DE\IELUPMENT

Fourth Edition

S—


http://www.cambridge.org/9780521829663

ECONOMIC DEVELOPMENT
Fourth Edition

In this fourth edition of his textbook, E. Wayne Nafziger analyzes
the economic development of Asia, Africa, Latin America, and East-
Central Europe. The treatment is suitable for students who have taken
a basic college course in the principles of economics. This compre-
hensive and clearly written text explains the growth in real income
per person and income disparities within and among developing coun-
tries. The author explains the reasons for the fast growth of Pacific
Rim countries, Brazil, Poland, and (recently) India, and the increasing
economic misery and degradation of large parts of sub-Saharan Africa.
The book also examines China and other postsocialist economies as
low- and middle-income countries, without, however, overshadowing
the primary emphasis on the third world. The text, written by a scholar
active in economic research in developing countries, is replete with real-
world examples. The exposition emphasizes the themes of poverty,
inequality, unemployment, the environment, and deficiencies of people
in less-developed countries, rather than esoteric models of aggregate
economic growth. The guide to the readings, through bibliography as
well as Web sites with links to development resources, makes this book
useful for students writing research papers.

E. Wayne Nafziger is University Distinguished Professor of Economics
at Kansas State University. He is the author and editor of sixteen books
and numerous journal articles on development economics, income dis-
tribution, development theory, the economics of conflict, the Japanese
economy, and entrepreneurship. His book, Inequality in Africa: Polit-
ical Elites, Proletariat, Peasants, and the Poor (Cambridge University
Press), was cited by Choice as an Outstanding Academic Book for
1989-1990. Professor Nafziger is also the author of The Debt Crisis
in Africa (1993) and the editor (with Frances Stewart and Raimo
Vayrynen) of the two-volume War, Hunger, and Displacement: The
Origins of Humanitarian Emergencies (2000). He has held research
positions at the U.N. University’s World Institute for Development
Economics Research, the Carter Center, the East—West Center, and in
Nigeria, India, Japan, and Britain.






Economic Development

FOURTH EDITION

E. Wayne Nafziger

Kansas State University

=E CAMBRIDGE
@B/ UNIVERSITY PRESS



CAMBRIDGE UNIVERSITY PRESS
Cambridge, New York, Melbourne, Madrid, Cape Town, Singapore, Sao Paulo

Cambridge University Press
The Edinburgh Building, Cambridge cB2 2ru, UK
Published in the United States of America by Cambridge University Press, New York

www.cambridge.org
Information on this title: www.cambridge.org/9780521829663

© E. Wayne Nafziger 2006

This publication is in copyright. Subject to statutory exception and to the provision of
relevant collective hcensmg agreements, no reproduction of any part may take place
without the written permission of Cambridge University Press.

First published in print format 2005
ISBN-13  978-0-511-14048-8 eBook (NetLibrary)
ISBN-I0  0-511-14048-7 eBook (NetLibrary)

ISBN-13  978-0-521-82966-3 hardback
ISBN-IO  0-521-82966-6 hardback

Cambridge University Press has no responsibility for the persistence or accuracy of URLs
for external or third-party internet websites referred to in this publication, and does not
guarantee that any content on such websites is, or will remain, accurate or appropriate.


http://www.cambridge.org
http://www.cambridge.org/9780521829663

To H. M. A. Onitiri, Aaron Gana, B. Sarveswara Rao,

M. Jagadeswara Rao, R. Sudarsana Rao, and Hiroshi Kitamura






Contents

List of Figuresand Tables. . . . . ... ... page xiii

Abbreviations and Measures
Preface to the Fourth Edition

PART 1. PRINCIPLES AND CONCEPTS OF DEVELOPMENT

1

Introduction . . ... ... . ittt ottt e e e e e

Nature and Scope of the Text, 1 / Organization of the Text, 3 / How the
Other Two-Thirds Live, 3 / Globalization, Outsourcing, and Information
Technology, 6 / India’s and Asia’s Golden Age of Development, 8 / Critical
Questions in Development Economics, 10 / Limitations of Standard
Economic Approaches, 11/ Guide to Readings, 12

The Meaning and Measurement of Economic Development. . ........

Scope of the Chapter, 15 / Growth and Development, 15 / Classification of
Countries, 20 / Problems with Using GNP to Make Comparisons over Time,
25 / Problems in Comparing Developed and Developing Countries’ GNP,
27 | Comparison-Resistant Services, 30 / Purchasing-Power Parity (PPP), 30 /
Measurement Errors for GNP or GDP Adjusted for Purchasing Power, 33 /
A Better Measure of Economic Development?, 34 / Weighted Indices for
GNP Growth, 39 / “Basic-Needs” Attainment, 42 / Development as
Freedom and Liberation, 44 / Small Is Beautiful, 46 / Are Economic Growth
and Development Worthwhile?, 46 / Conclusion, 48 / Guide to Readings, 51

Economic Development in Historical Perspective. . . . ... ...........

Scope of the Chapter, 53 / An Evolutionary Biological Approach to
Development, 53 / Ancient and Medieval Economic Growth, 54 / World
Leaders in GDP per Capita, 1500 to the Present, 55 / Beginnings of
Sustained Economic Growth, 56 / The West and Afro-Asia: The 19th
Century and Today, 57 / Capitalism and Modern Western Economic
Development, 57 / Economic Modernization in the Non-Western World,

61 / Growth in the Last 100 to 150 Years, 74 / The Power of Exponential
Growth — The United States and Canada: The Late 19th and 20th Centuries,
77 | Economic Growth in Europe and Japan after World War II, 81 /

vii



viii

Contents

Recent Economic Growth in Developing Countries, 81 / The Convergence
Controversy, 88 / Conclusion, 91 / Guide to Readings, 93

Characteristics and Institutions of Developing Countries . . .. ......... 95

Scope of the Chapter, 95 / Varying Income Inequality, 95 / Political
Framework, 95 / An Extended Family, 97 / Peasant Agricultural Societies,
97 | A High Proportion of the Labor Force in Agriculture, 97 / A High
Proportion of Output in Agriculture, 97 / Inadequate Technology and
Capital, 102 / Low Saving Rates, 102 / A Dual Economy, 103 / Varying
Dependence on International Trade, 104 / Rapid Population Growth, 105 /
Low Literacy and School Enrollment Rates, 106 / An Unskilled Labor
Force, 107 / Poorly Developed Economic and Political Institutions, 107 /
Conclusion, 119 / Guide to Readings, 120

Theories of Economic Development. . .. ....................... 123

Scope of the Chapter, 123 / The Classical Theory of Economic Stagnation,
124 / Marx’s Historical Materialism, 126 / Rostow’s Stages of Economic
Growth, 128 / Vicious Circle Theory, 131 / Balanced Versus Unbalanced
Growth, 132 / Coordination Failure: The O-Ring Theory of Economic
Development, 137 / The Lewis—Fei-Ranis Model, 138 / Baran’s Neo-
Marxist Thesis, 142 / Dependency Theory, 144 / The Neoclassical
Counterrevolution, 149 / The Neoclassical Growth Theory, 153 / The New
(Endogenous) Growth Theory, 155 / Conclusion, 157 / Guide to Readings,
161/ Appendix to Chapter 5: The Harrod-Domar Model,

162

PART Il. POVERTY ALLEVIATION AND INCOME DISTRIBUTION

6 Poverty, Malnutrition, and Income Inequality . . . ... .............. 165

Information Sparsity, 165 / Scope of the Chapter, 167 / Poverty as
Multidimensional, 167 / $1/day and $2/day Poverty, 171 / Global and
Regional Poverty, 173 / Concepts and Measures of Poverty: Amartya Sen’s
Approach, 176 / The Lorenz Curve and Gini Index (G): Measures of the
Distribution of Income, 179 / The World Bank, Institute for International
Economics, and Sala-i-Martin: Three Views of Poverty and Inequality, 181 /
Early and Late Stages of Development, 186 / Low-, Middle-, and
High-Income Countries, 188 / Slow and Fast Growers, 191 / Women,
Poverty, Inequality, and Male Dominance, 191 / Accompaniments of
Absolute Poverty, 194 / Identifying Poverty Groups, 195 / Case Studies of
Countries, 196 / Policies to Reduce Poverty and Income Inequality, 202 /
Income Equality Versus Growth, 210 / Poverty, Inequality, and War, 212 /
Conclusion, 214 / Guide to Readings, 217

Rural Poverty and Agricultural Transformation . . . ... ............. 220

Scope of the Chapter, 221 / Agriculture’s Role in Transforming the
Economy, 221 / Major Rural Groups in Poverty, 222 / Rural Poverty by



Contents iX

World Region, 223 / Rural and Agricultural Development, 223 /
Rural-Urban Differentials in 19th-Century Europe and Present-Day LDCs,
224 | Agricultural Productivity in DCs and LDCs, 224 / The Evolution of
LDC Agriculture, 226 / Multinational Corporations and Contract Farming,
228 / Growth of Average Food Production in Sub-Saharan Africa, Other
LDCs, and DCs, 229 / Food in India and China, 232 / LDC Food Deficits,
235 / Food Output and Demand Growth, 237 / Fish, Meat, and Grains,
238 / Factors Contributing to Low Income and Poverty in Rural Areas,

239 / Policies to Increase Rural Income and Reduce Poverty, 245 /
Agricultural Biotechnology, 264 / Conclusion, 266 / Guide to Readings, 268

PART lIl. FACTORS OF GROWTH

8 Populationand Development .. ............ ... . i, 271

10

11

Scope of the Chapter, 271 / World Population Throughout History,

271 / Population Growth in Developed and Developing Countries, 272 /
World Population: Rapid but Decelerating Growth, 273 / The Demographic
Transition, 277 / Is Population Growth an Obstacle to Economic
Development?, 284 / Strategies for Reducing Fertility, 297 / Conclusion,
304 / Guide to Readings, 306

Employment, Migration, and Urbanization. . .................... 308

The Production Function, 308 / Employment Problems in LDCs, 309 / Scope
of the Chapter, 310 / Dimensions of Unemployment and Underemployment,
310 / Underutilized Labor, 311 / Labor Force Growth, Urbanization, and
Industrial Expansion, 311 / Disguised Unemployment, 314 / Rural-Urban
Migration, 316 / Western Approaches to Unemployment, 319 / Causes of
Unemployment in Developing Countries, 321 / Policies for Reducing
Unemployment, 325 / Conclusion, 330 / Guide to Readings, 332

Education, Health, and Human Capital . . . .. .................... 334

Scope of the Chapter, 334 / Investment in Human Capital, 335 / Economic
Returns to Education, 335 / Noneconomic Benefits of Education, 337/
Education as Screening, 338 / Education and Equality, 339 / Education and
Political Discontent, 342 / Secondary and Higher Education, 342 /
Education via Electronic Media, 344 / Planning for Specialized Education
and Training, 345 / Achieving Consistency in Planning Educated People,
346 / Vocational and Technical Skills, 347 / Reducing the Brain Drain, 348 /
Socialization and Motivation, 350 / Health and Physical Condition, 352 /
Mortality and Disability, 354 / AIDS, 355 / Conclusion, 357 / Guide to
Readings, 359

