGENCE

The high growth rate in China and India is particularly important because more than one-third of
the world’s people live in these two countries. A typical study of this type is depicted in Figure
2.10a—d. Instead of points representing the data for each country, bubble sizes are used to
depict the relative size of countries ‘populations. To get a sense of how the acceleration of
growth in China and India, along with a few other countries, have changed the picture, the data
are broken up into four time periods. Figures 2.10a and 2.10b reflect that there was relative per
capita divergence from 1950 through 1976, but Figure 2.10d reflects relative per capita
convergence since 1989 (and less unambiguously but plausibly from 1977 to 1989 as well—see
Figure 2.10c).

FIGURE 2.10 Country Size, Initial Income Level, and Economic Growth
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WORLD-AS-ONE-COUNTRY CONVERGENCE

A final—and very different—approach to the study of convergence is to think of the world as if it
were one country. In the first such study, Branko Milonovic stitched together household data
sets from around the world and concluded that global inequality rose significantly in the period
1988 to 1993.
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Lesson 04
CLASSIC THEORIES OF ECONOMIC GROWTH AND DEVELOPMENT
CASE STUDY: DIVERGENT DEVELOPMENT: PAKISTAN AND BANGLADESH
INTRODUCTION

In 1971, Bangladesh declared independence from Pakistan. Previously, Bangladesh had been
known as East Pakistan, and what is now Pakistan was called West Pakistan. The two countries
are about 1,000 miles apart. Pakistan and Bangladesh had about the same population in 2009
(181 million in Pakistan, 162 million in Bangladesh). They are located in the South Asian region.
Both are overwhelmingly Islamic and both remained a part of the colonial British Raj of India.
Bangladesh was for a long time the global symbol of suffering, from the Bengal famine of 1943
to the 1971. And the 1974 post-independence famine.

GROWTH

e PPP-adjusted incomes remain higher in Pakistan ($2,590 in 2008) than in Bangladesh
($1,450), but PPP estimation is difficult and other recent estimates show a more
narrowed gap.

o In Pakistan, per capita income grew at about 2.2% per year in the half-century from 1950
to 2000. As a result, per capita income tripled. But the growth rate declined decade by
decade.

¢ Indications are that Pakistan has experienced much less pro-poor growth in comparison
with Bangladesh. In Bangladesh, farm yields are up dramatically, and the economic
growth rate now tops 4%.

POVERTY

e The World Bank currently estimates that 23% of the population lives below the $1.25
per-day poverty line in Pakistan, compared with 49% in Bangladesh
e Many factors have contributed to the relatively rapid decrease in extreme poverty in
Bangladesh, including:
0 The early green revolution.
0 The impressive role of indigenous nongovernmental organizations (ngos) fighting
poverty in rural areas.
0 Opportunities for women’s employment in export industries.
0 Remittances from relatives working abroad.

EDUCATION AND LITERACY

¢ In both countries, the adult literacy rate is still a low 54%, but literacy has been growing
more quickly in Bangladesh and with greater gender equity.

e Bangladesh today actually has a female-to-male primary and secondary enroliment ratio
1.07 to 1, while in Pakistan it is just 0.83.
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HEALTH

o Life expectancy in both countries is 66; but in 1970 life expectancy was 54 in Pakistan
and only 44 in Bangladesh.

o Today life expectancies are almost identical.
Since 1990, the prevalence of child malnutrition in Bangladesh has fallen from two-thirds
to less than half.

e In 1970, the under-five mortality rate in Bangladesh was 239 per 1,000 live births; the
rate in Pakistan was 180 per 1,000 live births

e By 2008, in Bangladesh under-five mortality rate was 54 per 1,000, but that in Pakistan
was 89 per 1,000.

e Under-5 mortality is 65% higher in Pakistan.

HUMAN DEVELOPMENT INDEX

e Bangladesh was 9 places higher than predicted by its lower income, and Pakistan 9
places lower than predicted by its income.

o This reflects the better health and education performance for Bangladesh for its income
level.

POPULATION

¢ Bangladesh has made much greater progress than Pakistan in reducing fertility.
¢ In Bangladesh, fertility fell to 2.3 by 2008. But for Pakistan, fertility has fallen only to 4.0
(WDI data).

UNDERSTANDING THE DIVERGENCE
1. GEOGRAPHY

— To the degree that geography constrains development success, Bangladesh would
seem to be at a considerable disadvantage.

— Theorists say that the countries with a multitude of social divisions, ethnic groups,
and languages tend to have lower social development and growth rates

— Bangladesh is quite homogeneous (98% of the population is considered ethnic
Bangla (Bengali) and speaks the Bangla language.

— Pakistan has a very high level of ethnic and language diversity.

2. GENDER EQUITY

— According to the Social Watch Report, 2004, Bangladesh scores in the “above
average” (second highest) group in overall gender equity

— Pakistan is in the fourth and lowest category (“countries in worst situation”).

— In Pakistan, as of 2008, only 60% as many women as men were literate

— Pakistan has received a great deal of aid. Since independence in 1947, it has
been one of the top three aid-earning countries, behind India and Egypt.
— Bangladesh has also benefited considerably from aid.
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4. GOVERNANCE AND THE ROLE OF THE MILITARY
— The military has always played a prominent role in Pakistan
5. CIVIL SOCIETY

— Ishrat Husain proposes that Pakistan has experienced an “elitist growth model,”
which he identifies as combining a powerful leader or succession of leaders
operating without checks and balances, a bureaucratic class that unquestioningly
implements the wishes of the leader, and a passive and subservient population.

— He argues that “failure of governance and the consistent domination of political
power and state apparatus by a narrowly based elite seeking to advance private
and family interests to the exclusion of the majority of the population lies at the
root of the problem.”

CONCLUSION

e The development levels of these two countries are not dramatically different.
e But this itself is the dramatic finding, given the wide disparity when the countries
separated in 1971.

CLASSICAL THEORIES OF ECONOMIC GROWTH AND DEVELOPMENT
Classic Theories of Economic Development: Five Approaches

i.  Classical Growth Theory
ii.  Linear stages of growth model
iii.  Theories and Patterns of structural change
iv. International-dependence revolution
V. Neoclassical, free market counterrevolution

CLASSICAL GROWTH THEORY

Adam Smith (1776) famous for two books the theory of moral sentiments (1759) and An Inquiry
into the Nature and Causes of th Wealth of Nations (1776). He had a generally optimistic vision
of growth and development process. Later classical economics tended to have a more gloomy
vision. This led the historian Thomas Carlyle to call economics as ‘dismal science’. Adam Smith
recognized how specialization in industrial activities could lead to increasing returns and big
increases in labour productivity, compared with specialization in agriculture. Other classical
economists apart from Adam Smith include Thomas Malthus, David Ricardo, John Stuart Mill,
They were pessimistic about the growth process because of the pressure of population on food
supply and diminishing returns in agriculture. They argued this will reduce the profit in industry.
Eventually a stationary stage would be reached .Karl Marx predicted the collapse of capitalism
itself.

ROSTOW - STAGES OF GROWTH THEORY

The most influential and outspoken advocate of the stages-of-growth model of development
was the American economic historian Walt W. Rostow. According to Rostow, the transition from
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underdevelopment to development can be described in terms of a series of steps or stages
through which all countries must proceed.

Stages-of-growth model of development: A theory of economic development, associated with
the American economic historian Walt W. Rostow, according to which a country passes through
sequential stages in achieving development.

Countries can be placed in one of five categories in terms of its stage of growth:

1. TRADITIONAL SOCIETY

This stage is characterized by:
e Subsistence economy — output not traded or recorded.
o Existence of barter.
¢ High levels of agriculture and labor intensive agriculture.

2. PRE-CONDITIONS

This stage is characterized by:
Development of mining industries.

¢ Increase in capital use in agriculture.

e Necessity of external funding.

e Some growth in savings and investment.
3. TAKE OFF

This stage is characterized by:
e Increasing industrialization.
e Further growth in savings and investment.
e Some regional growth.
e Number employed in agriculture declines.

4. DRIVE TO MATURITY

This stage is characterized by:
o Growth becomes self-sustaining — wealth generation enables further investment in value
adding industry and development.
e Industry more diversified.
¢ Increase in levels of technology utilized.

5. HIGH MASS CONSUMPTION

This stage is characterized by:
e High output levels.
e Mass consumption of consumer durables.
¢ High proportion of employment in service sector.

CRITICISMS

— Too simplistic.
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— Necessity of a financial infrastructure to channel any savings that are made into

investment.
—  Will such investment yield growth? Not necessarily.
— Need for other infrastructure — human resources (education), roads, rail, and

communications networks.

— Efficiency of use of investment — in palaces or productive activities?

— Rostow argued economies would learn from one another and reduce the time taken to
develop — has this happened?
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Lesson 05
CLASSIC THEORIES OF ECONOMIC GROWTH AND DEVELOPMENT (CONTINUED1)
THE HARROD-DOMAR GROWTH MODEL

Def: “A functional economic relationship in which the growth rate of gross domestic product (g)
depends directly on the national net savings rate (s) and inversely on the national capital-output
ratio (c).”

Every economy must save a certain proportion of its national income, if only to replace worn-out
or impaired capital goods (buildings, equipment, and materials).However, in order to grow, new
investments representing net additions to the capital stock are necessary. If we assume that
there is some direct economic relationship between the size of the total capital stock, K, and
total GDP, Y—for example, if $3 of capital is always necessary to produce an annual$1 stream
of GDP—it follows that any net additions to the capital stock in the form of new investment will
bring about corresponding increases in the flow of national output, GDP.

Suppose that this relationship, known in economics as the capital-output ratio, is roughly 3 to 1.
If we define the capital-output ratio as k and assume further that the national net savings ratio,
s, is a fixed proportion of national output (e.g., 6%) and that total new investment is determined
by the level of total savings, we can construct the following simple model of economic growth:

o Capital-output ratio: A ratio that shows the units of capital required to produce a unit of
output over a given period of time.

¢ Net savings ratio: Savings expressed as a proportion of disposable income over some
period of time.

1. Net saving (S) is some proportion, s, of national income (Y) such that we have the simple
equation

§ = oy (3.1)

2. Netinvestment (I ) is defined as the change in the capital stock, K, and can be represented
by K such that
I=aK (3.2)

But because the total capital stock, K, bears a direct relationship to total national income or
output, Y, as expressed by the capital-output ratio, ¢ it follows that
I
— [:
Or
Ak
E =g
or, finally,

AF = cal (3.3)

3. Finally, because net national savings, S, must equal net investment, |, we can write this
equality as
S=1 (3.4)
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But from Equation 3.1 we know that S = sY, and from Equations 3.2 and 3.3 we know that:
I =4k = -a¥

It therefore follows that we can write the “identity” of saving equaling investment shown by
Equation 3.4 as

Sl w i m] om AR (3.5)
or simply as
5 m &Y (3.6)
Dividing both sides of Equation 3.6 first by Y and then by ¢, we obtain the following expression:
al s
Y ¢ (3.7)

Note that the left-hand side of Equation 3.7, Y/Y, represents the rate of change or rate of growth
of GDP.

Equation 3.7, which is a simplified version of the famous equation in the Harrod-Domar theory of
economic growth, states simply that the rate of growth of GDP ( Y/Y) is determined jointly by the
net national savings ratio, s , and the national capital-output ratio, c. More specifically, it says
that in the absence of government, the growth rate of national income will be directly or
positively related to the savings ratio (i.e., the more an economy is able to save—and invest—
out of a given GDP, the greater the growth of that GDP will be) and inversely or negatively
related to the economy’s capital-output ratio(i.e., the higher c is, the lower the rate of GDP
growth will be).

