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ECONOMIC GROWTH and ECONOMIC DEVELOPMENT

(18 April 2005)
Economic growth – the increase in a country’s output over time; an increase in its 



national income

Economic development – non-economic and intangible improvements in the standard of 

living

Economic growth can create the extra resources necessary for economic development

Economic growth is measured by changes in real GDP per capita

1. change in real GDP

2. change in population growth

Income distribution


Demand is determined by income (or purchasing power)


Concentration of wealth among upper quintile effectively determines a large 

proportion of what is produced and for whom it is produced; determinant of resource allocation


	

	





Necessities





Necessities

LDC – less developed country

LDC (low-income developing country) – countries with a low standard of living such that many people cannot meet even their basic needs; about 3 billion people

MDC – more developed country

MDC (middle-income developing country) – countries with a slightly higher standard of living than low-income countries but in which many people still cannot meet their basic needs; over 1 billion people

NIC (newly industrialized country) – a small group of countries with advanced industrial or financial sectors involved in international trade and in advanced stage of development

DC – developed country

Primary production – the production of goods that are sold or used as they are found in 

nature

Secondary production – the production of goods by means of manufacturing

Tertiary production – the production of goods and services

Primary, secondary and tertiary education

Characteristics of LDC

1. A low standard of living

a. low GDP per capita

b. poor health

c. poor housing

d. high illiteracy

e. absolute poverty

2. High population growth

3. Primary production

4. Low productivity and high unemployment

5. Unequal power distribution

Definitions of development

1. the reduction and elimination of poverty, inequality and unemployment within a growing economy

2. development in all societies must have at least three objectives:

a. increase availability and distribution of basic life sustaining goods such as food, shelter, health, and protection to all members of society

b. raise levels of living including the provision of more jobs, better education, and more attention to cultural and humanistic values

c. expand the range of economic and social choice to individuals and nations

Historical growth pattern of development (from looking at DCs)

1. GDP growth

2. GDP per capita growth

3. population growth

4. productivity growth – technological change including improved human skills

5. structural transformation – primary to secondary to tertiary production

6. international trade raw materials and new markets

7. social and ideological change – traditional ideas replaced by “modern” ideas (rational, scientific, ordered, change-oriented)

Indicators of Economic Development

1. GNP/GDP per capita – summary index and considered to be the best single indicator of economic well being

a. 25% of people in world produce 80% of total output

b. 75% people then produce 20% of total output

c. non-market activities not accounted for (parallel economy)

d. informal sector (unrecorded economic activity such as housewife)

e. high levels of military spending have a high opportunity cost in lowering the consumption of civilian goods

f. income distribution

g. increased GDP per capita equals the GDP rate minus the population growth rate

World Bank classification of countries by GDP per capita (1993)



Low income

$635 or less


40 countries



Middle income
$636 to $7,910

65 countries



High income

more than $7,910

22 countries

2. Birth rates, population growth and structure

a. natural increase in population = birth rate minus death rate

b. more than 75% of world population lives in LDC

c. dependency burden – ratio of non-workers to workers is greater in LDC

d. population structure – 40-50% pop under 15 in LDC and 20% in DC

e. rapid population growth tends to worsen poverty, yet poverty causes widespread population growth

f. poorest countries in the world are also the most populous

g. key to reducing population growth rate is to reduce the birth rate

3. Life expectancy, health, literacy

a. two indicators that measure the effective consequences of good 
or ill health

i. infant mortality (deaths per thousand) – number of live-born babies who do not survive to their first birthday

ii. life expectancy at birth – average number of years new-born babies can be expected to live if health conditions remain the same

b. measures of known nutritional requirements

i. calories per day

ii. protein per day – lack of protein is a common cause of malnutrition which causes brain not to fully develop

c. medical care measured by

i. population per physician

ii. number of hospital beds per 100,000 population

d. literacy is a development objective in its own right – strong connections with education, openness to change, and labor productivity

i. adult literacy (as defined by WHO) – that proportion of the population over the age of 15 who cannot, with understanding, read and write a short, simple statement about their everyday life

4. Energy consumption, rural-urban migration and unemployment

a. high correlation to the degree of industrialization

b. two problems

i. LDC agriculture is not modernizing and becoming more productive

ii. Demand for urban jobs is far outstripping supply

c. factors to consider

i. urban sector is small relative to rural sector and therefore capacity to absorb labor is constrained

ii. rapid growth of industry has been capital-intensive rather than labor-intensive

iii. supply of labor has been overwhelming due to rapid population growth

iv. wide wage differential between rural and urban coupled with the higher probability of finding work in urban centers