Capital Formation, Investment Choice, Information Technology,
and Technical Progress . . . .. .. ... i e 361

Scope of the Chapter, 362 / Capital Formation and Technical Progress as
Sources of Growth, 362 / Components of the Residual, 364 / Learning by



X

Contents

12

13

Doing, 366 / Growth as a Process of Increase in Inputs, 366 / The Cost of
Technical Knowledge, 367 / Research, Invention, Development, and
Innovation, 368 / Computers, Electronics, and Information Technology,
370 / Investment Criteria, 378 / Differences between Social and Private
Benefit—Cost Calculations, 383 / Shadow Prices, 387 / Conclusion, 388 /
Guide to Readings, 391

Entrepreneurship, Organization, and Innovation. . . . ... ........... 392

Scope of the Chapter, 393 / Entrepreneur as Innovator, 393 / Entrepreneur
as Gap-Filler, 395 / Functions of the Entrepreneur, 396 / Family as
Entrepreneur, 398 / Multiple Entrepreneurial Function, 399 / Achievement
Motivation, Self-Assessment, and Entrepreneurship, 399 / Theory of
Technological Creativity, 400 / Occupational Background, 401 / Religious
and Ethnic Origin, 402 / Social Origins and Mobility, 404 / Education, 406 /
Gender, 407 / Technological Mobilization and Entrepreneurship in Socialist
and Transitional Economies, 407 / Long-Term Property Rights, 409 /
Conclusion, 409 / Guide to Readings, 411

Natural Resources and the Environment: Toward
Sustainable Development. ... ......... ... ... ... i 413

Sustainable Development, 413 / Importance of Natural Resources, 413 /
Land, Natural Resources, and Environmental Resources, 414 / Petroleum,
414 / Dutch Disease, 418 / Resource Curse, 418 / Poverty and
Environmental Stress, 420 / Grassroots Environmental Action, 421 / Market
Imperfections and Policy Failures as Determinants of Environmental
Degradation, 422 / Pollution, 426 / Contingent Valuation, 431 / Arid and
Semiarid Lands, 432 / Tropical Climates, 433 / Global Public Goods:
Climate and Biodiversity, 434 / Limits to Growth, 448 / Natural Asset
Deterioration and the Measurement of National Income, 452 / Adjusting
Investment Criteria for Future Generations, 455 / Living on a Lifeboat,
458 / Conclusion, 459 / Guide to Readings, 462

PART IV. THE MACROECONOMICS AND INTERNATIONAL
ECONOMICS OF DEVELOPMENT

14 Monetary, Fiscal, and Incomes Policy and Inflation . . .............. 465

15

Scope of the Chapter, 466 / Limitations of Monetary Policy, 466 / Tax
Ratios and GNP Per Capita, 467 / Goals of Tax Policy, 468 / Political
Constraints to Tax Policy, 476 / Expenditure Policy, 477 / Inflation, 478 /
Financial Repression and Liberalization, 489 / A Capital Market and
Financial System, 493 / Financial Instability, 494 / Islamic Banking, 495 /
Conclusion, 496 / Guide to Readings, 499

Balance of Payments, Aid, and Foreign Investment . . .. ............ 501

Scope of the Chapter, 501 / Globalization and Its Contented and
Discontented, 501 / North-South Interdependence, 503 / Capital Inflows,



Contents xi

16

17

504 / Two Gaps, 507 / Stages in the Balance of Payments, 508 / Sources of
Financing the Deficit: Aid, Remittances, Foreign Investment, and Loans,
508 / Perverse Capital Flows: From LDCs to DCs, 545 / Massive Capital
Inflows to the United States, 546 / Conclusion, 547 / Guide to Readings, 549

The External Debt and FinancialCrises . . . . .. ....... ... 551

Scope of the Chapter, 551 / Definitions of External Debt and Debt Service,
552 / Origins of Debt Crises, 552 / Capital Flight, 555 / The Crisis from the
U.S. Banking Perspective, 558 / Spreads and Risk Premiums, 559 / The
Crisis from the LDC Perspective, 560 / Debt Indicators, 563 / Net Transfers,
564 / Major LDC Debtors, 564 / Financial and Currency Crises, 566 /
World Bank and IMF Lending and Adjustment Programs, 568 /
Fundamentalists versus the Columbia School (Stiglitz—Sachs), 569 /
Changing the IMF and the International Financial Architecture, 571 / IMF
Failed Proposals to Reduce Financial Crises, 573 / Debt Cancellation, 573 /
Concerted Action, 575 / The IMF’s Sovereign Debt Restructuring
Mechanism, 576 / Resolving the Debt Crises, 577 / The Policy Cartel, 586 /
Conclusion, 587 / Guide to Readings, 589

International Trade . ... ...... it ittt it i i 591

Scope of the Chapter, 591 / Does Trade Cause Growth?, 591 / Arguments
for Free Trade: Comparative Advantage, 592 / Arguments for Tariffs, 596 /
Path Dependence and Comparative Advantage, 603 / The Application of
Arguments For and Against Free Trade to Developed Countries, 603 / Shifts
in the Terms of Trade, 608 / Import Substitution and Export Expansion in
Industry, 612 / Global Production Sharing and Borderless Economies, 615 /
DC Import Policies, 622 / Expanding Primary Export Earnings, 626 /
Agricultural Protection, 628 / Trade in Services, 630 / The Mankiw Debate,
632 / Intellectual Property Rights, 632 / Foreign Exchange Rates, 633 /
Domestic Currency Overvaluation, 634 / Avoiding Bias against Exports,
635 / Domestic Currency Devaluation, 635 / The Real Exchange Rate
(RER), 636 / Dual Exchange Rates, 637 / Exchange-Rate Adjustment and
Other Prices, 638 / The Impossible Trinity: Exchange-Rate Stability, Free
Capital Movement, and Monetary Autonomy, 638 / Currency Crises, 639 /
Managed Floating Plus, 641 / Regional Integration, 642 / The Euro and U.S.
Dollar as LDC Reserve Currencies, 645 / Promotion and Protection of
Infant Entrepreneurship, 647 / Black Markets and Illegal Transactions, 648 /
Conclusion, 649 / Guide to Readings, 652

PART V. DEVELOPMENT STRATEGIES

18 Development Planning and Policy Making: The State

andthe Market . . ... ... ittt ittt ittt i 655

State Planning as Ideology for New States, 656 / Afro—Asian Socialism, 657 /
Dirigiste Debate, 657 / Scope of the Chapter, 658 / Soviet Planning, 658 /
Indian Planning, 659 / The Market versus Detailed Centralized Planning,



Xii

Contents

19

661 / Indicative Plans, 665 / Planning Goals and Instruments, 665 / The
Duration of Plans, 666 / Planning Models and Their Limitations, 667 /
Input-Output Tables and Other Economic Data, 668 / Public Policies
Toward the Private Sector, 673 / Public Expenditures, 673 / Conclusion,
674 | Guide to Readings, 676

Stabilization, Adjustment, Reform, and Privatization. ... ........... 677

The World Bank, 677 / International Monetary Fund, 678 / Internal and
External Balance, 679 / Critique of the World Bank and IMF Adjustment
Programs, 681 / A Political Economy of Stabilization and Adjustment, 683 /
Empirical Evidence, 685 / The Sequence of Trade, Exchange Rate, and
Capital Market Reform, 689 / Public Enterprises and the Role of Public
Goods, 690 / Arguments for Public Enterprises, 691 / Definition of
State-Owned Enterprises, 691 / Importance of the State-Owned Sector, 691 /
Performance of Private and Public Enterprises, 692 / Determinants of Public
Enterprise Performance, 695 / Privatization, 697 / Some Pitfalls of
Privatization, 698 / Public Enterprises and Multinational Corporations,

699 / Adjustment and Liberalization in Eastern Europe, the Former Soviet
Union, and China, 700 / The Collapse of State Socialism and Problems with
Subsequent Economic Reform in Russia, 704 / The Transition from
Socialism to the Market in Poland, 718 / The Transition to a Market
Economy in China, 719 / Lessons for LDCs from the Russian, Polish, and
Chinese Transitions to the Market, 732 / Guide to Readings, 735



Figures and Tables

Figures

1-1.
3-1.
3-2.

3-3.
3-4.
3-5.

3-6.

4-1.
4-2.

4-3.
4-4.
5-1.
6-1.
6-2.
6-3.
6-4.
6-35.
6-6.
6-7.
6-8.

6-9.
6-10.
6-11.

7-1.

7-2.

7-3.

U.S. Income Relative to That of Developing Regions, 1960-2000
World Leaders in GDP per Capita, 1500-1998 (1990 $PPP)
International Spreads in GDP per Capita (1990 $PPP), Ratio of
Highest Region to Lowest Region

GDP per Capita by Country Groupings

Simulation of Divergence of per-Capita GNP, 1870-1995
Average Annual Growth (1980-2000) on Initial Level of Real GDP
per Capita

Population-Weighted Average Annual Growth (1980-2000) on
Initial Level of Real GDP per Capita

Economic Development and Structural Change

Adjusted Net Savings Tend to Be Small in Low- and Middle-Income
Countries

Relationship between Income and Institutions

Real GDP per Capita by Political Regime

Industrial Expansion in the Lewis Model

Incomes of the Poor and Average Incomes

Evolution of International Inequality in Life Expectancy

Global Income Inequality: Gini Coefficient, 1970-1998

Income Distribution in Rich and Poor Countries

Percentage Rates of Poverty, 1820-2000

Child Mortality Is Substantially Higher in Poor Households
Lorenz Curves for Bangladesh, South Africa, and the World
Ratio of Between-Nation to Within-Nation Income Inequality for
199 Nations, 1820-1992

Share of Each Region in the World’s Middle Class

Income Inequality and per-Capita Income

Different Initial Conditions: The Impact of Poverty Reduction
Growth in Food Production per Capita, 1969-1998

Growth in Food Production per Capita, China and India,
1961-1998

Increased Agricultural Supply When Demand Is Inelastic

page 9

56

58
87
89

90

90
99

103
108
114
139
166
169
170
172
176
177
180

185
186
189
200
229

234
258

xiii



Xiv

List of Figures and Tables

8-1.
8-2.
8-3.
8-4.
8-5.

8-6.
8-7.
8-8.
8-9.
8-10.

8-11.
8-12.

10-1.
10-2.

11-1.

11-2.
11-3.
13-1.
13-2.
13-3.
13-4.
13-5.

15-1.
15-2.
15-3.
15-4.
15-5.
15-6.
15-7.
15-8.
15-9.
15-10.
16-1.
16-2.

17-1.