Equation 3.7 is also often expressed in terms of gross savings, s®, in which case the growth rate
is given by:

a¥_5° 5

Y o (3.7)
Where ¢ is the rate of capital depreciation.

The economic logic of Equations 3.7 and 3.7’ is very simple. To grow, economies must save
and invest a certain proportion of their GDP. The more they can save and invest, the faster they
can grow.

In addition to investment, two other components of economic growth are labor force growth and
technological progress. In the context of the Harrod-Domar model, labor force growth is not
described explicitly. This is because labor is assumed to be abundant in a developing-country
context and can be hired as needed in a given proportion to capital investments (this
assumption is not always valid). In a general way, technological progress can be expressed in
the Harrod-Domar context as a decrease in the required capital-output ratio, giving more growth
for a given level of investment, as follows from Equation 3.7 or 3.7’

NECESSARY VERSUS SUFFICIENT CONDITIONS

o Necessary Condition: A condition that must be present, although it need not be in itself
sufficient, for an event to occur. For example, capital formation may be a necessary
condition for sustained economic growth (before growth in output can occur, there must
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be tools to produce it). But for this growth to continue, social, institutional, and attitudinal
changes may have to occur.

o Sufficient Condition: A condition that when present causes or guarantees that an event
will or can occur; in economic models, a condition that logically requires that a statement
must be true (or a result must hold) given other assumptions.

STRUCTURAL CHANGE MODELS

(I) STRUCTURAL CHANGE THEORY

“The hypothesis that underdevelopment is due to underutilization of resources arising from
structural or institutional factors that have their origins in both domestic and international
dualism. Development therefore requires more than just accelerated capital formation.”

THE LEWIS THEORY OF DEVELOPMENT
BASIC MODEL

One of the best-known early theoretical models of development that focused on the structural
transformation of a primarily subsistence economy was that formulated by Nobel laureate W.
Arthur Lewis.

In the Lewis model, the underdeveloped economy consists of two sectors: a traditional,
overpopulated rural subsistence sector characterized by zero marginal labor productivity—a
situation that permits Lewis to classify this as surplus labor in the sense that it can be
withdrawn from the traditional agricultural sector without any loss of output—and a high-
productivity modern urban industrial sector into which labor from the subsistence sector is
gradually transferred. The primary focus of the model is on both the process of labor transfer
and the growth of output and employment in the modern sector.

Both labor transfer and modern-sector employment growth are brought about by output
expansion in that sector. The speed with which this expansion occurs is determined by the rate
of industrial investment and capital accumulation in the modern sector. Such investment is
made possible by the excess of modern-sector profits over wages on the assumption that
capitalists reinvest all their profits. Finally, Lewis assumed that the level of wages in the urban
industrial sector was constant, determined as a given premium over a fixed average
subsistence level of wages in the traditional agricultural sector. At the constant urban wage, the
supply curve of rural labor to the modern sector is considered to be perfectly elastic.

Note:

e Structural transformation: The process of transforming an economy in such a way that
the contribution to national income by the manufacturing sector eventually surpasses the
contribution by the agricultural sector. More generally, a major alteration in the industrial
composition of any economy.

e Lewis two-sector model: A theory of development in which surplus labor from the
traditional agricultural sector is transferred to the modern industrial sector, the growth of
which absorbs the surplus labor, promotes industrialization, and stimulates sustained
development.
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e Surplus labor: The excess supply of labor over and above the quantity demanded at
the going free-market wage rate. In the Lewis two-sector model of economic
development, surplus labor refers to the portion of the rural labor force whose marginal
productivity is zero or negative.

FIGURE 3.1 The Lewis Model of Modern-Sector Growth in a Two-Sector
Surplus-Labor Economy
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We can illustrate the Lewis model of modern-sector growth in a two-sector economy by using
Figure 3.1. Consider first the traditional agricultural sector portrayed in the two right-side
diagrams of Figure 3.1b. The upper diagram shows how subsistence food production varies with
increases in labor inputs. It is a typical agricultural production function in which the total output
or product (TPA) of food is determined by changes in the amount of the only variable input,
labor (LA), given a fixed quantity of capital, KA, and unchanging traditional technology, . In the
lower-right diagram, we have the average and marginal product of labor curves, APLA and
MPLA.

Lewis makes two assumptions about the traditional sector. First, there is surplus labor in the
sense that MPLA is zero, and second, all rural workers share equally in the output so that the
rural real wage is determined by the average and not the marginal product of labor.

The upper-left diagram of Figure 3.1a portrays the total product (production function) curves for
the modern industrial sector. WA in the lower diagrams of Figures 3.1a and 3.1b represents the
average level of real subsistence income in the traditional rural sector. WM in Figure 3.1a is
therefore the real wage in the modern capitalist sector. At this wage, the supply of rural labor is
assumed to be unlimited or perfectly elastic, as shown by the horizontal labor supply curve
WMSL.

This process of modern-sector self-sustaining growth and employment expansion is assumed
to continue until all surplus rural labor is absorbed in the new industrial sector. Thereafter,
additional workers can be withdrawn from the agricultural sector only at a higher cost of lost
food production because the declining labor-to-land ratio means that the marginal product of
rural labor is no longer zero. This is known as the “Lewis turning point.” Thus the labor supply
curve becomes positively sloped as modern-sector wages and employment continue to grow.
The structural transformation of the economy will have taken place, with the balance of
economic activity shifting from traditional rural agriculture to modern urban industry.

CRITICISM

o First, the model implicitly assumes that the rate of labor transfer and employment
creation in the modern sector is proportional to the rate of modern sector capital
accumulation.

¢ The second questionable assumption of the Lewis model is the notion that surplus labor
exists in rural areas while there is full employment in the urban areas.

e The third dubious assumption is the notion of a competitive modern sector labor market
that guarantees the continued existence of constant real urban wages up to the point
where the supply of rural surplus labor is exhausted.

o A final concern with the Lewis model is its assumption of diminishing returns in the
modern industrial sector.

(I) STRUCTURAL CHANGE AND PATTERNS OF DEVELOPMENT
Patterns-of-development Analysis: An attempt to identify characteristic features of the
internal process of structural transformation that a “typical” developing economy undergoes as it

generates and sustains modern economic growth and development.

The best-known model of structural change is the one based largely on the empirical work of
Harvard economist Hollis B. Chenery and his colleagues, who examined patterns of
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development for numerous developing countries during the postwar period. (This approach also
built on research by Nobel laureate Simon Kuznets on modern economic growth of developed
countries). Their empirical studies, both cross-sectional (among countries at a given point in
time) and time-series (over long periods of time), of countries at different levels of per capita
income led to the identification of several characteristic features of the development process.

These included the shift from agricultural to industrial production, the steady accumulation of
physical and human capital, the change in consumer demands from emphasis on food and
basic necessities to desires for diverse manufactured goods and services, the growth of cities
and urban industries as people migrate from farms and small towns, and the decline in family
size and overall population growth as children lose their economic value and parents substitute
what is traditionally labeled child quality (education) for quantity, with population growth first
increasing and then decreasing in the process of development. Proponents of this school often
call for development specialists to “let the facts speak for themselves” rather than get bogged
down in the arcane of theories such as the stages of growth. This is a valuable counterbalance
to empty theorizing, but it also has its own limits.

CONCLUSIONS AND IMPLICATIONS

The structural changes that we have described are the “average” patterns of development
Chenery and colleagues observed among countries in time-series and cross-sectional analyses.
The major hypothesis of the structural-change model is that development is an identifiable
process of growth and change whose main features are similar in all countries. However, as
mentioned earlier, the model does recognize that differences can arise among countries in the
pace and pattern of development, depending on their particular set of circumstances. Factors
influencing the development process include a country’s resource endowment and size, its
government’s policies and objectives, the availability of external capital and technology, and the
international trade environment.

One limitation to keep in mind is that by emphasizing patterns rather than theory, this approach
runs the risk of leading practitioners to draw the wrong conclusions about causality—in effect, to
“put the cart before the horse.” Observing developed-country patterns such as the decline of the
share of the labor force in agriculture over time, many developing-country policymakers have
been inclined to neglect that vital sector.

Empirical studies on the process of structural change lead to the conclusion that the pace and
pattern of development can vary according to both domestic and international factors, many of
which lie beyond the control of an individual developing nation. Yet despite this variation,
structural-change economists argue that one can identify certain patterns occurring in almost all
countries during the development process.
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Lesson 06
CLASSIC THEORIES OF ECONOMIC GROWTH AND DEVELOPMENT (CONTINUED?2)

THE  NEOCLASSICAL COUNTERREVOLUTION: MARKET  FUNDAMENTALISM:
CHALLENGING THE STATIC MODEL

In the 1980s, the political ascendancy of conservative governments in the United States,
Canada, Britain, and West Germany came with a neoclassical counterrevolution in economic
theory and policy.

The central argument of the neoclassical counterrevolution is that underdevelopment results
from poor resource allocation due to incorrect pricing policies and too much state intervention by
overly active developing-nation governments. Rather, the Ileading writers of the
counterrevolution school, including Lord Peter Bauer, Deepak Lal, and lan Little, Harry Johnson,
Bela Balassa, Jagdish Bhagwati, and Anne Krueger, argued that it is this very state intervention
in economic activity that slows the pace of economic growth. The neo-liberals argue that by
permitting competitive free markets to flourish, privatizing state-owned enterprises, promoting
free trade and export expansion, welcoming investors from developed countries, and eliminating
the plethora of government regulations and price distortions in factor, product, and financial
markets, both economic efficiency and economic growth will be stimulated.

e Free markets: The system whereby prices of commodities or services freely rise or fall
when the buyer’'s demand for them rises or falls or the seller’s supply of them decreases or
increases.

APPROACHES OF NEOCLASSICAL COUNTERREVOLUTION

The neoclassical counterrevolution can be divided into three component approaches: the free-
market approach, the public-choice (or “new political economy”) approach, and the “market-
friendly” approach.

1. Free-market analysis: Theoretical analysis of the properties of an economic system
operating with free markets, often under the assumption that an unregulated market
performs better than one with government regulation.

2. Public-choice theory (new political economy approach): The theory that self-interest
guides all individual behavior and that governments are inefficient and corrupt because
people use government to pursue their own agendas.

3. Market-friendly approach: The notion historically promulgated by the World Bank that
successful development policy requires governments to create an environment in which
markets can operate efficiently and to intervene only selectively in the economy in areas
where the market is inefficient.

e Market failure: A market’s inability to deliver its theoretical benefits due to the existence of
market imperfections such as monopoly power, lack of factor mobility, significant
externalities, or lack of knowledge. Market failure often provides the justification for
government intervention to alter the working of the free market.
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COMPONENTS OF ECONOMIC GROWTH

Three components of economic growth are of prime importance:
1. Capital accumulation.
2. Growth in population and hence eventual growth in the labor force.
3. Technological progress—new ways of accomplishing tasks.

1- CAPITAL ACCUMULATION:

e Capita Accumulation: Increasing a country’s stock of real capital (net investment in
fixed assets). To increase the production of capital goods necessitates a reduction in the
production of consumer goods.