5. Poverty and income distribution

a. absolute (extreme)  poverty – not meeting the basic need of sufficient food, clothing and shelter to survive; income < $1 per day
b. moderate poverty – the ability to just meet the basic needs; to have just sufficient food, clothing and shelter to survive; income $1-2 per day
c. relative poverty – household income level below a given proportion of the national average; lacking things that middle class now takes for granted

d. inequality of income is associated with other inequalities, especially in education and political power, which reinforce it

e. GDP per capita is an average income and it could represent an even spread of income or a highly skewed spread

f. income distribution ratios are normally stated by quintiles

g. extent of poverty in a country depends on two factors:

i. average level of income

ii. degree of inequality in its distribution

h. income gap

i. fast growth of population, rural unemployment, resistance to change by peasant farmers, huge increases in city slums, and poor educational standards are all poverty related

j. predominantly, poor people are to be found in the country-side

k. women are often the poorest of the poor and generally have a lower status than the men

l. low GDP per capita is highly correlated with widespread poverty

m. purchasing power parity (PPP)

n. income distribution ratios – the percentage of income earned by the bottom two quintiles are added together and expressed as a ratio of income earned by the top 20% (bottom 40% divided by top 20%)

o. for any given distribution of income, poverty will be greater the lower the average income

6. Composite indicators

a. Human Development Index (HDI) – combines life expectancy, literacy, and purchasing power into a single measure to rank countries by the quality of life their citizens enjoy

i.
an attempt at quantification

b. Human Suffering Index (HSI) – ranks countries on a table of human suffering based on ten measures: life expectancy, daily calorie supply, access to clean water, infant immunization, secondary school enrollment, per capita income, rate of inflation, the number of telephones per thousand people, political freedom, and civil rights

Sources of Economic Development

Output is a function of inputs. For output to grow, either the quantity of inputs must 
grow or the quality of those inputs. In other words, there must be increased amounts of land, labor, capital and entrepreneurship or the existing land, labor, capital, and entrepreneurship must become more productive.



More important are the human resources which create wealth.



20% of world’s population uses 80% of the world’s resources




USA with 6% of world population uses 40% of world resources

Capital:

Increase stock of capital goods

Increase public investment in infrastructure

The act of investment, that is the creation of capital goods, ultimately involves an act of saving. Thus the opportunity cost of capital creation is lower consumption.

Many of the poor countries are labor abundant. Most capital, however, is designed to be labor-saving. When labor is cheap and capital is expensive, it may be economically efficient to use more labor and less capital in the factor mix in LDC as opposed to DC.

Development involves creating jobs and income for the poor. Capital-intensive development may displace workers and do little for unemployment.

Leaping from one technology to another may not be appropriate, even if it is possible. Rediscover or re-invent intermediate technologies which advance production from the primitive without leaping to the unattainable or undesirable in one fell swoop.

Quality of inputs

50-75% of all economic growth is attributable to improvements in the quality of factors of production – improved knowledge, higher efficiency, better education, and new technology

Increasing the productivity of land has become a major developmental objective of most countries with significant poverty since the majority of the people in the world live in rural areas and two-thirds of them make their living from agriculture.

Irrigation, drainage, use of fertilizers and pest control are potential sources of economic growth which are also likely to be highly effective in reducing poverty.

Agriculture



Increases in agricultural output are slow and small due to:

1. productivity in agriculture is especially low since land plots are very small and technology is primitive

2. severe droughts and famines

3. large price increases in food and fertilizers

4. government neglect as emphasis has been on urban/industrial development

5. Trickle-down benefit to rural poor has not occurred

6. risk avoidance on part of poor farmers since taking a risk may result in absolute poverty or loss of life

Education (human capital investment)

Spending on education requires giving up spending on other things, i.e., there needs to be saving

Identify social and cultural factors that are conducive to attitudes in favor of change, modern methods, and scientific progress

Difficult to know how to produce entrepreneurs

Promoting small scale industry has been a popular development idea

Saving

Saving is a function of income. Poor countries have low income by definition and so saving is low.