World Population Growth through History

Population Growth in Developed and Developing Countries
World Population by Region: 1950, 2000, and 2025 (Projected)
World Population Growth Rate, 1950-2050

The Demographic Transition in Representative Developed and
Developing Countries

Changes in Death Rates

Life Expectancy in Developed and Developing Countries

Fertility Rates in Developed and Developing Countries

World Grain Production per Person, 1960-2001

Population Distribution by Age and Sex, 2005: Austria, the United
States, Bolivia, Botswana, and Nigeria

Population Age Profile and Service Requirements: Bangladesh
Dependency Ratios Are Declining in Developing Countries

for a While

The Poor Are Less Likely to Start School, More Likely to Drop Out
Richer People Often Benefit More from Public Spending on Health
and Education

Productivity Will Contribute More to GDP Growth through 2016
Than Will Capital or Labor

Personal Computers per 1,000 People

V/K, Discount Rates, and Capital Projects

Petroleum Prices, 1960-2015 (Projected)

A Water Shortage Caused by a Low Price

The Efficient Level of Pollution Emissions

Levying a Carbon Tax on Petroleum

Gross Domestic Product versus Genuine Progress Indicator,
1950-2002

Total Resource Flow to Developing Countries, by Type of Flow
Aid Flows

G-7 Aid to Developing Countries, 1960-2000

OECD Top 10 Recipients of Foreign Aid

Aid by Income Group

Workers’ Remittances and Other Inflows

Top 20 Developing-Country Recipients of Workers’ Remittances
Exports of U.S. Affiliates as a Share of Total Exports

Share of South-South FDI in Total FDI

FDI Inflows and ODA Flows to LLDCs

Secondary-Market Spreads on Emerging Markets

The Effect of the Financial Crises on Asian, Latino, Russian, and
Turkish Real GDP Growth

Nonoil Commodity Prices Relative to Unit Values of Manufactures
Exports, 1948-2001

272
273
274
275

276
279
281
283
285

293
294

295
340

343

365
374
382
415
429
430
444

456
509
S11
512
514
519
524
525
527
527
532
560

562

609



List of Figures and Tables

1
1

Tables

17-2.

17-3.

17-4.
17-5.

17-6.
17-7.
17-8.

17-9.
7-10.
7-11.

19-1.
19-2.

2-1.
3-1.
3-2.

7-5.

8-1.

Developing Countries Have Become Important Exporters of
Manufactured Products

Manufacturers Account for a Growing Share of Exports in All
LDC Regions

U.S. Cars Are Produced in Many Countries

Cross-Border Networks Capture Increasing Shares of Production
and Trade

Increase of Intrafirm Exports in Total Exports

Post-Uruguay Round Actual Ad Valorem Tariff Rates

High Protection of Sugar and Wheat Has Increased Domestic
Production and Reduced Net Imports

Determining the Price of Foreign Exchange under the Market and
Exchange Controls

Egypt: Trade Deficit and Real Exchange Rate

Western Hemisphere Trade Agreements

Internal and External Balances

Real GDP Percentage Change Index (for Transitional Economies)

Income Equality and Growth

Annual Rates of Growth of Real GNP per Capita, 1870-1998
GDP per Capita (1990 $PPP) and Its Annual Growth Rate,
Developing Countries, 1950-1998

. Industrial Structure in Developing and Developed Countries
. Normal Variation in Economic Structure with Level of

Development

. Patterns of Trade between Developed and Developing Countries
. Regional Poverty Rates in Developing Countries

. How Much Poverty Is There in the Developing World?

. Poverty Rates in the World, 1950-2000

. Personal Income Distribution for Bangladesh, South Africa,

and the World

. Income Shares at Stages of Development
. Agricultural Output per Agricultural Worker, World and Regions,

1964-1966 to 2000-2002

. Cereals Consumption and Deficits, 1997 and 2020
. Income Elasticities in Developing Countries for Selected

Commodities

. Distribution of Agricultural Landholding by Percentile Groups of

Households

Minifundios, Medium-sized Farms, and Latifundios in the Agrarian

Structure of Selected Latin American Countries
The 10 Countries with the Largest Population, 2000 and 2025
(Projected)

XV

616

617
618

618
619
623

630

634
637
646
680
701

41
75

83
98

101
105
174
174
175

180
188

225
236

238

240

242

275



Xvi

List of Figures and Tables

8-2.

8-3.

9-1.
9-2.
9-3.

10-1.
10-2.

10-3.
10-4.
11-1.
11-2.

12-1.

13-1.
13-2.
13-3.
14-1.
14-2.
14-3.

14-4.
15-1.
15-2.
15-3.
15-4.
15-5.

16-1.
16-2.
16-3.
17-1.
17-2.
17-3.
17-4.
18-1.
19-1.
19-2.

Life Expectancy at Birth, by Region, 1935-1939, 1950-19535,
1965-1970, 1975-1980, 1985-1990, 1994, and 2003

Average Number of Children Born per Couple, by Selected
Characteristics, in India

Growth of the Labor Force, 1950-2010

Industrialization and Employment Growth in Developing Countries
Population of Urban Agglomerations, 1950, 1970, 1990, 2000,
and 2015

Average Social Returns to Investment in Education

Public Expenditures on Elementary and Higher Education per
Student

Public Education Spending per Household

DALYs (Disability-Adjusted Life Years) Lost per 1,000 Population
Information and Communications Technology Expenditures
Present Value of Hypothetical 20-Year Net Income Streams from
Two Alternative $1 Million Investment Projects in Year

Caste and Religious Community of Entrepreneurs and Workers in
an Indian City

The World’s Leading Crude Oil Countries

Share of the World’s Total Carbon Dioxide Emissions

Toward Adjusted Net Savings

Comparative Levels of Tax Revenue

Comparative Composition of Tax Revenue

Central Government Current Expenditure by Expenditure
Categories as Percentage of GNP

Inflation Rates in Developed and Developing Countries, 1960-2003
Mexico’s International Balance of Payments

U.S. Top 10 Recipients of Aid

Outward FDI Flows, by Geographical Destination

FDI Inflows to Major Economies

Ranking of Developing (Low- and Middle-Income) Countries and
Multinational Corporations According to Value Added in 2000
Total External Debt of LDCs

Global Real GDP Growth, 1981-2003

Total External Public Debt by Country — Less-Developed Countries
Comparative Costs of Textiles and Steel in Pakistan and Japan
Terms of Trade, 1979, 1989, 1994, 2004

Tariffs Hurt Exports — But Less So in the 1990s Than in the 1980s
Total Producer Support of Farm Prices

Input—Output Table, Papua New Guinea

Russia: Index of Real GDP, 1990-2004

Inflation in Russia, 1990-2004

280

302
313
314

317
336

337
339
354
375

380

406
417
439
454
468
470

479
481
506
514
528
530

535
552
564
565
593
611
614
629
670
702
703



Abbreviations and Measures

Abbreviations

ASEAN Association of Southeast Asian Nations

DCs Developed (high-income) countries

E.U. European Union

FAO Food and Agriculture Organization of the United Nations

G7 Group of Seven, meeting of the seven major DCs: the United States,

Canada, Japan, the United Kingdom, Germany, France, and Italy
(EU representative also attends)

G8 Group of Eight, meeting of G7 plus Russia

GATT General Agreements on Tariffs and Trade, the predecessor to the WTO
GDP Gross domestic product

GNI Gross national income (same as GNP)

GNP Gross national product

HDI Human Development Index, UNDP’s measure of development

ILO International Labour Organization

IMF International Monetary Fund

LDCs Less-developed (developing) countries

LICs Low-income countries

LLDCs Least-developed countries

MDGs Millennium Development Goals (U.N., 2000)

MNCs Multinational (transnational) corporations

NGOs Nongovernmental (nonprofit) organizations

NICs Newly industrializing countries

NNP Net national product

OECD Organization for Economic Cooperation and Development, comprising

high-income countries (including Republic of Korea) plus Czech
Republic, Hungary, Mexico, Poland, Slovak Republic, and Turkey

PQLI Physical Quality of Life Index

PRI Partido Revolucionario Institucional (Institutional Revolutionary Party),
Mexico

U.N. United Nations

UNCTAD  United Nations Conference on Trade and Development

UNDP United Nations Development Program

XVii



xviii  Abbreviations and Measures

UNICEF United Nations Children’s Fund

URL Uniform Resource Locator, the address of documents and other resources
on the World Wide Web
WTO World Trade Organization, established in 19935, to administer rules of

conduct in international trade

Measures

1 hectare = 2.47 acres

1.61 kilometer = 1 mile

2.59 square kilometers = 1 square mile
1 meter = 1.09 yards = 3.3 feet

1 kilogram = 2.2 pounds

2.54 centimeters = 1 inch

28.3 grams = 1 ounce

0.028 cubic meters = 1 cubic foot



Preface to the Fourth Edition

I wrote this text to increase readers’ understanding of the economics of the developing
world of Asia, Africa, Latin American, and East-Central Europe, where three-fourths
of the world’s population lives. The book is suitable for students who have taken a
course in principles of economics.

The growth in real income per person in the third-world nations of Latin America,
Asia, and Africa, about threefold since 1950, is a mixed record. For some econo-
mies, the growth warrants optimism, particularly in Taiwan, South Korea, Singapore,
Malaysia, Thailand, Indonesia, China, other fast-growing Pacific Rim countries,
Brazil, and more recently India. The tragedy, however, is that sub-Saharan Africa,
encountering growing misery and degradation from 1965 to 2005, has not shared
in these gains. The sub-Sahara is not only vulnerable to external price shocks
and debt crises that destabilized the global economy in the late 20th century but
also is plagued by increasing food deficits, growing rural poverty, urban conges-
tion, and falling real wages, difficulties that represent an inadequate response to
adjustment, reform, and liberalization, often imposed by the International Mon-
etary Fund (IMF) or World Bank as a last resort. The problems of Bangladesh,
Nepal, Afghanistan, Myanmar (Burma), Cambodia, and Haiti are as severe as those
of Africa.

This edition expands on previous material analyzing China and other countries
that were socialist during most of the post—=World War II period. The major upheaval
in the field since early 1989 has been the collapse of state socialism in East-Central
Europe and the former Soviet Union and economists’ downward revision of estimates
of their average economic welfare. Since the late 1980s and early 1990s, postsocial-
ist European countries, like other low- and middle-income countries, have under-
taken structural adjustment and market reforms, generally under IMF or World Bank
auspices. Yet a substantial proportion of these liberalizing postsocialist economies
have still not attained their pre-1989 peak in economic welfare. This edition reflects
this reality by increasing examples from such countries as Russia, Poland, Ukraine,
Hungary, Czech Republic, and other transitional economies, and by drawing lessons
from their adjustment, stabilization, and liberalization for other middle-income and
low-income countries.

Yet I have not allowed the problems of East-Central Europe and the former
Soviet Union, important as they are, to overshadow the primary emphasis of the
book on Asia, Africa, and Latin America. The major focus is on their real-world
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problems — from those of newly industrializing countries, such as Taiwan, South
Korea, Singapore, and Malaysia, to those of the slow-growing sub-Sahara — rather
than abstract growth models.

I am gratified by the response from reviewers, instructors, students, and practition-
ers in the United States, Canada, Europe, Japan, Australia, New Zealand, Korea, and
the developing world to the emphases in the book’s third edition. This revision con-
tinues previous themes, such as the origins of modern growth, problems measuring
growth, and the origin and resolution of the debt crisis, and integrates social, polit-
ical, and economic issues and emphasizes poverty, inequality, and unemployment in
the discussion of economic policies throughout the book.