Capital accumulation results when some proportion of present income is saved and invested in
order to augment future output and income. New factories, machinery, equipment, and materials
increase the physical capital stock of a nation and make it possible for expanded output levels
to be achieved. These directly productive investments are supplemented by investments in what
is known as social and economic infrastructure—roads, electricity, water and sanitation,
communications, and the like—which facilitates and integrates economic activities. For
example, investment by a farmer in a new tractor may increase the total output of the crops he
can produce, but without adequate transport facilities to get this extra product to local
commercial markets, his investment may not add anything to national food production.

There are less direct ways to invest in a nation’s physical resources, like investing in land
resources.

Investment in human resources can improve its quality and thereby have the same or even a
more powerful effect on production as an increase in human numbers. The concept of
investment in human resources and the creation of human capital is therefore analogous to
that of improving the quality and thus the productivity of existing land resources through
strategic investments.

All of these phenomena and many others are forms of investment that lead to capital
accumulation. Capital accumulation may add new resources or upgrade the quality of existing
resources, but its essential feature is that it involves a trade-off between present and future
consumption—giving up a little now so that more can be had later, such as giving up current
income to stay in school.

o Capital stock: The total amount of physical goods existing at a particular time that have
been produced for use in the production of other goods and services.

e Economic infrastructure: The amount of physical and financial capital embodied in
roads, railways, waterways, airways, and other transportation and communications plus
other facilities such as water supplies, financial institutions, electricity, and public
services such as health and education.

¢ Human capital: Productive investments embodied in human persons, including skills,
location, and health.

2- POPULATION AND LABOR FORCE GROWTH:

Population growth, and the associated eventual increase in the labor force, has traditionally
been considered a positive factor in stimulating economic growth. A larger labor force means
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more productive workers, and a large overall population increases the potential size of domestic
markets.

Given an initial understanding of these first two fundamental components of economic growth
and disregarding for a moment the third (technology), let us see how they interact via the
production possibility curve to expand society’s potential total output of all goods. For a given
technology and a given amount of physical and human resources, the production possibility
curve portrays the maximum attainable output combinations of any two commodities— say, rice
and radios—when all resources are fully and efficiently employed. Figure A3.1.1 shows two
production possibility curves for rice and radios.

o Production possibility curve: A curve on a graph indicating alternative combinations of
two commodities or categories of commodities (e.g., agricultural and manufactured
goods) that can be produced when all the available factors of production are efficiently
employed. Given available resources and technology, the curve sets the boundary
between the attainable and the unobtainable.

Initial possibilities for the production of rice and radios are shown by the curve PP. Now
suppose that without any change in technology, the quantity of physical and human resources
were to double as a result of either investments that improved the quality of the existing
resources or investment in new resources—Iland, capital, and, in the case of larger families,
labor. FigureA3.1.1 shows that this doubling of total resources will cause the entire production
possibility curve to shift uniformly outward from PP to P'P'. More radios and more rice can now
be produced.

FIGURE A3.1.1 Eifect of Increases in Physical and Human Resources

on the Production Possibility Frontier

Radios

Rice
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Now, instead of assuming the proportionate growth of all factors of production let us assume
that, say, only capital or only land is increased in quality and quantity. Figure A3.1.2 shows that
if radio manufacturing is a relatively large user of capital equipment and rice production is a
relatively land intensive process, the shifts in society’s production possibility curve will be more
pronounced for radios when capital grows rapidly (Figure A3.1.2a) and for rice when the growth
is in land quantity or quality (Figure A3.1.2b).

Figure A3.1.2
Effect of Growth of Capital Stock andLand on the Production Possibility Frontier
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3- TECHNOLOGICAL PROGRESS

e Technological progress: Increased application of new scientific knowledge in the form
of inventions and innovations with regard to both physical and human capital.

There are three basic classifications of technological progress: neutral, laborsaving, and capital-
saving.

e Neutral technological progress: Higher output levels achieved with the same quantity
or combination of all factor inputs.

e Laborsaving technological progress: The achievement of higher output using an
unchanged quantity of labor inputs as a result of some invention (e.g., the computer) or
innovation (such as assembly-line production).

o Capital-saving technological progress: Technological progress that results from some
invention or innovation that facilitates the achievement of higher output levels using the
same quantity of inputs of capital.

Technological progress may also be labor or capital-augmenting. Labor augmenting
technological progress occurs when the quality or skills of the labor force are upgraded—for
example, by the use of videotapes, televisions, and other electronic communications media for
classroom instruction. Similarly, capital-augmenting technological progress results in the
more productive use of existing capital goods—for example, the substitution of steel for wooden
plows in agricultural production.
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FIGURE A3.1.3 Effect of Technological Change in the Agricultural

Sector on the Production Possibility Frontier
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We can use our production possibility curve for rice and radios to examine two very specific
examples of technological progress as it relates to output growth in developing countries. In
terms of our production possibility analysis, the higher yielding varieties of hybrid rice could be
depicted, as in Figure A3.1.3, by an outward shift of the curve along the rice axis with the
intercept on the radio axis remaining essentially unchanged (i.e., the new rice seeds could not
be directly used to increase radio production).

In terms of the technology of radio production, the invention of transistors has probably had as
significant an impact on communications as the development of the steam engine had on
transportation. FigureA3.1.4 shows that as in the case of higher-yielding rice seeds, the
technology of the transistor can be said to have caused the production possibility curve to rotate
outward along the vertical axis.

Figure A3.1.4 Effect of Technological Change in the
Industrial Sector on the Production Possibility Frontier
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THE SOLOW NEOCLASSICAL GROWTH MODEL

The Solow neoclassical growth model, for which Robert Solow of the Massachusetts Institute of
Technology received the Nobel Prize, is probably the best known model of economic growth.

The Solow model allows for substitution between capital and labor. In the process, it assumes
that there are diminishing returns to the use of these inputs.

The aggregate production function ¥ = F&,L} is assumed characterized by constant returns to
scale. For example, in the special case known as the Cobb-Douglas production function, at any
time t we have:

-

Vi = i LeA] o Al eaLiehd (A3.2.1)

Where Y is gross domestic product, K is the stock of capital (which may include human capital
as well as physical capital), L is labor, and A(t) represents the productivity of labor, which grows
over time at an exogenous rate.

Because of constant returns to scale, if all inputs are increased by the same amount, say 10%,
then output will increase by the same amount (10% in this case). More generally,

V¥ = Fyi, yL)

Where g is some positive amount (1.1 in the case of a 10% increase), because g can be any
positive real number, a mathematical trick useful in analyzing the implications of the model is to
1

set g= L so that.:

¥oogi 5 1
= i1 lorym £ (A3.2.2)

Lowercase variables are expressed in per-worker terms in these equations. The concave shape
of that is, increasing at a decreasing rate—reflects diminishing returns to capital per worker, as
can be seen in Figure A3.2.1.2 In the Harrod-Domar model, this would instead be a straight,
upward-sloping line.

This simplification allows us to deal with just one argument in the production function. For
example, in the Cobb-Douglas case introduced in Equation A3.2.1,

v m AR (A 3.2.3)

This represents an alternative way to think about a production function, in which everything is
measured in quantities per worker. Equation A3.2.3 states that output per worker is a function
that depends on the amount of capital per worker. The more capital with which each worker has
to work, the more output that worker can produce. The labor force grows at rate n per year, say,
and labor productivity growth, the rate at which the value of A in the production function
increases, occurs at rate |. The total capital stock grows when savings are greater than
depreciation, but capital per worker grows when savings are also greater than what is needed to
equip new workers with the same amount of capital as existing workers have.
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The Solow equation (Equation A3.2.4) gives the growth of the capital-labor ratio, k (known as

capital deepening), and shows that the growth of k depends on savings %}, after allowing for
the amount of capital required to service depreciation, &% | and after capital widening, that is,
providing the existing amount of capital per worker to net new workers joining the labor force,

nk _ That is,
Bk = sf{E) — @ + ndk

For simplicity, we are assuming for now that A remains constant. In this case, there will be a
state in which output and capital per worker are no longer changing, known as the steady state.
To find this steady state, setdk =1 :

PO m 60 4 "

The notation k* means the level of capital per worker when the economy is in its steady state.
That this equilibrium is stable can be seen from Figure A3.2.1. The capital per worker k*
represents the steady state. If k is higher or lower than k*, the economy will return to it; thus k*
is a stable equilibrium. This stability is seen in the diagram by noting that to the left of k¥,

k@ K" Looking at the diagram, we see that in this case, it + @¥ < sf(k). But now looking at
the Solow equation (Equation A3.2.4), we see that when {1 + @3 < sf(k), k < 0. As a result, k
in the economy is growing toward the equilibrium point k*. By similar reasoning to the right of k*,
i+ &3 < sfk), and as a result, k < 0 (again refer to Equation A3.2.4), and capital per worker
is actually shrinking toward the equilibrium k*.

It is instructive to consider what happens in the Solow neoclassical growth model if we increase
the rate of savings, s. A temporary increase in the rate of output growth is realized as we
increase k by raising the rate of savings. We return to the original steady-state growth rate later,
though at a higher level of output per worker in each later year.

The key implication is that unlike in the Harrod-Domar (AK) analysis, in the Solow model an
increase in s will not increase growth in the long run; it will only increase the equilibrium k*. That
is, after the economy has time to adjust, the capital-labor ratio increases, and so does the
output-labor ratio, but not the rate of growth. The effect is shown in Figure A3.2.2, in which
savings is raised to s. In contrast, in the Harrod-Domar model, an increase in s raises the
growth rate. (This is because in the Harrod-Domar model sf(k) becomes a straight line from the
origin that does not cross it + &} ; and so, as we assume that sf(k) lies above it + &}
growth continues at the now higher Harrod-Domar rate—a result that was represented, for
example, in the comparison of Equations 3.8 and 3.9.)
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FIGURE A3.2.2 The Long-Run Effect of Changing the Savings Rate
in the Solow Model

Note carefully that in the Solow model, an increase in s does raise equilibrium output per
person—which is certainly a valuable contribution to development—ijust not the equilibrium rate
of growth. And the growth rate does increase temporarily as the economy kicks up toward the
higher equilibrium capital per worker. Moreover, simulations based on cross-national data
suggest that if s is increased, the economy may not return even halfway to its steady state for
decades. That is, for practical purposes of policymaking in developing countries, even if the
Solow model is an accurate depiction of the economy, an increase in savings may substantially
increase the growth rate for many decades to come.

Finally, it is possible that the rate of savings (and hence investment) is positively related to the
rate of technological progress itself, so that the growth of A depends on s. This could be the
case if investment uses newer-vintage capital and hence is more productive, if investment
represents innovation in that it solves problems faced by the firm, and if other firms see what the
investing firm has done and imitate it (“learning by watching”), generating externalities.
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FIGURE A3.2.1 Equilibrium in the Solow Growth Model
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Lesson 07
POVERTY, INEQUALITY AND ECONOMIC DEVELOPMENT

DISTRIBUTION AND DEVELOPMENT: SEVEN CRITICAL QUESTIONS

What is the extent of relative inequality, and how is this related to the extent of poverty?
Who are the poor?

Who benefits from economic growth?

Does rapid growth necessarily cause greater income inequality?

Do the poor benefit from growth?

Are high levels of inequality always bad?

What policies can reduce poverty?

MEASURING INEQUALITY AND POVERTY

In this section, we define the dimensions of the income distribution and poverty problems and
identify some similar elements that characterize the problem in many developing nations.

MEASURING INEQUALITY

Economists usually distinguish between two principal measures of income distribution for both
analytical and quantitative purposes:

e The personal or size distribution of income.

¢ The functional or distributive factor share distribution of income.