Little banking on behalf of small farmers and traders

Street vendors, small shop keepers, and farmers are not catered for by the formal money sector and for credit fall back onto the unorganized informal credit market.

*** Grameen – Bangladesh 1976

Development banks aid longer term investment projects which aid growth and development

Encouraging small business is important

Development Strategies

Major problem areas for policy makers:

1. Foreign trade

a. there has been a long-term trend in international trade away from the LDC due to the fact that they mainly export primary products (food, raw materials, minerals) and import manufactures and services

b. both NIC and oil exporters have experienced faster growth

c. 70% of world exports are from DC, 20% from LDC, and 10% from former socialist countries

d. this leads to:

i. slow growth of exports

1. low income elasticity of demand for food

2. agricultural protection – farmers in DC have gained increased trade protection

3. synthetic substitutes for raw materials

4. miniaturization has led to use of fewer raw materials

5. by the nature of primary products, they tend to be relatively price inelastic overall; as countries increase their output, world prices fall

ii. fast growth of imports

1. high income elasticity of demand for imported manufactures and services

2.
low price elasticity of demand for imported manufactures and services

iii. worsening terms of trade

1.
prices for primary commodities fall relative to manufactures

e. commodity prices of primary products tend to fluctuate considerably in the short term. Earnings on the current account can vary considerably making development plans uncertain as governments cannot predict future income

f. short-term inelasticity of supply

g. formation of producer cartels to raise prices (OPEC); buffer stocks, price bands, quotas, cheating by members, increase in supply by non-members, economizing in the use of a product, development of substitutes, difficult for food products

2. Aid

a. most LDCs have a deficit on the current account of the balance of payments which requires a surplus on the capital account to balance it

b. private investment by multinational corporations (MNC) is a major source of foreign exchange

c. Official Development Assistance (ODA) is another source of foreign exchange

i. bilateral aid – given by individual governments

ii. multilateral aid – given by multilateral agencies (UN agencies, World Bank, Regional Development Banks)

d. unofficial aid – provided by organizations that are non-government organizations (NGO)

e. most aid, in practice, has been based upon military and political interests of the donor and goes to relatively well-off LDCs

f. multilateral agencies generally give ore weight to development criteria

g. NGOs generally work with local groups to achieve development by the poor rather than for the poor

h. Foreign aid can fill the foreign exchange gap

i. Technical assistance helps fill a personnel gap

j. Economic motivations are most likely to fulfill the self-interest of the donor where income and jobs are created in the donor country. Therefore aid is very commonly tied to and limited to purchases from the donor country

k. Aid is criticized for maintaining income inequalities as the emphasis is on capital projects that generally aid the city dweller

l. Aid can allow a country to postpone necessary reforms

m. ‘Trade’ not aid

3. Foreign investment/Multinational companies

a. a multinational company (MNC) or a transnational company (TNC) is a firm that owns production units in more than one country

b. US owned MNCs account for about 50% of the investment total and MNCs from Germany, Europe, and Japan make up the rest

c. These companies bring not just finance but technology, managerial skills, market openings, and new life styles while generating jobs, savings, tax revenues, and exports

d. Injection of direct foreign investment increases the national income of the receiving country.

e. Competing LDC governments may offer concessions on taxes, subsidies, and protection such that the benefits of investment are greatly reduced

f. MNCs are potentially anti-developmental due to:

i. widen the income gap by developing a modern high wage sector

ii. market inappropriate; sophisticated products for elite groups

iii. widen rural-urban divide by locating in cities

iv. using capital intensive modern technology doing little for creating jobs and increasing income of poor

v. can use immense size and consequent power to influence governments into anti-developmental activities

vi. may inhibit development of local enterprise

4. Export promotion versus Import substitution

a. free traders versus protectionists

b. markets versus intervention

c. governments must choose between trade policies which:

i. encourage exports to pay for the needed imports, or

ii. discourage imports while developing substitute domestic products

d. in practice, governments operate with a mixture of the two preceding points

e. export promotion policies encourage free trade in goods and the free movement of capital and labor

f. import substitution polices erect tariff barriers against imports to protect the home market.  Movement of capital and labor are restricted

g. Protected infant industry argument – once they mature and have become low-cost producers, tariffs can be removed.

h. Import substitution policy has shown slower growth than export promotion

i. Infant industries once protected from the rigor of competition often never grow up and remain high cost and inefficient