This edition takes advantage of the recent explosion of Internet resources in devel-
opment economics. For each chapter, I provide an Internet assignment that instructors
can use for students to analyze data or write reaction papers by accessing Nafziger,
Internet Assignments, 2006, at http://www.ksu.edu/economics/nafwayne/. Clicking
Nafziger, Links to Economic Development, 2006, at the same Web site lists links
to numerous useful sites. Many of my bibliographical references also list the URL.
Moreover, a university’s library may provide access to online journals, expanding the
options for assignments accessible at the students’ desktops.

The text incorporates substantial new material to reflect the rapidly changing field
of development economics. I have updated tables, figures, and chapters with the
most recent data, and I have revised chapter-end questions to discuss and guides to
readings. The reader can access Nafziger, Supplement, 2006, at my Web site to find
material complementary to the book. Finally, the text, more user-friendly, includes a
bibliography and glossary at the end.

The edition’s other major changes reflect recent literature or readers’ suggestions.
In the introduction to Chapter 1, I have added sections on globalization, outsourcing,
and information technology and Asia’s recent golden age of development, with its
expansion of the middle class, to the comparison of living standards between rich
and poor countries. Chapter 2, on the meaning and measurement of development,
has new material on confidence intervals for gross product PPPs and Amartya Sen’s
analysis of development as freedom.

Chapter 3’s historical perspective includes Jared Diamond’s evolutionary biological
approach to development and the effect of geography on the diffusion of innovation;
sections explaining China’s market socialism and the end of Japan’s economic miracle;
the inadequacy of the United States as a development model; and an analysis of the
rapid growth of the Celtic tiger, Ireland. The same chapter assesses Ha-Joon Chang’s
argument that rich countries used protection and state intervention in their early
industrialization but “kicked away the ladder” for poor countries. New material also
includes widening gaps or spreads between the West and developing countries and a
broadening of the convergence concept to include Stanley Fischer and Surjit Bhalla’s
argument that rich and poor individuals are converging. The chapter is enriched by
much material from Angus Maddison: a summary of economic growth since the
ancient period, the transfer in GDP per capita world leadership from one nation
to another from 1500 to the present, the cross-national comparisons of economic
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growth during periods between 1870 and the present, and the identification of the
golden age of capitalist development.

Chapter 4’s profile analyzes the high proportion of output and the labor force in
services in rich countries, the role of institutions in economic development, and the
controversy about social capital and growth. In Chapter 5, on development theories,
Iadd the Murphy-Shleifer—Vishny model to the balanced and unbalanced growth dis-
cussion and Michael Kremer’s O-ring theory of coordination failure. I also have trans-
ferred capital requirements and incremental capital-output ratios to the appendix to
Chapter 5.

Chapter 6 expands discussion of weaknesses of poverty and hunger data, points
out the multidimensional nature of poverty, provides data for global and regional
poverty rates, looks at how poverty and inequality affect war and political violence,
and defines the concept of $1/day and $2/day poverty, pointing out that these refer to
purchasing power adjusted income in 1985. The chapter also critiques the contrasting
views of the World Bank, Institute for International Economics, and Sala-i-Martin
on how to measure poverty.

Chapter 7, on rural poverty and agricultural transformation, expands the discus-
sion of how agriculture affects overall economic growth, puts more emphasis on
off-farm sources of rural income, examines multinational corporations and contract
farming in developing countries, adds to the time-series data on the growth of aver-
age food production in rich and poor countries, and provides new data on food
deficits and food insecurity in developing countries and the relative importance of
fish, meat, and grains in developing countries. The same chapter reworks the sec-
tion on how poor agricultural policies and institutional failures hamper sub-Saharan
African agriculture and compares India and China’s growth in average food output.
Other new sections include the Hayami-Ruttan induced-innovation model of agri-
cultural development, the benefits and costs of agricultural biotechnology, multina-
tional corporations and contract farming in developing countries, and power sources
by developing-country region.

Chapters 8-13 discuss factors of growth. Chapter 8, on population, includes sev-
eral new tables and figures and adds population growth deceleration since 1960 to
the emphasis on rapid population growth from 1950 to the present. Chapter 10, on
human capital, expands comparisons of how health affects economic development;
updates and expands the section on the economic impact of HIV/AIDs, tuberculosis,
and malaria on developing countries; and includes a new section on mortality and
disability, including comparative data on disability-adjusted life years. Chapter 11 on
capital formation, investment choice, information technology, and technical progress
includes material previously included in a separate chapter on sources of capital for-
mation. Furthermore, we have added a substantial section on computers, electronics,
and information technology, with a critical analysis of the productivity paradox stat-
ing that computers do not show up in measures of total factor productivity. The
section’s micro- and macroeconomic data give examples of the impact of informa-
tion technology and growth and compares the lag between computer innovation and
growth with those of previous major innovations. Chapter 12 on entrepreneurship
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and organization examines the relationship between long-term property rights and
entrepreneurial activity. Chapter 13, on natural resources, analyzes the literature on
resource curse and includes discussion of an updated Nordhaus-Boyer model and its
implications for global climate change.

Chapters 14-17 integrate macroeconomics and the international economics of
development. Chapter 14, on monetary, fiscal, and incomes policy has new sections
on how international and domestic capital markets affect the financial system and
how adverse selection, moral hazard, and external shocks contributed to financial
crises such as those in Mexico (1994), Asia (1997-99), Russia (1998), and Argentina
(2001-03). Chapter 15, on balance of payments, aid, and foreign investment, has a
new section on the perverse capital flow from poor to rich countries, including an
explanation of massive capital inflows to the United States.

Chapter 16, on external debt and financial crises, has a new section on spreads and
risk premiums and a detailed analysis of financial and currency crises. These crises
relate to sections on World Bank-IMF lending and adjustment programs, the funda-
mentalists and their critics, reasons for the IMF’s failure to reduce financial crises,
the IMF’s sovereign debt restructuring proposal, and new approaches to resolving
the debt crises.

Chapter 17, on international trade, has new sections on path dependence and
comparative advantage and arguments for rich-country tariffs based on income dis-
tribution, third-world child labor, and the environment. The discussion of global
production networks examines how low-income countries with reduced protection
moved up the value-added ladder to expand their low-technology exports. Other
new topics include the importance of trade in services, the debate concerning off-
shore outsourcing, criticism of current intellectual property rights’ rules, the analysis
of currency crises, proposals for managed floating exchange rates in countries open
to international capital flows, arguments against the proliferation of free trade areas,
and the euro versus the U.S. dollar as reserve currencies for developing economies.

Chapter 19, on stabilization, adjustment, reform, and privatization, has expanded
the literature on privatization and revised and increased the discussion of adjustment
and liberalization in Russia, China, and Poland and their lessons for developing
countries.

I'am indebted to numerous colleagues and students in the developed and developing
world for helping shape my ideas about development economics. I especially ben-
efited from the comments and criticisms of John Adams, Edgar S. Bagley, Maurice
Ballabon, Thomas W. Bonsor, Antonio Bos, Martin Bronfenbrenner, Christopher
Cramer, Robert L. Curry Jr., Wayne Davis, Lloyd (Jeff) Dumas, David Edmonds,
Patrick J. Gormely, Roy Grohs, Margaret Grosh, Ichirou Inukai, Philip G. King,
Paul Koch, Bertram Levin, John Loxley, L. Naiken, Elliott Parker, Harvey Paul, James
Ragan, David Norman, Alan Richards, Anwar Shaikh, Gordon Smith, Howard Stein,
Shanti Tangri, Lloyd B. Thomas, Roger Trenary, Rodney Wilson, and Mahmood
Yousefi. Scott Parris, Simina Calin, and others at Cambridge University Press con-
tributed substantially to the book. Fjorentina Angjellari, Gregory Dressman, Jared
Dressman, Akram Esanov, Ramesh Mohan, Anton Kashshay, and Boaz Nandwa
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assisted in graphing, computer work, and critical analysis. Elfrieda Nafziger not
only assisted in the project but also tolerated inconveniences and assumed responsi-
bilities to leave me more time for writing. Although I am grateful to all who helped,
I am solely responsible for any errors.

I also am grateful to the following for permission to reproduce copyrighted
materials: the American Economic Association for figures from Journal of Economic
Perspectives 16 (Winter 2002), Journal of Economic Perspectives 13 (Summer 1999),
Journal of Economic Perspectives 8 (Winter 1994), American Economic Review 93
(May 2003), American Economic Review 92 (September 2002), 741; and, for a figure
and quotation, from Journal of Economic Perspectives 11 (Summer 1997); British
Petroleum P.L.C. for a table from the Statistical Review of World Energy 2004; Cam-
bridge University Press for a table from Celso Furtado, Economic Development of
Latin America; the East—West Center for a table from Nafziger, Class, Caste, and
Entrepreneurship: A Study of Indian Industrialists, 1978; the Economic Record for
a table from M. L. Parker, “An Interindustry Approach to Planning in Papua New
Guinea,” September 1974; the Institute for International Economics for figures and
a table from Surjit Bhalla, Irmagine There’s No Country, and a figure from Jeffrey
Frankel, Regional Trading Blocs in the World System; the International Fund for
Agricultural Development for a figure from Idriss Jazairy et al., The State of World
Rural Poverty, 1992; the International Monetary Fund for a figure from World Eco-
nomic Outlook April 2003, and tables from Vito Tanzi and Howell H. Zee, Tax
Policy for Emerging Markets — Developing Countries; IMF Working Paper 00/35,
2000; Kluwer Academic Publishers and the authors for a figure from David Dollar
and Aart Kraay, “Growth Is Good for the Poor,” Journal of Economic Growth; Harry
Anthony Patrinos for a table from “Returns to Education: A Further Update,” 2002;
Population Reference Bureau, Inc., for graphs from Thomas W. Merrick, “World Pop-
ulation in Transition,” Population Bulletin, Vol. 41, No. 2 (April 1986), and Madga
McHale and John McHale, “World of Children,” Population Bulletin, Vol. 33, No. 6
(January 1979); Dani Rodrik for a figure on GDP per capita by country grouping;
Xavier Sala-i-Martin for a figure from his “The World Distribution of Income,”
National Bureau of Economic Research Working Paper 8933, Cambridge, MA,
2002; Thomson for material from Maurice Dobb, Capitalist Enterprise and Social
Progress; the International Bank for Reconstruction and Development/The World
Bank for tables from Chenery and Syrqin, Patterns of Development, 1950-1970,
1975, World Development Report 1980, World Development Report 2003, Global
Economic Prospects 2004, and figures from World Development Indicators 2003,
World Development Report 2004, World Development Report 1990, World Devel-
opment Report 2003, Global Development Finance 2003, and Global Economic
Prospects and the Developing Countries 2003; the Organization for Economic Coop-
eration and Development for tables and figures from OECD in Washington: Recent
Trends in Foreign Aid, 2002; the United Nations for quotes from “ECA and Africa’s
Development, 1983-2008,” Addis Ababa, 1983, and African Alternative Frame-
work to Structural Adjustment Programs for Socio-Economic Recovery and Trans-
formation (AAF-SAP), Addis Ababa, April 10, 1989, the Millenium Development
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Goals from the U.N. Millenium Summit, 2002, figures and tables from the United
Nations Conference for Trade and Development, World Investment Report 2003 —
EDI Policies for Development: National and International Perspectives, 2003, and
World Investment Report 2002: Transnational Corporations and Export Competi-
tiveness, 2002; and the United States Bureau of the Census for figures from Interna-
tional Data Base Population Pyramids, 1950-2050, 2004.