SIZE DISTRIBUTIONS

The personal or size distribution of income is the measure most commonly used by
economists. It simply deals with individual persons or households and the total incomes they
receive. The way in which that income was received is not considered. What matters is how
much each earns irrespective of whether the income was derived solely from employment or
came also from other sources such as interest, profits, rents, gifts, or inheritance.

Economists and statisticians therefore like to arrange all individuals by ascending personal
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incomes and then divide the total population into distinct groups, or sizes. A common method is
to divide the population into successive quintiles (fifths) or deciles (tenths) according to
ascending income levels and then determine what proportion of the total national income is
received by each income group. For example, Table 5.1 shows a hypothetical but fairly typical
distribution of income for a developing country.

A common measure of income inequality that can be derived from column3 is the ratio of the
incomes received by the top 20% and bottom 40% of the population. This ratio, sometimes
called a Kuznets ratio after Nobel laureate Simon Kuznets, has often been used as a measure
of the degree of inequality between high- and low-income groups in a country. In our example,
this inequality ratio is equal to 51 divided by 14, or approximately 3.64. In Table 5.1, we see that
the top 5% of the population (the twentieth individual) receives 15% of the income, a higher
share than the combined shares of the lowest 40%.

o Personal distribution of income (size distribution of income): The distribution of
income according to size class of persons—for example, the share of total income
accruing to the poorest specific percentage or the richest specific percentage of a
population without regard to the sources of that income.

e Quintile: A 20% proportion of any numerical quantity. A population divided into quintiles
would be divided into five groups of equal size.

e Decile: A 10% portion of any numerical quantity; a population divided into deciles would
be divided into ten equal numerical groups.

e Income inequality: The disproportionate distribution of total national income among
households.

LORENZ CURVES

Another common way to analyze personal income statistics is to construct what is known as a
Lorenz curve i.e.

e Lorenz curve: A graph depicting the variance of the size distribution of income from

perfect equality.
100

Figure 5.1 shows how it is done. The numbers of " Figure 5.1 The Lorenz Curve
income recipients are plotted on the horizontal axis, T
not in absolute terms but in cumulative percentages. 80 -
For example, at point 20, we have the lowest (poorest)
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the percentage of income recipients and the percentage of the total income they did in fact
receive during, say, a given year.

The more the Lorenz line curves away from the diagonal (line of perfect equality), the greater
the degree of inequality represented. The extreme case of perfect inequality (i.e., a situation in
which one person receives all of the national income while everybody else receives nothing)
would be represented by the congruence of the Lorenz curve with the bottom horizontal and
right hand vertical axes. Because no country exhibits either perfect equality or perfect inequality
in its distribution of income, the Lorenz curves for different countries will lie somewhere to the
right of the diagonal in Figure 5.1. The greater the degree of inequality, the greater the bend and
the closer to the bottom horizontal axis the Lorenz curve will be. Two representative
distributions are shown in Figure 5.2, one for a relatively equal distribution (Figure 5.2a) and the
other for a more unequal distribution (Figure 5.2b).

GINI COEFFICIENTS AND AGGREGATE MEASURES OF INEQUALITY

FIGURE 5.2 The Greater the Corvature of the Lorenz Line, the Greater the Relative
Degree of Inequality
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Def: An aggregate numerical measure of income inequality ranging from 0 (perfect equality) to
1(perfect inequality). It is measured graphically by dividing the area between the perfect equality
line and the Lorenz curve by the total area lying to the right of the equality line in a Lorenz
diagram. The higher the value of the coefficient, the higher the inequality of income distribution;
the lower it is, the more equal the distribution of income.

In Figure 5.3, this is the ratio of the shaded area A to the total area of the triangle BCD. This
ratio is known as the Gini concentration ratio or Gini coefficient, named after the Italian
statistician who first formulated it in 1912.
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Four possible Lorenz curves such as might be found in international data are drawn in Figure
5.4. In the “Lorenz criterion” of income distribution, whenever one Lorenz curve lies above
another Lorenz curve, the economy corresponding to the upper Lorenz curve is more equal than
that of the lower curve. Thus economy A may unambiguously be said to be more equal than
economy D. Whenever two Lorenz curves cross, such as curves B and C, the Lorenz criterion
states that we “need more information” or additional assumptions before we can determine
which of the underlying economies is more equal. But others might start with the assumption

n
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that an economy with a stronger middle class is inherently more equal, and those observers
might select economy C.

One could also use an aggregate measure such as the Gini coefficient to decide the matter. As
it turns out, the Gini coefficient is among a class of measures that satisfy four highly desirable
properties: the anonymity, scale independence, population independence, and transfer
principles. Note, finally, that we can also use Lorenz curves to study inequality in the distribution
of land, in education and health, and in other assets.

FUNCTIONAL DISTRIBUTIONS

The second common measure of income distribution used by economists, the functional or
factor share distribution of income, attempts to explain the share of total national income that
each of the factors of production (land, labor, and capital) receives.

e Functional distribution of income (factor share distribution of income): The
distribution of income to factors of production without regard to the ownership of the
factors.

o Factors of production: Resources or inputs required to produce a good or a service,
such as land, labor, and capital.

Figure 5.5 provides a simple diagrammatic illustration of the traditional theory of functional
income distribution. We assume that there are only two factors of production: capital, which is a
fixed (given) factor, and labor, which is the only variable factor. Under competitive market
assumptions, the demand for labor will be determined by labor's marginal product (i.e.,
additional workers will be hired up to the point where the value of their marginal product equals
their real wage). But in accordance with the principle of diminishing marginal products, this
demand for labor will be a declining function of the numbers employed. Such a negatively
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sloped labor demand curve is shown  FETE T T B e e e
traditional neoclassical upward-

sloping labor supply curve SL, the R
equilibrium wage will be equal to WE i
and the equilibrium level of
employment will be LE. Total Pt
national output (which equals total
national income) will be represented
by the area ORELE.5 This national
income will be distributed in two
shares: OWEELE going to workers in Wages
the form of wages and WERE Dy = MP;
remaining as capitalist profits (the
return to owners of capital).Hence in
a competitive market economy with o L
constant-returns-to-scale production Employment

functions (a doubling of all inputs

doubles output), factor prices are determined by factor supply and demand curves, and factor
shares always combine to exhaust the total national product. Income is distributed by function—
laborers are paid wages, owners of land receive rents, and capitalists obtain profits. It is a neat
and logical theory in that each and every factor gets paid only in accordance with what it
contributes to national output, no more and no less. In fact, as you may recall from Chapter 3,
this model of income distribution is at the core of the Lewis theory of modern-sector growth
based on the reinvestment of rising capitalist profits.

=
[5a)

Wage rate

MEASURING ABSOLUTE POVERTY

Absolute poverty: The situation of being unable or only barely able to meet the subsistence
essentials of food, clothing, and shelter.

HEADCOUNT INDEX

Absolute poverty is sometimes measured by the number, or “headcount,” H, of those whose
incomes fall below the absolute poverty line, Yp. When the headcount is taken as a fraction of
the total population, N, we define the headcount index, H/N. Headcount index is the proportion
of a country’s population living below the poverty line.

TOTAL POVERTY GAP (TPG)

Economists therefore attempt to calculate a total poverty gap (TPG) that measures the total
amount of income necessary to raise everyone who is below the poverty line up to that line.
Figure 5.6 illustrates how we could measure the total poverty gap as the shaded area between
poverty line, PV, and the annual income profile of the population.
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FIGURE 5.6 Measuring the Total Poverty Gap
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The sum of the difference between the poverty line and actual income levels of all people living

below that line.

Even though in both country A and country B, 50% of the population falls below the same
poverty line, the TPG in country A is greater than in country B. Therefore, it will take more of an

effort to eliminate absolute poverty in country A.

The TPG—the extent to which the incomes of the poor lie below the poverty line—is found by
adding up the amounts by which each poor person’s income, Yi, falls below the absolute

poverty line, , as follows:
&

TBG = ) ( ~ 1)

L

AVERAGE POVERTY GAP (APG)

ABG PG
 ——
N

o Where N is number of persons in the economy
o TPG is total poverty gap
¢ Note: normalized poverty gap, NPG = APG/Yp

AVERAGE INCOME SHORTFALL (AIS)

IPG
AlS = 5

e Where H is number of poor persons
o TPG is total poverty gap
¢ Note: Normalized income shortfall, NIS = AIS/Yp
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FOSTER-GREER-THORBECKE (FGT) INDEX
A class of measures of the level of absolute poverty

The Pa index is given by
H
1 I =&
ram ) (B
N\ T
L

Where Yi is the income of the ith poor person, Yp is the poverty line, and N is the population.
Depending on the value of a, the Pa index takes on different forms. If a= 0, the numerator is
equal to H, and we get the headcount ratio, H/N. If a= 1, we get the normalized poverty gap. If
a= 2, the impact on measured poverty of a gain in income by a poor person increases in
proportion to the distance of the person from the poverty line.

If a = 2, the resulting measure, P,, can be rewritten as:

B, = [%:} [NIS? & (1— NISPR(CV,)]
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Lesson 08

POVERTY, INEQUALITY AND ECONOMIC DEVELOPMENT (CONTINUED1)

MULTIDIMENSIONAL POVERTY INDEX

Def: A poverty measure that identifies the poor using dual cutoffs for levels and numbers of
deprivations, and then multiplies the percentage of people living in poverty times the percent of
weighted indicators for which poor households are deprived on average.

Identification of poverty status through a dual cutoff:

First, cutoff levels within each dimension (analogous to falling below a poverty line for
example $1.25 per day for income poverty).

Second, cutoff in the number of dimensions in which a person must be deprived (below
a line) to be deemed multi dimensionally poor.

MPI focuses on deprivations in health, education, and standard of living; and each
receives equal (that is one-third of the overall total) weight.

MPI INDICATORS

Health: Two indicators with equal weight - whether any child has died in the family, and
whether any adult or child in the family is malnourished —weighted equally (each counts
as one-sixth toward the maximum deprivation in the MPI)

Education: Two indicators with equal weight - whether no household member
completed 5 years of schooling, and whether any school-aged child is out of school for
grades 1 through 8 (each counts one-sixth toward the MPI).