5. Population policy

a. main cause of population growth in LDCs is the birth rate

b. life expectancy has increased significantly with the greatest reason being the decline in the infant mortality rate

c. high birth rates are associated with low income per capita and low birth rates with high income per capita

d. the economic benefits of children are those of an investment; for labor on the farm or for security in old age.

e. Two main economic costs of having children:

i. direct costs of feeding, clothing, and education

ii. opportunity cost of mother’s time in rearing children

f. increasing the “price” or cost of children should reduce the demand for children

i. increase direct costs such as charging tuition for the third and subsequent child

ii. raise the opportunity cost of having children by providing more education for females and more jobs for women

iii. reduce benefit of children by raising legal age to work

iv. reduce benefit of children by setting up pension and sickness schemes 

g. lowering fertility can ultimately be achieved by development, by

i. eliminating absolute poverty

ii. reducing income inequality

iii. expanding education and jobs (especially for women)

iv. bringing modern preventive medicine and public health to the poor (especially clean water and sanitation)

v. improving nutrition to lower infant mortality

vi. widening social services benefits to the poor

h. read “Population Policy in Pakistan” in Granville, pages 563-565

6. Agricultural policy

a. LDC farm is not just a business but a way of life as well

b. Policies to change agriculture will therefore need to extend to changing the whole social, political, and institutional structure of rural society

c. New variables with increased risk:

i. dependence on other people for inputs such as fertilizer, irrigation and seeds

ii. price fluctuations of inputs and outputs

iii. marketing

iv. transport of inputs and outputs

v. availability of credit

d. the poor continue with well tried, low risk, traditional methods even though these result in low output

e. diversified or mixed farming (an intermediate stage of production between subsistence and modern farming) – produce a surplus to augment income as opposed to a single cash crop

f. higher yields of staple crops needed in order to free up land for cash crops

g. modern western farm machinery is for the most part ant-developmental as it is in the main labor saving.

h. Jobs need to be created or maintained to help the poor who only have their labor to sell.

i. Reluctance to improve land which is rented or leased

j. Land ownership is a major determinant of income inequality

k. Slums and unemployment are also largely caused by rural poverty

7. Demand management/Supply side policies and markets versus Planning

a. the absence of a proper functioning financial market precludes any use of money management policies to control the macroeconomy.

b. Broadly, all policies are on the supply side as it is acute shortages and supply side constraints which characterize LDCs

c. Direct taxes represent a very small part of tax revenue (25% for LDC and 50% for DC)

d. Indirect taxes are the major source of revenue – taxes on exports and imports and various sales taxes

e. Disillusionment with planning has set in as it has not reaped the anticipated benefits (or success levels) and has been gradually abandoned in the 1990s

f. The poor structure of markets leads to incorrect price signals, the market guide to resource allocation

g. Planning should adjust economic decisions to take into account externalities such as job creation, poverty alleviation, or the production of necessities

h. A list of institutional preconditions for the operation of private markets:

i. trust – in banks, insurance companies and other suppliers

ii. law and order – to enforce contracts

iii. security of persons

iv. property rights

v. a stable currency

vi. honest government

vii. independent judiciary

viii. transparency

i. cultural requirements for the operation of private markets:

i. rationality as against tradition

ii. freedom in the availability of information rather than favoritism

iii. social mobility

iv. altruism to protect those that are not able to compete in a market (social safety net)

v. transparency

8. Role of international and domestic financial institutions

a. International Monetary Fund (IMF) – lender of last resort to indebted countries; imposes strict conditions for the recipient governments to restructure the country’s economy to meet those conditions

i. focus is on economic growth

b. International Bank for Reconstruction and Development (IBRD) (The World Bank) – finances capital development projects in order to promote economic growth and prosperity

i. policies seen as anti-developmental

ii. emphasis on microeconomic projects and on hard commercial growth projects

c. Private sector banks in LDCs are often the overseas branches of foreign MNCs and operate mainly for the modern and foreign trade sectors

d. There is a real absence of banking services for the poor

i. Grameen

Barriers to Economic Development

Institutional Barriers

Early growth models focused attention on the physical economic conditions necessary for growth; the need to increase investment, saving and GNP. While these conditions are necessary, they are not sufficient to sustain growth

In addition is a requirement that attitudes and institutions become flexible and willing to change, both in LDCs and DCs