I have made every effort to trace copyright owners, but in a few cases this was
impossible. I apologize to any author or publisher on whose rights I may have unwit-
tingly infringed.



PART ONE. PRINCIPLES AND CONCEPTS OF DEVELOPMENT

1

Introduction

Nature and Scope of the Text

This book is about the economics of developing Asia, Africa, Latin America, and
Central and Eastern Europe, whose peoples include impoverished peasants and slum
dwellers, factory workers, small farmers, landlords, businesspeople, managers, tech-
nicians, government officials, and political elites. The economics of development also
includes lessons from the past economic growth of today’s industrialized countries
and middle-income economies. It is suitable for students who have taken principles
of economics.
The book differs from other development textbooks:

1. Unlike most texts, it discusses why modern economic growth originated in the

West; gives reasons for Japanese growth (before its hiatus in the 1990s); and
explains different growth rates among developing countries, including the suc-
cess of the newly industrialized countries — especially Taiwan, South Korea,
Singapore, Hong Kong, and Malaysia (despite the Asian crisis of the late 1990s).

. The book illustrates concepts from all major third-world regions (Latin America,

Asia, Africa, and Eastern Europe), with discussion of Asia’s recent growth acceler-
ation, Latin America’s slowing growth, sub-Saharan Africa’s food and economic
crisis, and how developing regions have been affected by a globalized economy.

. I provide a more detailed and balanced discussion of economic adjustment (struc-

tural or sectoral adjustment, macroeconomic stabilization, or economic reform)
in emerging economies, including former socialist economies such as China,
Russia, Ukraine, Poland, the Czech Republic, and Hungary, making the tran-
sition to a market economy. The text also analyzes the roles of rich nations, the
International Monetary Fund (IMF), and the World Bank in supplying exter-
nal resources and setting domestic and international economic conditions for
adjustment. Moreover, the book examines the lessons learned during the reac-
tion against reforms imposed by the IMF and other external lenders on Africa,
Asia, and Latin American in the last 25 years, and on countries such as Russia,
Ukraine, Poland, and Hungary since 1990. Although this material is scattered
throughout the book, I present a comprehensive treatment of adjustment pro-
grams in Chapter 19.

. The case studies I discuss — Russia—Soviet Union, Japan, South Korea, Taiwan,

China, the Philippines, Thailand, Indonesia, Malaysia, Bangladesh, India,

1
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10

.

11.

Nigeria, Congo (Kinshasa), South Africa, Argentina, Brazil, and Mexico — are
not isolated at the ends of chapters but are integrated into the discussion of major
concepts in the chapters.

Instead of stressing abstract models of aggregate economic growth, the text
empbhasizes poverty, inequality, unemployment, and deficiencies in food, clothing,
housing, education, and health of people in less-developed countries, including
the HIV/AIDs, malaria, and tuberculosis pandemics.

Rather than being isolated in a separate chapter, employment and income distri-
bution are discussed along with development throughout the book.

Problems of measuring economic growth are stressed along with adjusting
income for purchasing power.

I examine institutional (see Chapter 4), social, and political factors that accom-
pany economic development throughout the book rather than limiting this dis-
cussion to only one or two chapters.

Economic performance is explained in the context of both domestic and global
economies, and international interdependence is stressed. Three chapters are
devoted to the balance of payments, aid, foreign investment, reverse capital flows,
technical transfer, financial crises, the financial and currency crises, the external
debt crisis, World Bank and IMF policies, international trade, exchange-rate
policies, trade in services and agricultural products, and regional economic inte-
gration. I discuss a subject little noted by other economists — how U.S., Japanese,
European, and other global production networks have increased international
competition and reduced production costs and how Asia’s increasing share of the
world’s middle-class population is providing increased competition for the indus-
trialized countries’ middle class and college graduates, especially in electronics,
software, and services.

A section of Chapter 11 on capital formation and technical progress concen-
trates on information technology, electronics, and (especially mobile) telecom-
munications, examining the market breakdown by geographical region, returns
to investment in information technology, the contribution of information tech-
nology to GDP, the rate of price reduction in electronics, computer, and infor-
mation technology, the adaptation of this technology in less-developed countries
(LDCs), and the extent to which LDCs can leapfrog stages to use state-of-the-art
electronic and telecommunication technology.

The text analyzes views opposed to prevailing Western economic thought. Two
of these views are the dependency theory, which explains the underdevelopment
of the third world in terms of the economic and political domination of the
industrialized world, and neo-Marxism, which sees international class conflict
as a struggle by workers and peasants in the developing world against their
own political elite, who are in alliance with the elite of the developed world.
Only by carefully considering these perspectives can a reader understand third-
world economic ideologies and political discontent. Indeed, most neo-Marxists
put more emphasis on criticizing the prevailing system, especially capitalism,
than on prescribing socialism. I try to present a balanced view of neo-Marxism
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and the dependence theory — neither attributing these views to a “devil theory
of history” nor using them to explain the distributional effects of international
trade as unequivocally unfavorable to developing countries.

12. The discussion on development policy making and planning is integrated with
other chapters, emphasizing that antipoverty programs, family planning, agricul-
tural research and extension, employment policies, education, local technology,
savings, investment project analysis, monetary and fiscal policies, entrepreneurial
development programs, and international trade and capital flows are included in
economic planning. I analyze the role of the state and the market in policy mak-
ing, with a section on the dirigiste debate (the role of government) in Chapter 18
and on the liberalizing process in adjustment programs in Chapter 19.

With the explosion of internet resources, I have expanded references to URLs
and included them in the bibliography at the back of the book; I also have pro-
vided Internet assignments for each chapter in a Web site available for the text,
http://www.ksu.edu/economics/nafwayne/, which also provides a student Study
Guide by Ramesh Mohan; a Supplement to the text; and a list of links to useful
Internet sites (see the Guide to Readings at the end of this chapter).

Organization of the Text

The book is organized into six parts. The first five chapters focus on principles
and concepts of economic development. Chapters 6-7 examine income distribution,
including a discussion of the distribution between urban and rural areas and the pro-
cess of agricultural transformation. Chapters 8—13 analyze the role of population,
production factors, and technology in economic development, with special emphasis
in Chapter 13 on the environment and natural resources. Chapters 14-17 discuss the
macroeconomics and international economics of development. Chapter 18 looks at
planning for economic development, and Chapter 19 analyzes stabilization, adjust-
ment, reform, and privatization.

Sections presenting terms to review, questions to discuss, and guides to readings
can be found at the end of each chapter. Highlighted terms are defined or identified
in the glossary near the end of the book. References in the chapters and guides to
reading are cited in full in the bibliography, including Internet URLSs, when available.

How the Other Two-Thirds Live

INEQUALITY BETWEEN THE WORLD'’S RICH AND POOR

Development economics focuses primarily on the poorest two-thirds of the world’s
population. These poor are the vast majority, but not all, of the population of devel-
oping countries, which comprise 82 percent of the world’s population. Many of them
are inadequately fed and housed, in poor health, and illiterate. Calculations based
on national accounts and income distribution indicate that about 700-1000 million
(10-15 percent) of the world’s 6.5 billion people (5.3 billion in developing countries)
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are poor or living on no more than $1 a day.! Most Americans, Canadians, and
Britons have never seen poverty like that, the overwhelming majority of which is in
sub-Saharan Africa, South Asia, and East Asia.

If you have an average income in the United States and Canada, you are among the
richest 5 percent of the world’s population. The economic concerns of this 5 percent
are in stark contrast to those of the majority of people on this planet. The majority
see the American with average income as incredibly rich, perhaps as an average
American views the Mellons or Rockefellers. By and large, a person’s material well-
being (whether rich, poor, or in between) is tied to the long-run growth record of his
or her country (Dollar and Kraay 2002:195-225), a focus of this book.

Income inequality is even greater for the world as a whole than for countries having
high income concentration, such as South Africa and Brazil. To see these contrasts
more clearly, let us briefly compare living conditions in North America to those in
India, a low-income country, one that is not as poor as the poorest region of the
world, sub-Saharan Africa.

A NORTH AMERICAN FAMILY
An average intact family in the United States and Canada, the Smiths, a family of
four, has an annual income of $US55,000 to $US60,000. They live in a comfort-
able apartment or suburban home with three bedrooms, a living room, kitchen, and
numerous electrical appliances and consumer goods. Their three meals a day include
coffee from Brazil, tinned fruit from the Philippines, and bananas from Ecuador.
The Smith children are in good health and have an average life expectancy of
77 years. Both parents received a secondary education, and the children can be
expected to finish high school and possibly go to a university. Modern machinery
and technology, even where these require physical work, will probably relieve their
jobs. But although the Smiths seem to have a reasonably good life, they may experi-
ence stress, frustration, boredom, insecurity, and a lack of meaning and control over
their lives. Their air may be dirty, their water polluted, and their roads congested.
Some of these problems may even result from economic progress. Nevertheless, mil-
lions of less fortunate people throughout the world would be happy with even a
portion of the Smiths’ material affluence.

INDIAN FARM FAMILIES

The family of Balayya, a farm laborer in India, has a life far different from the Smiths’.
Although work, family structure, food, housing, clothing, and recreational patterns
vary widely in the developing world, Balayya’s family illustrates the low income of
the majority of the world’s population in Asia, Africa, and Latin America relative
to North America. Balayya Lakshman, his wife, Kamani, and their four children,
ranging in age from 3 to 12 years, have a combined annual income of $US900 to

1 $1/day in 1985 prices, $1.50/day in 1993 prices (Bhalla 2002:140), and about $2/day in 2005 prices.
See Chapter 6.
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$US1,200% (but several times that in purchasing power), most of which consists
of goods produced rather than money earned. Under a complex division of labor,
the family receives consumption shares from the patron (or landlord) in return for
agricultural work — plowing, transplanting, threshing, stacking, and so on.

The rice-based daily meal, the one-room mud house thatched with palm leaves,
and the crudely stitched clothing are produced locally. The house has no electricity,
clean water, or latrine. Kamani fetches the day’s water supply from the village well,
a kilometer (three-fifths of a mile) away. Although there is much illness, the nearest
doctor, nurse, or midwife is 50 kilometers away, serving affluent city dwellers. Average
life expectancy is 63 years. Few villagers can afford the bus that twice daily connects
a neighboring village to the city, which is 40 kilometers away.® The family’s world is
circumscribed by the distance a person can walk in a day.

Neither Balayya nor Kamani can read or write. One of their children attended
school regularly for three years but dropped out before completing primary school.
The child will probably not return to school.

Despite inadequate food, Balayya and the two sons over seven years old toil hard
under the blazing sun, aided by only a few simple tools. During the peak season of
planting, transplanting, and harvesting, the work is from sunrise to sunset. Kamani,
with help from a six-year-old daughter, spends most of her long working day in the
courtyard near the house. Games, visiting, gossip, storytelling, music, dancing, plays,
worship, religious fairs and festivals, weddings, and funerals provide respite from the
daily struggle for survival.