Standard of Living, equal weight on 6 deprivations (each counts as 1/18 toward the

TABLE 5.2 MPI Rankings and Poverty Headcounts for Selected Countries

Income Poverty

Multidimensional Poverty $1.25 a Day $2 a Day
Hy (proportion A (averageintensity P po o0 @ POOr i aiwsrednod
Country Year MPI Value  MPI Rank of poor) of deprivations Value Rank  Value Rank
Kazakhstan 2006 0002 7 0006 0.369 0.031 3 0.172 i
Thailand 2005 0,006 16 0016 0.385 020 l 0115 0
Ecuador 2003 0,009 M4 0022 0416 0.047 26 0128 b ]
Mexico 2006 0015 29 0.040 0.389 0.020 l 0048 la
Brazil 2003 0.039 39 0.085 01.460 0052 9 0.127 2
Colombia 2005 0041 40 0092 0441 0160 41 0.279 35
Dominican Republic 2000 048 41 01 0433 Q050 25 0.131 X
China 2003 0056 -4 0125 0449 0159 4l 0.363 4l
Viet Nam 002 0.073 30 0143 0.525 0215 30 (1454 il
Indonesia 2007 0,094 i 0.208 045 0073 il 0450 52
(Ghana 2008 0.140 5 0301 0464 0300 57 L3386 Bl
Zimhahwe 2006 0174 )] 0.383 0432
Bolivia 2003 0175 6l 0363 0463 019 46 0303 18
Nicaragua 2001 0211 ) 0407 0319 0158 40 0.318 40
Lao 2006 0.267 68 0472 0.565 0440 46 0.768 73
Pakistan 2007 0275 i 0510 0.540 0226 hX] 0.603 59
Yemen 2006 0283 7l 0.525 0.539 0,175 4 {1466 45
Bangladesh 2007 0291 PE] 0578 0304 0496 i 0.813 B
India 2005 0.296 74 0554 0.535 0416 64 0.756 70
Kenya 2003 0.302 T 0604 0.500 o197 47 1399 43
Haiti 2006 0.306 77 (1.573 0.533 0349 76 0.721 7
Cote d'voire 2005 0.320 TR 0.522 0614 0233 55 (.48 S
Nepal 2006 0150 B2 0.647 10540 0551 7 0.776 76
Tanzania 2008 0.367 B4 0.653 0.563 0.383 93 0.966 93
D Congo 2007 0.393 ] 0.732 0.537 0.592 m 0.795 7
Madagascar 2004 0413 a1 0.705 11585 0678 Bh .89 i
Angola 2001 0452 o 0.774 11.584 0543 B9 0.900 88
Ethiopia 2005 0.582 103 0900 [.647 0,380 62 0.775 75
_ Niger 2006 0642 104 0927 0.693 0.659 85 0856 a5
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maximum): lack of electricity; insufficiently safe drinking water; inadequate sanitation;
inadequate flooring; unimproved cooking fuel; lack of more than one of 5 assets —
telephone, radio, TV, bicycle, and motorbike.

INTERACTION OF THE DEPRIVATIONS?

Building the index from household measures up to the aggregate measure (rather than
using already-aggregated statistics), MPI approach takes account of multiplied or
interactive harm (complementarity) done when multiple deprivations are experienced by
the same individual or family

The MPI approach assumes an individual’'s lack of capability in one area can only to a
degree be made up by other capabilities — capabilities are treated as substitutes up to a
point but then as complements.

COMPUTING THE MPI

The MPI for the country (or region or group) is then computed.

A convenient way to express the resulting value is H*A, i.e., the product of the
headcount ratio H (the percent of people living in multidimensional poverty), and the
average intensity of deprivation A.

The adjusted headcount ratio HA is readily calculated.

HA satisfies some desirable properties.

Dimensional monotonicity: If a person already identified as poor becomes deprived in
another indicator she is measured as even poorer - not the case using a simple
headcount ratio.

MULTIDIMENSIONAL POVERTY TELLS A DIFFERENT STORY THAN INCOME POVERTY

The results showed that knowing income poverty is not enough if our concern is with
multidimensional poverty.

Multi dimensionally, Bangladesh is substantially less poor - but Pakistan substantially
poorer - than would be predicted by income poverty.

Ethiopia is far more multi dimensionally poor, and Tanzania much less so, than predicted
by income poverty.

Most Latin American countries e.g. Brazil rank worse on multidimensional poverty than
on income poverty; but Colombia’s income and MPI poverty ranks are about same.

LIMITATIONS

As mentioned, data are from the household rather than the individual level (such as whether any
child of school age is out of school or whether any family member is undernourished).It does not
fully distinguish between past and present conditions (because its measure is whether a child
has ever died). It does not distinguish differences within households. Education considers only
inputs such as enrolling or attending for five years, not outputs such as being able to read. And
the choice of basic assets is questionable.

WHAT'S SO BAD ABOUT EXTREME INEQUALITY?

Throughout this chapter, we are assuming that social welfare depends positively on the level of
income per capita but negatively on poverty and negatively on the level of inequality, as these
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terms have just been defined. The problem of absolute poverty is obvious. No civilized people
can feel satisfied with a state of affairs in which their fellow humans exist in conditions of such
absolute human misery, which is probably why every major religion has emphasized the
importance of working to alleviate poverty and is at least one of the reasons why international
development assistance has the nearly universal support of every democratic nation. Why
should we be concerned with inequality among those above the poverty line?

There are three major answers to this question.

o Extreme income inequality leads to economic inefficiency.

e Extreme income disparities undermine social stability and solidarity. High inequality
facilitates rent seeking, including actions such as excessive lobbying, large political
donations, bribery and cronyism.

e Extreme inequality is generally viewed as unfair i.e. it may also lead the poor to support
populist policies that can be self defeating.

For all these reasons, for this part of the analysis we will write welfare, W, as
W =W(, I, P)

Where Y is income per capita and enters our welfare function positively, | is inequality and
enters negatively, and P is absolute poverty and also enters negatively. These three
components have distinct significance, and we need to consider all three elements to achieve
an overall assessment of welfare in developing countries.

DUALISTIC DEVELOPMENT AND SHIFTING LORENZ CURVES
SOME STYLIZED TYPOLOGIES

Gary Fields used Lorenz curves to analyze three limiting cases of dualistic development.

1. The modern-sector enlargement growth typology, in which the two-sector economy
develops by enlarging the size of its modern sector while maintaining constant wages in
both sectors.

2. The modern-sector enrichment growth typology, in which the economy grows but
such growth is limited to a fixed number of people in the modern sector, with both the
numbers of workers and their wages held constant in the traditional sector.

3. The traditional-sector enrichment growth typology, in which all of the benefits of
growth are divided among traditional-sector workers, with little or no growth occurring in
the modern sector.
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Using these three special cases and Lorenz curves, Fields demonstrated the validity of the
following propositions.

1. In the traditional-sector enrichment typology, growth results in higher income, a more
equal relative distribution of income, and less poverty. Traditional sector enrichment
growth causes the Lorenz curve to shift uniformly upward and closer toward the line of
equality, as depicted in Figure 5.7.

2. In the modern-sector enrichment growth typology, growth results in higher incomes, a
less equal relative distribution of income, and no change in poverty. Modern-sector
enrichment growth causes the Lorenz curve to shift downward and farther from the line
of equality, as shown in Figure 5.8.

3. Finally, in the case of Lewis-type modern-sector enlargement growth, absolute incomes
rise and absolute poverty is reduced, but the Lorenz curves will always cross, indicating
that we cannot make any unambiguous statement about changes in relative inequality: It
may improve or worsen. Fields shows that if, in fact, this style of growth experience is
predominant, inequality is likely first to worsen in the early stages of development and
then to improve. The crossing of the Lorenz curves is demonstrated in Figure 5.9.

FIGURE 5.7 Improved Income Distribution under the Traditional-Sector
Enrichment Growth Typology
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These three typologies offer different predictions about what will happen to inequality in the
course of economic growth. With modern-sector enrichment, inequality would rise steadily, while
under traditional-sector enrichment, inequality would fall steadily. Under modern-sector
enlargement, inequality would first rise and then fall.

These observations tell us that we have to qualify our conclusion that a rise in inequality is
inherently bad. In some cases, inequality may increase on a temporary basis due to causes that
will eventually make everyone better off and ultimately lower inequality. However, with modern-
sector enrichment growth, the increase in inequality is not later reversed, and the poor do not
escape their poverty.

KUZNETS’S INVERTED U HYPOTHESIS

A graph reflecting the relationship between a country’s income per capita and its equality of
income distribution.
Kuznets suggested that in the early stages of

economic growth, the distribution of income will tend .|

to worsen; only at later stages it will improve. This

observation came to be characterized by the -
‘inverted-U” Kuznets curve because a longitudinal _ -

(time-series) plot of changes in the distribution of = -

income as measured, for example, by the Gini % ;|

coefficient seemed, when per capita GNI expanded, =

to trace out an inverted U-shaped curve in some of = "*f

the cases Kuznets studied, as illustrated in Fig 5.10.

EVIDENCE ON THE INVERTED-U HYPOTHESIS 0

Ciross national income per capita
Let us look at data collected from 16 countries on the
percentage shares in total national income going to different percentile groups (see Table 5.3).
Though methods of collection, degree of coverage, and specific definitions of personal income
may vary from country to country, the figures recorded in Table 5.3 give a first approximation of
the magnitude of income inequality in developing countries.

TABLE 5.3 Selected Income Distribution Edimates

Country Lorwess 14 1st 2nd ird 1th Sth Highest 109 Ve
Eangladesh 43 o4 126 16.1 L1 40.8 26 it
Barazil 11 10 Lg 11.E 1 38.7 .0 T
China 24 57 03 147 20 478 34 s
Cilumibia 08 23 i 110 19.1 [T 5.9 200
Cosia Rz L& 44 B35 127 19.7 54.6 b 2007
Guarimala 13 14 12 120 19.5 578 4 200G
Hiondieres oy x5 6.7 1Z1 4 8.4 o P 200
India L& &1 113 149 M4 453 11 s
[amaia z 52 a0 138 ¥ 1L 512 356 2004
amihia & 15 15 55 1ZD 7.3 fi.0 1593
Fakistan 19 al 128 163 I3 4.5 265 05
Fen 13 16 18 130 .8 54.8 X4 007
Fhilippines 24 56 0.1 137 212 504 ne e
South afrec 13 31 54 L 158 2.7 H.9 L
Taniania | T3 1L8 163 et 42.3 o ]
fambia 13 16 18 128 il 55.2 B9 005
fapan 45 L& 14.2 17.6 el 357 r.d e 1593
United St 19 4 10T 15T il 45.8 ne 0
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Consider now the relationship, if any, between levels of per capita income and degree of
inequality. Are higher incomes associated with greater or lesser inequality, or can no definitive
statement be made? Table 5.4 provides data on income distribution in relation to per capita GNI
for a sampling of countries, arranged from lowest to highest in terms of per capita income. What
clearly emerges from Table 5.4 is that per capita incomes are not necessarily related to
inequality.

Gary Fields and George Jakubson examined this question. Figure 5.11 on page 228, plots a
combination of data from the 35 countries in Fields and Jakubson’s data set, where reliable
estimates of the Gini coefficient have been available for various developing countries at different
points in time. The inverted-U relationship, tracing the triangles, is a computer-generated
parabola that best fits the data under standard statistical criteria.

So the question is what happens over time? In Figure 5.12 selected countries from the data in
Figure 5.11 have been isolated. As can be seen, the data from Brazil, which have the label 1 in
the diagram, do plainly show an inverted-U pattern. But when these separate experiences are
merged into one picture, the eyes (and the computer) misleadingly trace an inverted U in the
data taken as a whole. This reinforces the great importance of understanding what gives rise to
the statistical patterns in the data rather than taking them at face value.

As a result, the dominating influence of the “Latin America effect” has been strongly supported.
In fact, there is no particular tendency for inequality to change in the process of economic
development. Inequality seems to be a rather stable part of a country’s socioeconomic makeup
but inequality can be gradually reduced through well-implemented policies to promote pro-poor
growth over time.
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Lesson 09
POVERTY, INEQUALITY AND ECONOMIC DEVELOPMENT (CONTINUED2)
GROWTH, POVERTY AND INEQUALITY
Let us look now briefly at the relationship, if any, between economic growth and inequality. It is
not just the rate but also the character of economic growth that determines the degree to which
that growth is or is not reflected in improved living standards for the poor. Clearly, it is not

necessary for inequality to increase for higher growth to be sustained.

The distributive implications of economic growth as reflected in such factors as participation in
the growth process and asset ownership.