Attitudes and institutional resistance to change

growth by definition demands change



need to develop a broad consensus of attitude towards “modernization”

population needs time to adapt to ‘modern’ concepts such as rationalism, scientific thought, individualism, social and economic mobility, and the work ethic

the material and cultural values which have been closely associated with economic growth are largely alien to many contemporary LDCs

vested interests in industrial countries may equally hold back change and growth in LDCs

most technological transfer is controlled by huge MNCs which are first world owned. International trade and international finance are both dominated by developing countries

international economic relations largely maintains the power of the industrialized countries

international migration has largely disappeared especially for the poor and uneducated

as income, and not need, determines demand, the priorities of the rich dominate research

International indebtedness

Primary exports typically grow slowly and manufacturing and service imports grow rapidly thus creating deficits in the current account of balance of payments for LDCs

Before the debt crisis this gap was covered by inflows in the capital account of private investment plus foreign aid

Vast export earnings of OPEC countries were deposited in western banks and were seeking new, profitable investment opportunities

LDCs borrowed this money so as not to hamper their growth while the DCs were in recession

The nature of LDC debt had changed from soft loans on concessionary terms from governments to non-concessionary hard loans from commercial banks at market rates

With the second oil shock of 1979 the crisis hit

DCs entered recession which resulted in less imports to stop inflationary pressures. Those imports were the exports of the LDCs.

LDCs faced massive debt servicing problems and were unable to finance them as export sales had plummeted

Capital flight ensued as dollars were sent back out of the country to be reinvested overseas for higher returns and lower risk

Countries unable to service debts from export earnings were increasingly forced to reschedule them

Rescheduling is a short term holding measure not a solution

In the long term, the LDCs had to turn to the IMF and make major structural reforms to secure help and sanctioning for rescheduling

IMF stabilization policies

market oriented supply side measures aimed at increasing output and investment, including foreign investment

trading measures include devaluing the official exchange rate to encourage exports and discourage imports

deflation of the economy through tight monetary and fiscal policies aimed at reducing government deficits, inflation, and interest rates

Deflationary policies with increased taxation and deep cuts in government spending are politically very unpopular with poor and low income groups

This cause development programs to be seriously hampered by the international debt problem


Other factors

Most developing countries use fixed exchange rates rather than floating exchange rates

Official Exchange Rates are usually overvalued which causes a shortage of foreign currency

Formal and informal markets create dual economies

Real shortage of infrastructure in rural areas

Open unemployment

Disguised unemployment – more people working on a farm, for example, but marginal product is zero

Underemployment – people only work for short periods of time

No social security safety net

Many of the unemployed are young and educated

Negative Aspects of Development

Pollution and environmental degradation

No system of national accounts, however “greened”, is ever likely to capture the true economic cost of depleting or destroying the natural resources of a country

Income inequality

Development includes improvements being broadly distributed throughout the population, that income becomes relatively evenly distributed

Many believe that the pursuit of growth has to be given priority over development and that development will follow growth

Poor people have a high marginal propensity to consume while rich people have a high marginal propensity to save

Sustainable Development

If LDCs industrialize with the same polluting technologies there almost certainly will be a serious deterioration in the environment.

Two types of policies are needed according to the World Bank (1992): those that build on the positive links between development and the environment, and those that break the negative links.

Actions that promote income growth, poverty alleviation, and environmental improvement include:

Removing subsidies that encourage excessive use of fossil fuels, irrigation water, pesticides, and excessive logging

Clarifying rights to manage and own land, forests, and fisheries

Accelerating provision of sanitation and clean water, education (especially for females), family planning services, and agricultural extension, credit, and research

Taking measures to empower, educate, and involve farmers, local communities, indigenous people, and women so they can make decisions and investments in their own long-term interests.

Strong policies and institutions targeted at specific environmental problems are also essential:

Carefully balancing costs and benefits is especially important for developing countries where resources are scarce and where basic needs must still be met

Trade-offs between income and environmental quality need to be carefully assessed, taking long term, uncertain, irreversible impacts into account

Standards and policies need to be realistic and consistent with the monitoring and enforcement capability and administrative traditions of the country

Policies need to work with the grain of the market and not against it, using incentives rather than regulations where possible.

Governments need to build constituencies for change to curb the power of vested interests, to hold institutions accountable, and to increase the willingness to pay the costs of protection.

Luxury Goods & Services
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