Balayya has no savings. Like his father before him, he will be perpetually in debt
to the landlord for expenditures, not only for occasional emergencies but also for the
proper marriages of daughters in the family.

The common stereotype is that peasant, agricultural societies have populations
with roughly uniform poverty, a generally false view. Although many third-world
villagers are poor, a number are better off. A tiny middle and upper class even exists.
Accordingly, Sridhar Ramana, Balayya’s landlord, together with his extended family —
his wife, two unmarried children, two married sons, their wives, and their children —is
relatively prosperous. The family, whose annual income is $US6,000, lives in a five- to
six-room brick house with a tile roof and a large courtyard. Their two daily meals con-
sist of a variety of meats as well as seasonal fruits and vegetables.* Machine-stitched
clothes are acquired from the local tailor, from the village bazaar (open-air market-
place), or on monthly bus trips to the city. The house has electric lights and fans.
Servants shop for food, cook, clean, carry water, and tend the lawn and garden.
Sridhar and his sons and grandchildren have completed primary school. Some of
the grandsons, and occasionally a granddaughter, will complete secondary school, or
even graduate from the university.

2 Tens of thousands of rupees, the currency India uses.

3 Although some villagers can afford to buy a bicycle, few can purchase a motor scooter, the cost of
which is somewhat less than India’s average annual income.

4 Some Indian castes prohibit eating meat for religious reasons.
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CONGESTION, POVERTY, AND AFFLUENCE IN INDIA’'S CITIES

In the large Indian cities, there are few proper footpaths for pedestrians or separation
of fast-moving vehicles from slower ones; the flow of traffic consists of the juxtaposi-
tion of buses, automobiles, taxis, trucks, jeeps, motorcycles, motor scooters, powered
cycles, bicycles, human-drawn and motorized rickshaws, oxcarts, handcarts, cattle,
dogs, and pedestrians walking or carrying head loads. Congestion, squalor, destitu-
tion, and insecurity characterize the lives of the unemployed, underemployed, and
marginally employed in cities such as Kolkata (Calcutta), Mumbai (Bombay), and
Delhi — more so than for the rural, landless worker. In the central city, people lit-
erally live in the street, where they eat, wash, defecate, and sleep on or near the
pavement (see Jagannathan and Halder 1988:1175-78). During the monsoon sea-
son, they huddle under the overhanging roofs of nearby commercial establishments.
Others with menial jobs live in crowded, blighted huts and tenement houses that
make up urban shantytowns. In contrast, the family whose major income earner is
steadily employed as an assembly line worker in a large company or as a government
clerk may live in a small house or apartment. Upper-income professionals, civil ser-
vants, and businesspeople usually live in large houses of five to six rooms. Although
they have fewer electrical appliances than the Smiths do, they achieve some of the
same material comfort by hiring servants.

Social institutions and lifestyles vary greatly among third-world countries. Never-
theless, most low-income countries have income inequality and poverty rates at least
as high as India’s. Even the poorest Americans and Canadians are better off than
most of the people in India and other low-income countries.

Globalization, Outsourcing, and Information Technology

Yet both Indians and North Americans are living in worlds affected by domestic
economic change and greater integration into the global economy. In the United
States, household income distribution is shaped more like an hourglass, with a slender
middle, so that families such as the Smiths are falling from the middle class from
job loss or rising to higher incomes. In India, the gains from economic growth and
reform — although these gains bypass some — mean rising commercial farm income
for the families of Sridhar and Balayya and increased business and employment
opportunities in the cities. Furthermore, as Anthony P. D’Costa (2003:212) notes,
India’s incomes are uneven so that “You have fiber optic lines running parallel with
bullock carts.”

With globalization, the worlds of India and the United States increasingly are
intersecting, much beyond the expanding Indian-American representation in elec-
tronics, academics, business, medicine, and journalism in the United States. Some
U.S. corporations (or state or local governmental units) outsource service jobs to
India, where an entry salary for a university graduate is $US300-500 monthly, a
good salary and career opportunity by local standards. The corporation may have
an Indian subsidiary or may subcontract work to an Indian firm. In India, two million
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English-speaking college students graduate yearly, and most work for one-tenth to
one-fifteenth the salary that a U.S. worker of comparable skill receives.

Low-cost high-quality telecommunications means that U.S. companies can open
a call center almost as easily in Kolkata, Delhi, Dakha, Johannesburg, and Manila
(Hookway 2003:A1) as in Omaha, Austin, or Tallahassee. Indian employees spend
several weeks of training to Americanize their accents and take a crash course in
Americana — “holidays, regional speech patterns, weather patterns, and the meaning
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of terms such as ‘frat party’” — to disguise the callers’ location (Bengali 2003:A1).

As night settles in Mumbai, Megha Joshi enters an office with a group of young
graduates, sitting in a row of sound-muffling cubicles, talking into their designer
headsets. She phones someone in the United States, 12 time zones away. “Good
morning, this is Meg,” she says, Anglicizing her name. Working from a script, she
offers the respondent a major credit card. Other Indian call center workers han-
dle routine work, such as helping a customer make a standard order, check a bank
or food stamp balance, pay a bill, or activate a credit card; processing insurance
claims; recovering bad debts; or providing other customer services; routing more
complicated questions back to the call center in the United States. Other outsourc-
ing spans the technology spectrum, including software code writing, chip design,
product development, accounting, Web site designing, animation art, stock market
research, radiology, airline reservations, tax preparation and advice, transcribing,
consulting, prayers for the deceased, and other support services, especially in south
India’s Silicon Valley, Bangalore, and other high-technology cities (ibid.; Kansas City
Star 2004; World Bank, Development News, December 26, 2002; Guardian 2001;
Landler 2001).° Yet with India’s sustained economic growth and increasingly attrac-
tive job options for college graduates, call centers will find it more difficult to hire
university graduates cheaply.

In software and related services, India moved up the information and communi-
cations technology (ICT) value chain from Western corporate outsourcing and small
IT enterprises to a major exporter. Chapter 15 discusses ]J. T. Banerjee (not his real
name), Kolkata director of TRP Software, Limited, a data systems and software
company that designed information management systems for firms and governmen-
tal units. TRP took advantage of India’s low-salaried university graduates to put
together competitive bids overseas. However, TRP’s export growth did not take off
until after 1991, when India’s liberalization of input purchases and foreign exchange
allowed Mr. Banerjee to travel overseas freely and purchase inputs in a timely way.

Domestic firms such as TRP, joined by the emerging technically talented Indian
diaspora, provided the skills for India to play a major role in the global informa-
tion technology industry. In the late 1990s, Chinese and Indian immigrants ran
one-third of the high-technology firms in the Silicon Valley, California. Indian- and

5 The marketing consultant Rama Bijapurkar labels call center workers, some with changing atti-
tudes toward family, romance, marriage, and material possessions, as “liberalization children.” The
post-1991 liberalization, which stimulated the demand for cellphones, motorcycles, café dining, and
Western-style consumer imports demand, helped create a young affluent class that included information
technology employees (Slater 2004:A1).
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Indian-American-owned companies in the United States, frequently spinoffs from
large American companies, have become suppliers to former U.S. employers or other
contacts, using Indian employees. Moreover, Indian software firms raised capital in
the United States to acquire U.S. companies, set up offices to interact with clients,
and undertake research and innovation. India undertook innovation and skill deep-
ening in “solid systems integration skills, imaging and scientific programming, such
as GIS and CAD/CAM, and real time programming, such as telecom, multimedia,
and e-commerce.” India’s software sector represents “the first time India has pro-
duced a skill-based, high value export-oriented sector. The sector has also attracted
considerable foreign direct investment by multinational corporations and brought in
some expatriate professionals” (D’Costa 2002, with quotations from pp. 10, 4).

India’s ICT production grew from $10 million in 1986-87 to $1.7 billion in 1994-
95 to $16.5 billion ($9.5 billion exports) in 2002-03, comprising 3 percent of GDP
and 18 percent of exports. In 2002, Forbes ranked India’s software services magnate,
Wipro’s Azim Premji, 41st in the world in net worth, with $6.4 billion, and one of the
other top 500 billionaires was from India’s software industry (NASSCOM 2003a;
NASSCOM 2003b; NASSCOM 2003¢; D’Costa 2002:1, 5). “Mumbai, . . .a highly
developed financial and commercial center [has] large software firms, such as TCS,
Tata-Infotech and Citibank.”® Still, India’s global ICT share in 2001 was just over
1 percent (D’Costa 2002:8).

India’s and Asia’s Golden Age of Development

India’s recent growth is a part of a golden age of development for Asia (Bhalla
2002:195), during years of globalization (expansion of trade and capital movements),
1980-2000. From 1980 to 2000, the absolute incomes of the industrialized coun-
tries” middle class “slowed down to a crawl — only 1.2 percent a year, a third of
that experienced by their parents — [while] that of Asian elites slowed down only
marginally — to 2.9 percent” (ibid., p. 195). The impact of this has been most sub-
stantial among the world’s middle class (income range of $US10-$US40 a day or
annual purchasing-power equivalent income, at 1993 prices, between $US3,650 and
$US14,600). The relative income of Asian elites (top 10 percent of income earners)
increased from 43 percent in 1980 to 60 percent in 2000 of the middle 50 percent
of industrialized countries’ income earners, a group with comparable education and

skills.

ASIA'S COMPETITION AND AMERICAN PROTESTS

Globalized firms, in their search for lower costs, are hiring Indians (and Chinese,
Bangladeshis, and Malaysians) to do their work in place of middle-class Americans,
Britons, Swedes, or Dutch; and in some instances, as noted earlier, Asians are
subsequently establishing enterprises that compete globally. Figure 1-1 shows U.S.

6 Tata, named for Jamshedjee Tata, who established India’s first steel mill in 1911, is India’s largest
industrial house.
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income, 1960-2000, falling relative to East and South Asia, virtually unchanged
relative to Latin America, and increasing substantially relative to Africa.

In the 1960s and 1970s, those representing large U.S. corporate interests, such
as Nelson Rockefeller, a liberal Republican, supported populist programs of health,
education, and welfare. In subsequent decades, as multinational corporations have
become more footloose with greater global opportunities for outsourcing, these inter-
ests are more likely to oppose large government spending on educational and welfare
programs for the middle and working classes.

Indian and Asian elites anticipate doubling real incomes in a generation. By con-
trast, the middle classes of the United States and other industrialized countries are
facing a collapse in growth (doubling real incomes not in one but in three genera-
tions), more competition from foreign skills, and lowered expectations for a better
life. Is it surprising that many U.S. and Western middle classes are protesting against
globalization?

Latin America’s 2000 income relative to the United States is only 70 percent of its
preglobalization value in 1960 (Bhalla 2002:192-96). Porto Alegre, Brazil, in Latin
America (Mumbai, India in 2004) hosts an annual anti-globalization meeting, the
World Social Forum, a rival to the annual World Economic Forum for the world’s
economic elites, usually held in Davos, Switzerland.