TABLE 5.4 Inmome ond Ineguality in Selected Countries

Imcome Per Copritc Sarvey Year for
LS. §, 2008 11 CoeffActent it Calculatior
Ethinpia IR0 k] 205
Miozami i ue 180 471 2003
Kepal 40 473 2004
Cambodia e 1.7 2007
Zambia 500 50T 2005
wel Midille Encom
Irvtlia 1,040 ILE 2005
Cameroon 1150 6 2041
Bodivia 1460 LY 2007
Epvm 1,800 321 2005
Indonesis 1 EE0 375 2007
pper Middle non

Namikia £ 210 T43 1953
Bulgaria 5490 29.2 2003
sounh Afrce 5 &I 57.8 20040
Argeniing 7190 40L& 200
Bearil 7300 E&O 2007
Mexico 2550 516 2008
lipper Inome

Hungary 12810 300 2004
Smain 31,530 a7 2000
Genmany £2. 710 ZH3 21NN
Uimived Seaves 47530 & 2000
Namway BT 340 25 E 2000

ABSOLUTE POVERTY: EXTENT AND MAGNITUDE

It is extremely difficult to arrive at a tight estimate of the extent of global poverty at any point in
time. Major World Bank reports issued within a couple of years of each other have provided
estimates of the dollar-a-day headcount that differ by tens of millions of people. This reflects the
difficulty of the task. Another difficulty is determining the most appropriate cutoff income for
extreme poverty. The $1-a-day line was first set in 1987 dollars, and for years the standard
was$1.08 in 1993 U.S. purchasing power parity. In 2008, the equivalent line was reset at $1.25
at 2005 U.S. purchasing power.
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FIGURE 5.14 Global and Eeglonal Poverty Tremds
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The World Bank’s current estimates of the trends of poverty reduction are reported in Figure
5.14. There has been very substantial progress in reducing the still enormous numbers of
people living in extreme poverty at $1.25 per day. The number living on less than $2 per day
has remained relatively stable.

FIGURE 5.13 Long-Term Economic Growth and Income Inequality
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The incidence of extreme poverty is very uneven around the developing world. Household
survey—based estimates are regarded as the most accurate ways to estimate poverty incidence.
Table 5.5 provides some survey-based poverty estimates by region at the $1.25 and $2 poverty
lines. As can be seen, poverty incidence is very high in both South Asia, with about 40% below
$1.25per day, and in sub-Saharan Africa, with 51% below. But poverty severity is far higher in
sub-Saharan Africa, with a squared poverty gap index P2 (in percentage terms) at 11.05, far
above that of South Asia at 3.64. Table 5.6 provides estimates for some specific countries in
Africa, Asia, and Latin America at the $1.25and $2 poverty lines. It can be seen that about 44%
of India’s 2004 rural population lived below the $1.25-a-day poverty line, while almost 80% lived
on less than $2 per day. In contrast, less than 36% of its urban population lived on less than
$1.25 per day, although about 66% still lived on less than $2 per day. Research suggests that
approximately one-third of all people who are poor at any one time are chronically (always)
poor.

Problems of the poorest of the poor pose particular challenges. Ultra-poverty differs from
conventional poverty in terms of depth (degree of deprivation), length (duration of time), and
breadth (the number of dimensions, such as illiteracy and malnutrition). The mutual
reinforcement among the different dimensions of poverty can potentially result in multiple
mutually reinforcing poverty traps.

The prospect for ending poverty depends critically on two factors: first, the rate of economic

growth—provided it is undertaken in a shared and sustainable way—and second, the level of
resources devoted to poverty programs and the quality of those programs.

TABLE 5.5 Regional Poverty Incidence, 2005

Region Headcount Ratio Poverty Gap Squared Poverty Gap
Regional Aggregation at $1.25 per Day
East Asia and the Pacific 16.78 4.04 1.40
Europe and Central Asia 3.65 1.05 0.47
Latin America and the Caribbean 8.22 2.75 1.46
Middle East and North Africa 3.60 0.78 0.30
South Asia 40.34 10.29 3.64
Sub-Saharan Africa 50.91 20.74 11.05
Total 25.19 75 3.22
Regional Aggregation at 32 per Day
East Asia and the Pacific 38.64 12.94 5.80
Europe and Central Asia 8.84 297 1.43
Latin America and the Caribbean 17.12 6.45 341
Middle East and North Africa 16.85 4.03 1.50
South Asia 73.91 28.70 13.81
Sub-Saharan Africa 72.85 36.39 22.42
Total 47.00 18.51 9.43

GROWTH AND POVERTY

Are the reduction of poverty and the acceleration of growth in conflict? Or are they
complementary? Traditionally, a body of opinion held that rapid growth is bad for the poor
because they would be bypassed and marginalized by the structural changes of modern growth.
Beyond this, there had been considerable concern in policy circles that the public expenditures
required for the reduction of poverty would entail a reduction in the rate of growth. The concerns
that concentrated efforts to lower poverty would slow the rate of growth paralleled the
arguments that countries with lower inequality would experience slower growth.
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ECONOMIC CHARACTERISTICS OF HIGH-POVERTY GROUPS
High poverty groups include:

1- RURAL POVERTY

Perhaps the most valid generalizations about the poor are that they are disproportionately
located in rural areas, that they are primarily engaged in agricultural and associated activities,
that they are more likely to be women and children than adult males, and that they are often
concentrated among minority ethnic groups and indigenous peoples. On the average, we may
conclude that in Africa and Asia, about 80% of all target poverty groups are located in the rural
areas, as are about 50% in Latin America. Some data for specific countries are provided in
Table 5.7.
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We need only point out here that in view of the disproportionate number of the very poor who
resides in rural areas, any policy designed to alleviate poverty must necessarily be directed to a
large extent toward rural development in general and the agricultural sector in particular.

2- WOMEN AND POVERTY

Women make up a substantial majority of the worlds poor. If we compared the lives of the
inhabitants of the poorest communities throughout the developing world, we would discover that
virtually everywhere, women and children experience the harshest deprivation. They are more
likely to be poor and malnourished and less likely to receive medical services, clean water,
sanitation, and other benefits. The prevalence of female-headed households, the lower earning
capacity of women, and their limited control over their spouses ‘income all contribute to this
disturbing phenomenon. In addition, women have less access to education, formal-sector
employment, social security, and government employment programs. These facts combine to
ensure that poor women'’s financial resources are meager and unstable relative to men’s.

3- ETHNIC MINORITIES, INDIGENOUS POPULATIONS, AND POVERTY

A final generalization about the incidence of poverty in the developing world is that it falls
especially heavily on minority ethnic groups and indigenous populations.

Although detailed data on the relative poverty of minority ethnic and indigenous peoples is
difficult to obtain (for political reasons, few countries wish to highlight these problems),
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Researchers have compiled data on the poverty of indigenous people in Latin America. The
results clearly demonstrate that a majority of indigenous groups live in extreme poverty and that
being indigenous greatly increases the chances that an individual will be malnourished, illiterate,
in poor health, and unemployed.
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4- POOR COUNTRIES

Finally, it should be noted that the poor come from poor countries. Although this may seem like
a trivial observation, it is actually a useful note of optimism. The negative relationship between
poverty and per capita income suggests that if higher incomes can be achieved, poverty will be
reduced, if only because of the greater resources that countries will have available to tackle
poverty problems and the growth of civil society and the voluntary sector.

POLICY OPTIONS ON INCOME INEQUALITY AND POVERTY: SOME BASIC
CONSIDERATIONS

AREAS OF INTERVENTION
Developing countries that aim to reduce poverty and excessive inequalities in their distribution
of income need to know how best to achieve their aim. We have identified four broad areas of
possible government policy intervention i.e.

e Altering the functional distribution

e Mitigating the size distribution

e Moderating (reducing) the size distribution at upper levels

¢ Moderating (increasing) the size distribution at lower levels

POLICY OPTIONS

ALTERING THE FUNCTIONAL DISTRIBUTION OF INCOME THROUGH RELATIVE FACTOR
PRICES

Altering the functional distribution is a traditional economic approach. It is argued that as a result
of institutional constraints and faulty government policies, the relative price of labor in the
formal, modern, urban sector is higher than what would be determined by the free interplay of
the forces of supply and demand.

Because factor prices are assumed to function as the ultimate signals and incentives in any
economy, correcting these prices (i.e., lowering the relative price of labor and raising the relative
price of capital) would not in general only increase productivity and efficiency but also reduce
inequality by providing more wage-paying jobs for currently unemployed or underemployed
unskilled and semiskilled workers. It would also lower the artificially high incomes of owners of
capital.

We may conclude that there is much merit to the traditional factor-price distortion argument and
that correcting prices should contribute to a reduction in poverty and an improved distribution of
income.

MODIFYING THE SIZE DISTRIBUTION THROUGH INCREASING ASSETS OF THE POOR

Given correct resource prices and utilization levels for each type of productive factor (labor,
land, and capital), we can arrive at estimates for the total earnings of each asset. But to
translate this functional income into personal income, we need to know the distribution and
ownership concentration of these assets among and within various segments of the population.

It follows that the second and perhaps more important line of policy to reduce poverty and
inequality is to focus directly on reducing the concentrated control of assets, the unequal
distribution of power, and the unequal access to educational and income-earning opportunities
that characterize many developing countries. A classic case of such redistribution policies as
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they relate to the rural poor, who comprise 70% to 80% of the target poverty group, is land
reform.

o Asset ownership: The ownership of land, physical capital (factories, buildings,
machinery, etc.), human capital, and financial resources that generate income for
owners.

o Redistribution policies: Policies geared to reducing income inequality and expanding
economic opportunities in order to promote development, including income tax policies,
rural development policies, and publicly financed services.

e Land reform: A deliberate attempt to reorganize and transform existing agrarian
systems with the intention of improving the distribution of agricultural incomes and thus
fostering rural development.

PROGRESSIVE INCOME AND WEALTH TAXES

Any national policy attempting to improve the living standards of the bottom 40% must secure
sufficient financial resources to transform paper plans into program realities. The major source
of such development finance is the direct and progressive taxation of both income and wealth.

Progressive income tax: A tax whose rate increases with increasing personal incomes.
o Regressive tax: A tax structure in which the ratio of taxes to income tends to decrease
as income increases.
e Indirect taxes: Taxes levied on goods ultimately purchased by consumers; including
customs duties (tariffs), excise duties, sales taxes, and export duties.

DIRECT TRANSFER PAYMENTS AND THE PUBLIC PROVISION OF GOODS AND
SERVICES

The direct provision of tax-financed public consumption goods and services to the very poor is
another potentially important instrument of a comprehensive policy designed to eradicate
poverty. Examples include public health projects in rural villages and urban fringe areas, school
lunches and preschool nutritional supplementation programs, and the provision of clean water
and electrification to remote rural areas. Direct money transfers and subsidized food programs
for the urban and rural poor, as well as direct government policies to keep the prices of essential
food stuffs low; represent additional forms of public consumption subsidies.

o Public consumption: All current expenditures for purchases of goods and services by
all levels of government, including capital expenditures on national defense and security.

e Subsidy: A payment by the government to producers or distributors in an industry to
prevent the decline of that industry, to reduce the prices of its products, or to encourage
hiring.

WORKFARE PROGRAM

A poverty alleviation program that requires program beneficiaries to work in exchange for
benefits, as in a food for-work program.

In sum, we can say that workfare, such as the Food for Work Program, represents a better
policy than welfare or direct handouts when the following criteria are met:

e The program does not reduce or seriously undermine incentives for the poor to acquire
human capital and other assets.
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There are greater net benefits of the work output of the program.

It is harder to screen the poor without the workfare requirement.

There is lower opportunity cost of time for poor workers (so the economy loses little
output when they join the workfare program).

There is higher opportunity cost of time for non poor workers (so they won’t avail
themselves of the benefits).

The fraction of the population living in poverty is smaller (so the extra costs of a
universal welfare scheme would be high).

There is less social stigma attached to participating in a workfare program, so that the
poor do not suffer undue humiliation or even be deterred from seeking the help that their
families need (otherwise, a discreet welfare transfer may be preferable to a highly visible
workfare scheme).

SUMMARY AND CONCLUSIONS: THE NEED FOR A PACKAGE OF POLICIES

To summarize our discussion of alternative policy approaches to the problems of poverty and
inequality in development, the need is not for one or two isolated policies but for a “package” of
complementary and supportive policies, including the following four basic elements.

A policy or set of policies designed to correct factor price distortions.

A policy or set of policies designed to change the distribution of assets, power, and
access to education and associated employment opportunities.

A policy or set of policies designed to modify the size distribution of income at the upper
levels through the enforcement of legislated progressive taxation and directed transfer
payments.

A policy or set of policies designed to build capabilities and human and social capital of
the poor.
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Lesson 10

POPULATION GROWTH AND ECONOMIC DEVELOPMENT: CAUSES, CONSEQUENCES
AND CONTROVERSIES

THE BASIC ISSUE: POPULATION GROWTH AND THE QUALITY OF LIFE

In 2009, the world’s population was estimated to be 6.8 billion people. Projections by the United
Nations placed the figure at more than 9.2 billion by the year 2050 (another widely cited
projection is higher, at 9.5 billion). The overwhelming majority of that population will inhabit the
developing world. What will be the economic and social implications for development if such
projections are realized? Is this scenario inevitable, or will it depends on the success or failure
of development efforts? Finally, even more significant, is rapid population growth per se as
serious a problem as many people believe, or is it a manifestation of more fundamental
problems of underdevelopment and the unequal utilization of global resources between rich and
poor nations, as others argue?

SIX MAJOR ISSUES

o Will developing countries be able to improve levels of living given anticipated population
growth?

¢ How will developing countries deal with the vast increases in their labor forces?
How will higher population growth rates affect poverty?

o Will developing countries be able to extend the coverage and improve the quality of
health care and education in the face of rapid population growth?

e Is there a relationship between poverty and family size?
How does affluence in the developed world affect the ability of developing countries to
provide for their people?

POPULATION GROWTH: PAST, PRESENT, AND FUTURE
WORLD POPULATION GROWTH THROUGHOUT HISTORY

When people first started to cultivate food through agriculture some 12,000 years ago, the
estimated world population was no more than 5 million (see Table 6.1). Two thousand years
ago, world population had grown to nearly 250 million, less than a fifth of the population of
China today. From year 1 on our calendar to the beginning of the Industrial Revolution around
1750, it tripled to 728 million people, less than three-quarters of the total number living in India
today. During the next 200 years (1750-1950), an additional 1.7 billion people were added to
the planet's numbers. But in just four decades thereafter (1950-1990), the earth’s human
population more than doubled again, bringing the total figure to around 5.3 billion. The world
entered the twenty first century with over 6 billion people. Figure 6.1 shows how rapidly total
population grew after 1950 in comparison with the two centuries before that. It vividly portrays
the magnitude of population growth, most of which has been in developing countries, both as a
percentage of the total and in terms of absolute numbers. Finally, it provides projections to
2050, when world population is expected to reach 9.2 billion.
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TABLE 6.1 Estimated World Population Growth

Estimated Annual

Estimated Population Increase in the Doubling time

Year (millions) Intervening Period (%) (years)
10,000 B.C.E. 5

1cE 250 0.04 1,733
1650 545 0.04 1,733
1750 728 0.29 239
1800 906 0.45 154
1850 1,171 0.53 130
1900 1,608 0.65 106
1950 2,576 091 76
1970 3,698 2.09 33
1980 4,448 1.76 39
1990 5,292 1.73 40
2000 6,090 1.48 47
2010 6,892 1.22 57
2050 (projected) 9,200 0.675 103

The relationship between annual percentage increases and the time it takes for a population to
FIGURE 6.1 World Population Growth, 1750-2050
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double in size, or doubling time, is shown in the rightmost column of Table 6.2. We see that
before 1650, it took nearly 36,000 years, or about 1,400 generations, for the world population to
double. Today it would take about 58 years, or two generations, for world population to double
at current growth rates. Moreover, whereas it took 1,750 years to add 480 million people to the
world’s population between year 1 and the onset of the Industrial Revolution, this same number
of people is today being added in less than seven years.

The reason for the sudden change in overall population trends is that for almost all of recorded
history, the rate of population change, whether up or down, had been strongly influenced by the
combined effects of famine, disease, malnutrition, plague, and war—conditions that resulted in
high and fluctuating death rates. In the twentieth century, such conditions came increasingly
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under technological and economic control. As a result, human mortality (the death rate) is now
lower than at any other point in human existence. It is this decline in mortality resulting from
rapid technological advances in modern medicine and the spread of modern sanitation
measures throughout the world, particularly within the past half century, which has resulted in
the unprecedented increases in world population growth, especially in developing countries. In
short, population growth today is primarily the result of a rapid transition from a long historical
era characterized by high birth and death rates to one in which death rates have fallen sharply
but birth rates, especially in developing countries, have fallen more slowly from their historically
high levels.

STRUCTURE OF THE WORLD’S POPULATION

GEOGRAPHIC REGION

More than three-quarters of the world’s people live in developing countries; fewer than one
person in four lives in an economically developed nation. Figure 6.2 shows the regional
distribution of the world’s population as it existed in 2010 and as it is projected for 2050.World
population distribution is put into dramatic perspective by the map in Figure 6.3. Each box
represents 1 million inhabitants.

FIGURE 6.2 World Population Distribution by Region, 2010 and 2050
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FERTILITY AND MORTALITY TRENDS
he Popul : Worl

e Rate of population increase: The growth rate of a population, calculated as the
natural increase after adjusting for immigration and emigration.

e Natural increase: The difference between the birth rate and the death rate of a given
population.

e Net international migration: The excess of persons migrating into a country over
those who emigrate from that country.

e Crude birth rate: The number of children born alive each year per 1,000 population
(often shortened to birthrate).

e Death rate: The number of deaths each year per 1,000population.

e Total fertility rate (TFR): The number of children that would be born to a woman if
she were to live to the end of her childbearing years and bear children in accordance
with the prevailing age specific fertility rates.

TABLE 6.3 Fertility Rate for Selected Countries, 1970 and 2009

Total Fertility Rate®

Country 1970 2009
Bangladesh 7.0 2.3
Colombia 5.3 2.5
Indonesia 5.5 24
Jamaica 5.3 24
Mexico 4.9 2.3
Thailand 5.5 1.8
Zimbabwe 77 39

Table 6.3 lists seven countries that experienced significant fertility declines between 1970 and
2009. Nevertheless, the total fertility rate (TFR)—(the average number of children a woman
would have assuming that current age-specific birth rates remain constant throughout her
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childbearing years (15 to 49 years of age)—remains very high in sub-Saharan Africa (5.3) and
western Asia (3.1).
e Life expectancy at birth: The number of years a newborn child would live if subject
to the mortality risks prevailing for the population at the time of the child’s birth.
e Under-5 mortality rate: Deaths among children between birth and 5 years of age per
1,000 live births.

AGE STRUCTURE AND DEPENDENCY BURDENS

Population is relatively youthful in the developing world. Children under the age of 15 constitute
more than 30% of the total population of developing countries but just 17% of developed
nations. In fact, at least 10 developing nations have over 44% of their population under the age
of 15; as of 2009, 43% of Ethiopia’s population, 45% of Nigeria’'s, and 38% of Pakistan’s was
under 15; for both India and Mexico, the comparable figure is 32%.

Youth dependency ratio: The proportion of young people under age 15 to the working
population aged 16 to 64 in a country.

THE HIDDEN MOMENTUM OF POPULATION GROWTH

e Hidden momentum of population growth: The phenomenon whereby population
continues to increase even after a fall in birth rates because the large existing youthful
population expands the population’s base of potential parents.

Perhaps the least understood aspect of population growth is its tendency to continue even after
birth rates have declined substantially. Population growth has a built-in tendency to continue, a
powerful momentum that, like a speeding automobile when the brakes are applied, tends to
keep going for sometime before coming to a stop. In the case of population growth, this
momentum can persist for decades after birth rates drop. There are two basic reasons for this.
First, high birth rates cannot be altered substantially overnight. The second and less obvious
reason for the hidden momentum of population growth relates to the age structure of many
developing countries’ populations. Figure 6.4 illustrates the great difference between age
structures in less developed and more developed countries by means of two population
pyramids for 2010.

e Population pyramid: A graphic depiction of the structure of the population, with age
cohorts plotted on the vertical axis and either population shares or numbers of males
and females in each cohort on the horizontal axis.
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FIGURE 6.4 Population Pyramids: All Developed and Developing Countries and Case of Ethiopia
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THE DEMOGRAPHIC TRANSITION

e Demographic transition: The phasing-out process of population growth rates from a
virtually stagnant growth stage characterized by high birth rates and death rates through
a rapid-growth stage with high birth rates and low death rates to a stable, low growth
stage in which both birth and death rates are low.

The demographic transition attempts to explain why all contemporary developed nations have
more or less passed through the same three stages of modern population history. Before their
economic modernization, these countries for centuries had stable or very slow-growing
populations as a result of a combination of high birth rates and almost equally high death rates.
This was stage 1. Stage 2 began when modernization, associated with better public health
methods, healthier diets, higher incomes, and other improvements, led to a marked reduction in
mortality that gradually raised life expectancy from under40 years to over 60 years. However,
the decline in death rates was not immediately accompanied by a decline in fertility. As a result,
the growing divergence between high birth rates and falling death rates led to sharp increases in
population growth compared to past centuries.

Stage 2 thus marks the beginning of the demographic transition (the transition from stable or
slow-growing populations first to rapidly increasing numbers and then to declining rates). Finally,
stage 3was entered when the forces and influences of modernization and development caused
the beginning of a decline in fertility; eventually, falling birth rates converged with lower death
rates, leaving little or no population growth.
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FIGURE 6.5 The Demographic Transition in Western Europe
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Figure 6.5 depicts the three historical stages of the demographic transition in Western Europe.
Figure 6.6 shows the population histories of contemporary developing countries, which contrast
with those of Western Europe and fall into two patterns.

FIGURE 6.6 The Demographic Transition in Developing Countries
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Lesson 11

POPULATION GROWTH AND ECONOMIC DEVELOPMENT: CAUSES, CONSEQUENCES
AND CONTROVERSIES (CONTINUED1)

THE DEMOGRAPHIC TRANSITION MODEL

The phasing-out process of population growth rates from a virtually stagnant growth stage
characterized by high birth rates and death rates through a rapid-growth stage with high birth
rates and low death rates to a stable, low growth stage in which both birth and death rates are
low.

STAGES OF DEMOGRAPHIC TRANSITION

e Stage I: High Stationary Stage:
o High birthrates and death rates
e Stage Il Early Expanding Stage:
o0 Continued high birthrates, declining death rates
e Stage lll: Late Expanding Stage
o Falling birthrates and death rates
e Stage IV: Low Stationary Stage:
o0 Low birth rates and Low death rates, eventually stabilizing.