Although Asians protest the policy cartel of the IMF, World Bank, and U.S. gov-
ernment, they rarely protest against globalization, from which they benefit. Africa,
by contrast, has few protests against expansion of global trade, capital movements,
and outsourcing, from which it receives little benefit. Africans are more likely to
complain about their lack of integration into the international economy.

Critical Questions in Development Economics

An introduction to development economics should help you gain a better under-
standing of a number of critical questions relating to the economics of the develop-
ing world. The following list is a sample of 19 such questions. Each is numbered to
correspond to the chapter in which it is primarily discussed.

1. How do the poorest two-thirds of the world live?

2. What is the meaning of economic development and economic growth?

3. What is the history of economic development? How have developing countries
performed economically in the last half century?

4. What are the major characteristics and institutions of developing countries?

wn

. What are the major theories of economic development?

6. Has economic growth in the third world improved the living conditions of its
poor?

7. How can poverty be reduced in the rural areas of low-income countries?

o]

. What effect does population growth have on economic development?
9. Why is there so much unemployment in developing countries?
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10. What factors affect labor skills in the third world?

11. What criteria should be used to allocate capital between alternative projects?
How important are information and other technology in economic development?

12. What factors contribute to successful entrepreneurial activity in developing
countries?

13. Are humankind’s economic policies sustainable over the next few centuries?

14. What monetary and fiscal policies should a country use to achieve economic
development with price stability?

15. How can LDCs export more and import less?

16. What policies can ease the international debt and financial crises in developing
countries?

17. What trade strategies should developing countries use?

18. Should developing countries rely on market decisions or state planning in allo-
cating resources?

19. Do price and exchange-rate decontrol, financial liberalization, deregulation, and
privatization improve LDC performance?

Limitations of Standard Economic Approaches

These questions are only some of those to be explored. The answers may be more
complex than you think. When analyzing the developing countries, rigid adher-
ence to standard economic approaches, concepts, or paradigms creates problems.
Unlike developed countries, developing economies frequently do 7ot have a mobile
and highly educated labor force, commercial farmers, large numbers of responsive
entrepreneurs, a favorable climate for enterprise, a high level of technical knowl-
edge, local ownership of industry, heavy reliance on direct taxes for revenue, a large
number of export commodities, an average income substantially above subsistence,
a well-developed capital market, or a high savings rate. The problems of developing
economies are often unique. You may have to unlearn much when studying their
economies. As a leading development economist, Dudley Seers (1963:77), suggests:
“The abler the student has been in absorbing the current doctrine, the more difficult
the process of adaptation” to a study of the developing world. Although this is prob-
ably overstated, you must set aside your preconceptions and keep your mind open to
other approaches and concepts in analyzing a world different, in many ways, from
the United States, Canada, and Western Europe.”

A related warning is to be skeptical of development statistics. Examining and mak-
ing inferences from development statistics is serious business. Surjit Bhalla (2002)

7 Seers (1963:77-98) contends that calling a book that deals primarily with the U.S. economy Prin-
ciples of Economics is like calling a book dealing with horses Animals. Indeed, for Seers, develop-
ment economics, which analyzes the 75-80 percent of the world in developing countries plus com-
parisons with the growth record of industrialized economies, is much closer to general principles of
€CONnomics.
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shows that, contrary to received wisdom in development economics, global inequal-
ity and poverty rates are not increasing but declining. He says (ibid., p. 163) that
“The disillusionment with the processes of [recent] growth was in large part an unin-
tended outcome of a revolution, a changed paradigm, in the measurement of poverty,
a paradigm that carried no less a signature than that of the World Bank. A large part
of this disillusionment is an illusion....[An] unwarranted mix [of survey data on
poverty with national accounts data on income] is the source of popular disillusion-
ment. The mixed-up observation [is] due to the mix-up of using Peter’s poverty (from
survey data) and Paul’s income (from national accounts data).” This issue, discussed
in Chapter 6, is only one example of economists’ flaws in interpreting developing
countries’ data.

TERMS TO REVIEW

e Davos e Porto Alegre

¢ International Monetary Fund e World Bank

¢ less developed countries (LDCs) ¢ World Economic Forum
e policy cartel e World Social Forum

QUESTIONS TO DISCUSS

1. What do you hope to gain from a course in economic development (other than
a good grade)?

2. Why is studying economics so central to understanding the problems of devel-
oping countries?

3. What impact might rapid economic development have on the lifestyle of
Balayya’s family? Kolkata’s marginally employed? Software workers and
capitalists?

4. What effect has globalization and outsourcing had on income and employment
in North America? In India and China?

5. Would you expect the development goal for the Indian poor to be a lifestyle like
that of the Smiths?

6. Why are economic theories about developing countries different from those based
on Western experience? What assumptions are involved in each case?

7. Give an example of how rigid adherence to Western economic theory or uncritical
examination of development statistics may hinder understanding the developing
world.

GUIDE TO READINGS

The Guide to Chapter 2 lists major statistical sources on LDCs and industrialized
countries, including, in some instances, Internet Web sites. Bhalla (2002) critiques
these statistical sources.
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Arndt (1987) traces the history of thought about economic development as a pol-
icy objective. Meier and Seers, Pioneers in Development (1984), use biography to
examine the history of the field. Meier (2005) examines the evolution of development
economics during the past 50 years.

Rodrik, “Growth strategies” (2004), http://ksghome.harvard.edu/~.drodrik.
academic.ksg/papers.html, is a paper in Aghion and Durlauf’s Handbook of
Economic Growth. In addition to Rodrik’s essay, preliminary contents of this hand-
book include the neoclassical and Schumpeterian growth models; the transition
from stagnation to growth; poverty traps; econometrics of economic growth; cross-
country growth patterns; the world income distribution; scale effects; measuring qual-
ity change and externalities; growth accounting; historical perspectives on growth,
technology, and institutions; general purpose technologies; trade specialization and
growth; the effects of inequality on growth; inequality and development; political
regimes, institutions, property rights, and growth; financial markets and growth,
urban development, and human capital; demography and growth; policy and
growth; the effects of technical change on wage inequality; growth and the size of
nations; growth and the environment; social consequences of growth; social capital;
and two essays on reflections on growth theory (see http://www.elsevier.com/inca/
publications/store/6/2/2/1/3/1/622131.pub.htt).

Other development surveys include Eatwell, Milgate, and Newman (1989), Stern
(1989), and, with bibliographies, Chenery and Srinivasan (1988, 1989).

Seers (1963) is the focus of discussion by Martin and Knapp (1967), the proceed-
ings of a conference on teaching and learning development economics. Seers (1969:
1-16) examines “The Meaning of Development,” reprinted in Lehmann (1979),
with critical essays on development theory by Seers, Nafziger, Cruise O’Brien, and
Bernstein. Lal’s The Poverty of “Development Economics” (1985) criticizes Seers’s
emphasis on government involvement in LDCs (see Chapter 18).

The February 1986 issue of World Development 14 is devoted to a review of
the methodology of development economics. Streeten (1985) examines development
theories. Nobel laureate Gunnar Myrdal (1970:3-29) discusses values and biases in
development economics.

Jagannathan and Halder (1988:1175-78) is excellent on Kolkata pavement
dwellers.

On my Web site, http://www.ksu.edu/economics/nafwayne/, clicking Links to
Economic Development will take you to a list of development journals, as well
as to links to journals on economic development and developing countries; online
journals and databases; general resources in economic development; economics
departments, institutes, and research centers in the world in economic development;
collections, publications, and institutions in economic development; international
agencies; development economics abstracts; Japan, Eastern Europe, and the for-
mer Soviet Union, searching on Lexis-Nexis; resources on natural resources and
the environment; news on developing countries; and other economic sites.

Students have access to a wealth of material on the Internet. An Internet
assignment for each chapter to accompany this text can be found at http://www.
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ksu.edu/economics/nafwayne, by clicking Internet Assignments for Nafziger,
Economic Development.

Texts no longer need maps and country information on developing countries, as
U.S. government URLSs provide this information. My Web site provides links to back-
ground notes at http://www.state.gov/r/pa/ei/bgn/; and country listings, with maps
and information about the economy and government, at http://www.odci.gov/ (click
on “the World Factbook”).



2 The Meaning and Measurement of
Economic Development

Scope of the Chapter

This chapter discusses the meaning, calculation, and basic indicators of economic
growth and development; the classification of rich and poor countries; the price-
index problem; the distortion in comparing income per head between rich and poor
countries; adjustments to income figures for purchasing power; alternative measures
and concepts of the level of economic development besides income per head; the
problems of alternative measures; and the costs and benefits of economic develop-
ment.

Growth and Development

A major goal of poor countries is economic development or economic growth. The
two terms are not identical. Growth may be necessary but not sufficient for develop-
ment. Economic growth refers to increases in a country’s production or income per
capita (Box 2-1). Production is usually measured by gross national product (GNP)
or gross national income (GNI), used interchangeably, an economy’s total output
of goods and services. Economic development refers to economic growth accom-
panied by changes in output distribution and economic structure. These changes
may include an improvement in the material well-being of the poorer half of the
population; a decline in agriculture’s share of GNP and a corresponding increase in
the GNP share of industry and services; an increase in the education and skills of
the labor force; and substantial technical advances originating within the country.
As with children, growth involves a stress on quantitative measures (height or GNP),
whereas development draws attention to changes in capacities (such as physical coor-
dination and learning ability, or the economy’s ability to adapt to shifts in tastes and
technology).

The pendulum has swung between growth and development.! A major shift came
near the end of the UN’s first development decade (1960-70), which had stressed
economic growth in poor countries. Because the benefits of growth did not often
spread to the poorer half of the population, disillusionment with the decade’s progress

! Immediately after World War II, scholars and third-world governments were concerned with wider
objectives than simply growth. However. the Nobel laureate W. Arthur Lewis (1955:9) set the tone for
the late 1950s and 1960s when he noted that “our subject matter is growth, and not distribution.”

15
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BOX 2-1. COMPUTING GROWTH RATES

Assume that in 2003, GNI for India is Rs. (rupees) 25,000 billion and its population
1067 million, so that GNI per capita is Rs. 23,430. The GNI in 2004, Rs. 31,533
billion, must be divided by the GNI price deflator, 110 (corresponding to an annual
inflation rate of 10 percent) to give a GNI of Rs. 26,866 billion at constant (2003)
prices. This figure, divided by the population in 2004, 1085.5 million, nets a GNI
per capita of Rs. 24,750. Real economic growth (growth in GNI per capita) from
2003 to 2004 is (if expressed in 2003 constant prices)

(24,750 — 23,430/23,430) x 100 = 5.6 percent

This growth rate is used by such organizations as the World Bank for average
annual growth rate, 2003—04. At a 2004 exchange rate of Rs. 50 = $1, India’s GNI
per capita of Rs. 29,049 is US$580 (at 2004 prices), used by the World Bank as GNI
per capita. We need to adjust nominal GNI per capita by using the PPP exchange rate,
that rate at which the goods and services comprising the GNI cost the same in both
India and the United States. Using P = 6.13, the price level of GNI or purchasing-
power adjusted GNI, gives PPP$3,555 per capita, a more accurate indication of the
average Indian’s purchasing power expressed in U.S. dollar terms.

was widespread, even though economic growth exceeded the UN target. In 1969,
Dudley Seers signaled this shift by asking the following questions about a country’s
development:

What has been happening to poverty? What has been happening to unemployment?
What has been happening to inequality? If all three of these have become less severe,
then beyond doubt this has been a period of development for the country concerned.
If one or two of these central problems have been growing worse, especially if all
three have, it would be strange to call the result “development,” even if per capita
income has soared. (Seers 1969:3-4)

At the U.N. Millennium Summit in September 2000, world leaders adopted the
Millennium Development Goals (MDGs), setting “targets for reducing poverty,
hunger, disease, illiteracy, environmental degradation, and discrimination against
women” (U.N. Development Program 2000). The project is directed by Columbia
University’s Jeffrey Sachs, with advice from senior representatives from U.N. agen-
cies and an International Advisory Panel, with independent experts in relevant fields,
supported by the research of thematically-orientated task forces.