FIGURE 6.5 The Demographic Transition in Western Europe
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Figure 6.5 depicts the three historical stages of the demographic transition in Western Europe.
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FIGURE 6.6 The Demographic Iransition in Developing Countries
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Figure 6.6 shows the population histories of contemporary developing countries, which contrast
with those of Western Europe and fall into two patterns

CRITICISM OF THE DEMOGRAPHIC TRANSITION MODEL

o Over-generalization of the industrialized European experience.

e Too rigid in assuming all countries proceed from stage 1-4.

e |t takes into account only birth and mortality rates and ignores variables and exceptions
like War, Famines).

e The model assumes that reductions in fertility are a function of increased wealth and
industrialization— other factors such as the status of women and other social
development are ignored.

THE MALTHUSIAN MODEL
THE CAUSES OF HIGH FERTILITY IN DEVELOPING COUNTRIES

¢ The Malthusian Model
¢ The Household Model

THE MALTHUSIAN POPULATION TRAP
The threshold population level anticipated by Thomas Malthus (1766—1834) at which population

increase was bound to stop because life sustaining resources, which increase at an arithmetic
rate, would be insufficient to support human population, which increases at a geometric rate.
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THE MALTHUSIAN POPULATION TRAP THEORY

In 1798 Thomas Malthus published his views on the effect of population on food supply. His
theory has two basic principles:

o Population grows at a geometric rate i.e. 1, 2, 4, 16, 32, etc.
e Food production increases at an arithmetic rate i.e. 1, 2, 3, 4, etc.

The consequence of these two principles is that eventually, population will exceed the capacity
of agriculture to support the new population numbers. Population would rise until a limit to
growth was reached. Further growth would be limited when:

e Preventive checks - postponement of marriage (lowering of fertility rate), increased cost
of food etc.
e Positive checks - famine, war, disease, would increase the death rate.

Malthusian ideas are often supported by Western governments because it highlights the
problem of too many mouths to feed, rather than the uneven distribution of resources, because
these preventive checks differed across the globe, each society faced its own equilibrium
population.

In the long run, he predicted that economies would converge to their subsistence wage
whenever the rate of total income growth is greater than the rate of population growth, income
per capita is rising.

The Malthusian Population Trap

Population growth rate (AP

Total income growth rate (AY/Y)

N\

.ﬁf I i
|
I |
5 T
_‘/'
Income per capita

Growth rates

© Copyright Virtual University of Pakistan 80



Development Economics — Eco501 VU

CRITICISMS OF THE MALTHUSIAN MODEL

Impact of technological progress (Malthus assumes limited supply of land).

e Currently no positive correlation between population growth and levels of per capita
income in the data.

e Microeconomics of family size; individual and not aggregate variables.

How Technological and Social Progress Allows Nations to Avoid the Population Trap

Total income growth rate (AY/Y)
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Population growth rate [AP/F
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THE MICROECONOMIC HOUSEHOLD THEORY OF FERTILITY

"The theory that family formation has costs and benefits that determine the size of
families formed”

The conventional theory of consumer behavior assumes that an individual with a given set of
tastes or preferences for a range of goods (a “utility function”) tries to maximize the satisfaction
derived from consuming these goods subject to his or her own income constraint and the
relative prices of all goods. In the application of this theory to fertility analysis, children are
considered as a special kind of consumption (and in developing countries, particularly low
income countries, investment) good so that fertility becomes a rational economic response to
the consumer’s (family’s) demand for children relative to other goods.

The usual income and substitution effects are assumed to apply. That is, if other factors are
held constant, the desired number of children can be expected to vary directly with household
income (this direct relationship may not hold for poor societies; it depends on the strength of
demand for children relative to other consumer goods and to the sources of increased income,
such as female employment), inversely with the price (cost) of children, and inversely with the
strength of tastes for other goods relative to children.
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Mathematically, these relationships can be expressed as follows:
Ca=f (Y , Pec, Px,tx), Xx =1,., n

Where,
o (4 is the demand for surviving children
e Y is the level of household income
e P.is the “net” price of children
o Py is price of all other goods
o t,is the tastes for goods relative to children

o

The higher the household income, the greater the demand for children.

>0
oY
0Cq <0 ° The higher the net price of children, the lower the quantity demanded.
OPc
0Cd o The higher the prices of all other goods relative to children, the greater
P, >0 the quantity of children demanded.
0Cad <0 e The greater the strength of tastes for goods relative to children, the fewer

children demanded.

X

Figure 6.9 provides a simplified diagrammatic presentation of the microeconomic theory of
fertility. The number of desired (surviving) children, Cd, is measured along the horizontal axis,
and the total quantity of goods consumed by the parents, Gp, is measured on the vertical axis.

In Figure 6.9, only four indifference curves, 11 to 14, are shown; in theory, there is an infinite set
of such curves, filing the whole quadrant and covering all possible commodity-child
combinations. The household’s ability to “purchase” alternative combinations of goods and
children is shown by the budget constraint line, ab. Thus all combinations on or below line ab
(within the triangular area 0Oab) are financially attainable by the household on the basis of its
perceived income prospects and the relative prices of children and goods, as represented by
the slope of the ab budget constraint. The steeper the slope of the budget line, the higher the
price of children relative to goods.

According to the demand-based theory of fertility, the household chooses from among all
attainable combinations the one combination of goods and children that maximizes family
satisfaction on the basis of its subjectively determined preferences. Diagrammatically, this
optimal combination is represented by point f, the tangency point between the budget constraint,
ab, and indifference curve I12. Therefore, C3 children and G2 goods will be demanded.

A rise in family income, represented in Figure 6.9 by the parallel outward shift of the budget line
from ab to a b, enables the household to attain a higher level of satisfaction (point h on curve 14)
by consuming more of both commodities and children—that is, if children, like most
commodities, are assumed to be normal goods (demand for them rises with income), an
important if in low income countries where children are often in demand primarily as a source of
future financial security. Note that as income rises, parents may spend more on each child,
preferring a smaller number of children, each of higher “quality,” for example, healthier and
better educated.
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FIGURE 6.9 Microeconomic Theory of Fertility: An Illustration
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Similarly, an increase in the price (opportunity cost) of children relative to other goods will cause
households to substitute commodities for children. Other factors (namely, income and tastes)
being constant, a rise in the relative price of children causes the household utility-maximizing
consumption combination to occur on a lower indifference curve, as shown by the movement of
the equilibrium point from f to e when the budget line rotates around point a to ab.

Note, finally, that if there is a simultaneous increase in household income and net child price as
a result of, say, expanding female employment opportunities and a rise in wages coupled with a
tax on children beyond a certain number per family, there will be both an outward shift and
downward rotation of the budget constraint line of Figure 6.9 to, say, dashed line cd. The result
is a new utility-maximizing combination that includes fewer children per family. This is just one
example of how the economic theory of fertility can shed light on the relationship between
economic development and population growth as well as suggest possible lines of policy.
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Lesson 12

POPULATION GROWTH AND ECONOMIC DEVELOPMENT: CAUSES, CONSEQUENCES
AND CONTROVERSIES (CONTINUEDZ2)

THE DEMAND FOR CHILDREN IN DEVELOPING COUNTRIES

The economic theory of fertility assumes that the household demand for children is determined
by family preferences for a certain number of surviving (usually male) children (i.e., in regions of
high mortality, parents may produce more children than they actually desire in the expectation
that some will not survive), by the price or “opportunity cost” of rearing these children, and by
levels of family income. Children in poor societies are seen partly as economic investment
goods in that there is an expected return in the form of both child labor and the provision of
financial support for parents in old age. However, in many developing countries, there is a
strong intrinsic psychological and cultural determinant of family size, so the first two or three
children should be viewed as “consumer” goods for which demand may not be very responsive
to relative price changes.

The choice mechanism in the economic theory of fertility as applied to developing countries is
assumed, therefore, to exist primarily with regard to the additional (“marginal”) children who are
considered as investments. In deciding whether or not to have additional children, parents are
assumed to weigh private economic benefits against private costs, where the principal benefits
are the expected income from child labor, usually on the farm, and eventual financial support for
elderly parents. Balanced against these benefits are the two principal elements of cost: the
opportunity cost of the mother’s time (the income she could earn if she were not at home caring
for her children) and the cost of educating children—the financial trade-off between having
fewer “high quality,” high-cost, educated children with high-income-earning potential versus
more “low-quality,” low-cost, uneducated children with much lower earning prospects.

Using the same thought processes as in the traditional theory of consumer behavior, the theory
of family fertility concludes that when the price or cost of children rises as a result of, say,
increased educational and employment opportunities for women or a rise in school fees or the
establishment of minimum-age child labor laws or the provision of publicly financed old-age
social security schemes, parents will demand fewer additional children, substituting, perhaps,
quality for quantity or a mother’'s employment income for her child-rearing activities. It follows
that one way to induce families to desire fewer children is to raise the price of child rearing by,
say, providing greater educational opportunities and a wider range of higher-paying jobs for
young women.

SOME EMPIRICAL EVIDENCE

Statistical studies in a broad spectrum of developing countries have provided support for the
economic theory of fertility. For example; it has been found that high female employment
opportunities outside the home and greater female school attendance, especially at the primary
and secondary levels, are associated with significantly lower levels of fertility. As women
become better educated, they tend to earn a larger share of household income and to produce
fewer children. Moreover, these studies have confirmed the strong association between
declines in child mortality and the subsequent decline in fertility. Assuming that households
desire a target number of surviving children, increased female education and higher levels of
income can decrease child mortality and therefore increase the chances that the firstborn will
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survive. As a result, fewer births may be necessary to attain the same number of surviving
children. This fact alone underlines the importance of educating women and improving public
health and child nutrition programs in reducing fertility levels.

IMPLICATIONS FOR DEVELOPMENT AND FERTILITY

All of the foregoing can be summarized by saying that the effect of social and economic
progress in lowering fertility in developing countries will be the greatest when the maijority of the
population and especially the very poor share in its benefits. Specifically, birth rates among the
very poor are likely to fall where the following socioeconomic changes come to pass:

1. An increase in the education of women and a consequent change in their role and
status.

2. An increase in female nonagricultural wage employment opportunities, which raises the
price or cost of their traditional child-rearing activities.

3. Arrise in family income levels through the increased direct employment and earnings of a
husband and wife or through the redistribution of income and assets from rich to poor.

4. A reduction in infant mortality through expanded public health programs and better
nutritional status for both mother and child and better medical care.

5. The development of old-age and other social security systems outside the extended
family network to lessen the economic dependence of parents, especially women, on
their offspring.

6. Expanded schooling opportunities so that parents can better substitute child “quality” for
large numbers of children.

THE CONSEQUENCES OF HIGH FERTILITY: SOME CONFLICTING PERSPECTIVES

Conflicting Perspectives
1. Population Growth is a real problem
2. Population Growth is not a real problem

1- IT'S NOT A REAL PROBLEM

We can identify three general lines of argument on the part of people who assert that population
growth is not a cause for concern:
e The problem is not population growth but other issues.
o Population growth is a false issue deliberately created by dominant rich country
agencies and institutions to keep developing countries in their dependent condition.
e For many developing countries and regions, population growth is in fact desirable.

OTHER ISSUES

Many observers from both rich and poor nations argue that the real problem is not population
growth per se but one or all of the following four issues.

UNDERDEVELOPMENT

If correct strategies are pursued and lead to higher levels of living, greater self-esteem, and
expanded freedom, populatio