The MDGs, using 1990 as a benchmark, set targets for 2015. The targets include

1. reducing the people suffering from hunger and living on less than a dollar a day

from one of six billion (17 percent) to half that proportion;?

2 According to the U.N. Development Program (2003:2-3) and the World Bank (2003h:58-60), the
$1/day poverty rate for 2000 was 17 percent. Two economists contend that the World Bank’s approach
is flawed methodologically, thus overstating poverty. Surjit Bhalla’s (2002:150) estimates poverty at
13 percent. If we use Xavier Sala-i-Martin’s (2002:34-42) estimate of 7 percent, the world already
reached the MDG target in the late 1990s (Chapter 6).
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2. ensuring that all boys and girls complete primary school (at present, 113 million
children do not attend school);

3. promoting gender equality and empowering women by eliminating gender dis-
parities in primary and secondary education by 2005, and at all levels by 2015
(at present, two-thirds of illiterates are women);

4. reducing by two-thirds mortality among children under five years (presently 11
million children die before their fifth birthday, mainly from preventable illnesses);

5. reducing the percentage of women dying in childbirth by three-fourths (now
one in 48 die in childbirth, despite the fact that virtually all countries have safe
programs for mothers);

6. halting and reversing the spread of HIV/AIDS, malaria, tuberculosis, and other
diseases (at present, 40 million people live with HIV, including five million newly
infected in 2001, despite the fact that Brazil, Senegal, Thailand, and Uganda show
that the spread of HIV can be stemmed);

7. ensuring environmental sustainability, by reversing the loss of environmental
resources, reducing by half the proportion of people without access to safe drink-
ing water by 20135, and achieving significant improvement in the lives of at least
100 million slum dwellers (now “more than one billion people lack access to safe
drinking water and more than two billion lack sanitation”); and

8. developing a global partnership for development, including an open trading
and financial system, a commitment to good governance, reducing the debt
burden of developing countries, reducing the poverty of least developed coun-
tries, providing productive employment for youth, providing access to afford-
able essential drugs in developing countries, and making available the benefits of
new technologies, especially in telecommunications (U.N. Development Program
2002b).

During the first decade of the 21st century, world leaders discussed how to finance
projects embodying these goals (a U.N. conference in Monterrey, Mexico, March
2002), interim progress reports, and final recommendations.

The United Nations points out development goals achieved in the past: eradicating
smallpox (1977), reducing diarrhoeal deaths by half (during the 1990s), and cutting
infant mortality rates (the annual number of deaths of infants under one year of age
per 1,000 live births) to less than 120 (in all but 12 LDCs by 2000) (U.N. Development
Program 2003:31). Thus, although most MDG goals appear daunting, we can expect
some progress.

Timothy Besley and Robin Burgess (2003:3-22) estimate that in LDCs, the
elasticity of poverty with respect to income per capita (percentage change in
poverty/percentage change in income per capita) is —0.73, meaning that a doubling
in average income will reduce poverty rates by 73 percent. The annual growth rate
in per capita income needed to halve world poverty by 2015 is 3.9 percent. If you
assume that world regions continue their 1960-90 growth, only the growths of East
Asia and the Middle East will exceed the rates needed to halve regional poverty
by 2015.
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However, Africa’s prospect is not as bright as that of the remaining LDCs. David
Sahn and David Stifel (2003:23-52) use African demographic and health surveys to
examine likely progress in achieving MDG goals. African countries are not on target
to achieve any of the first six goals tested (numbers 5 and 6 include proxies), with
rural areas, where most African reside, faring worse than cities. Still, the authors
find increases in enrollment rates, declines in infant and child mortality and maternal
death rates, and (although there is no MDG goal) improved living standards in the
1990s, the baseline for projecting linear and log-linear target paths.

The international community has especially focused upon Africa. The Economic
Commission for Africa (1985:3) described Africa’s economic situation in 1984 as
the worst since the Great Depression, and Africa as “the very sick child of the inter-
national economy.” ECA’s 1983 25th anniversary projection of previous trends to
2008 envisioned the following nightmare of explosive population growth pressing
on physical resources and social services:

The socio-economic conditions would be characterized by a degradation of the very
essence of human dignity. The rural population, which would have to survive on
intolerable toil, will face an almost disastrous situation of land scarcity whereby
whole families would have to subsist on a mere hectare of land. Poverty would
reach unimaginable dimensions, since rural incomes would become almost negligible
relative to the cost of physical goods and services.

The conditions in the urban centers would also worsen with more shanty towns,
more congested roads, more beggars and more delinquents. The level of the unem-
ployed searching desperately for the means to survive would imply increased crime
rates and misery. But, alongside the misery, there would continue to be those very few
who, unashamedly, would demonstrate an even higher degree of conspicuous con-
sumption. These very few would continue to demand that the national department
stores be filled with imports of luxury goods even if spare parts for essential produc-
tion units cannot be procured for lack of foreign exchange. (Economic Commission

for Africa (ECA) 1983:93-94)

Unfortunately, the projection of the ECA is proving correct. Africa’s GDP per capita
was lower in the 1990s than it was at the end of the 1960s (World Bank 2000a:1).
When expressed in purchasing-power parity dollars (discussed later), Africa’s aver-
age GDP is the lowest in the world, even lower than South Asia’s (India, Pakistan,
Bangladesh, and Sri Lanka). Moreover, life expectancy in sub-Saharan Africa, revers-
ing the global trend, has declined to the level of 1975, 46 years (inside front cover
table), primarily because of the high adult prevalence of HIV/AIDS.

Africa’s political milieu, authoritarian and predatory rule and widespread civil
wars, militate against economic growth. Evidence from Africa reinforces cross-
national findings, a refutation of Singapore’s former prime minister Lee Kuan Yew’s
thesis (Sen 1999:15), that democratization is directly related to the level and rate
of economic growth. In 1988, only 5 (Botswana, Gambia, Mauritius, Senegal,
Zimbabwe) of 47 sub-Saharan countries were multiparty democracies (Bratton and
van de Walle 1997; Ndulu and O’Connell 1999:51). By 2004, the number of democra-
cies had not increased much. Indeed, a majority of the democratically elected regimes
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in Africa contrive to hold elections to satisfy international norms of “presentability,”
and ignore political liberties, the rule of law, and separation of power (Nafziger and
Auvinen 2003:114-31).

Claude Ake (1996:18, 42) writes: “With independence African leaders were in
no position to pursue development; they were too engrossed in the struggle for
survival. ... [Indeed] instead of being a public force, the state in Africa tends to be
privatized, that is, appropriated to the service of private interests by the dominant
faction of the elite.” Political elites extract immediate rents and transfers rather than
providing incentives for economic growth. Clientelism or patrimonialism, the dom-
inant pattern in Africa, is a personalized relationship between patrons and clients,
commanding unequal wealth, status, or influence, based on conditional loyalties and
involving mutual benefits. In Nigeria’s second republic (1979-83), Richard Joseph
(1987:8) labeled this phenomenon prebendalism, referring to “patterns of political
behaviour which rest on the justifying principle that such offices should be competed
for and then utilized for the personal benefit of officeholders as well as their reference
or support group.” Prebendalism connotes an intense struggle among communities
for control of the state. Corruption is endemic to political life at all levels in Nigeria
and many LDCs. Political leaders use funds at the disposal of the state for system-
atic corruption, from petty survival venality at the lower echelons of government to
kleptocracy at the top.

Two-way causation links the increase in civil wars in Africa to its dismal growth
record (Nafziger, Stewart, and Vdyrynen 2000; Nafziger and Auvinen 2003:41-42;
Collier 2000) (negative per-capita growth, 1974-90, and barely positive in the 1990s)
(World Bank 1996a:77; World Bank 1996f:18). Indeed, Stewart, Huang, and Wang
(2000:7) indicate that Africa had by far the greatest number of deaths (direct and
indirect) from wars, 1960 to 19935, as a proportion of the 1995 population: 1.5 per-
cent, compared to 0.5 percent in the Middle East, 0.3 percent in Asia, and 0.1 percent
in Latin America.

Nigeria is a clear example of ECA’s foreboding. By the late 1970s, Nigeria, fueled
by oil wealth, had surpassed South Africa as Africa’s nominal GDP leader, and was
classified as a middle income country in 1978-80 (World Bank 1980i:110-11; World
Bank 1982i:110-11, 122-23). The contrast between the 1960s to 1970s and the first
decade of the 21st century is remarkable. To be sure, visitors in the central cities
notice that the urban elite (perhaps 10 percent of the population) is prosperous, with
automobiles, cell phones, and refrigerators. Moreover, some villages have electricity
(though erratic) and piped water, virtually unavailable in 1965.

But these pockets of prosperity hide Nigeria’s massive income disparities. The
World Bank (2003i:236-37) ranks Nigeria as having the 15th highest Gini index of
income inequality in the world (113 countries ranked), with the highest 10 percent
of income earners enjoying 40.5 percent of income, whereas the lowest 10 percent
claims only 1.6 percent. Also 91 percent of the population, the highest among 90
countries listed, lives below the international poverty line of $2 a day (in 1993 prices).

From 1965 to 2004, Nigeria’s average material well-being fell. This decline
included that of average nutritional levels (the proportion of the population
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undernourished rose substantially), average consumer spending, access to health
care, and infrastructure (transport and communications degraded from inadequate
maintenance). The shares of Nigeria’s shrinking middle class have plummeted. Many
middle-level professionals, teachers, and civil servants were marginalized in 2004; in
19635, they had perquisites of automobile loans and housing.

Alienation in 2004 may even be more widespread than in 19635, just before the
civil war. The impoverished people of the oil delta area have protested the high
unemployment and lack of public goods and social services amid the wealth of foreign
companies and their domestic collaborators. Ethnic and sectarian strife is rampant.
The federal government consistently lacks accountability for hundreds of millions of
dollars collected from petroleum exports and revenues. To get a picture of present-
day Africa, you can multiply Nigeria’s ills several times (Nigeria, whose poverty and
corruption may be representative of much of Africa, has one-sixth to one-seventh of
the population of Africa).

In Nigeria, Ethiopia, and Zambia, neither growth nor development took place in
the last quarter of the 20th century. In Kenya and Malawi, growth took place without
much development. In most of Asia and parts of Latin America, both growth and
development took place (inside front cover table).

Economic development can refer not only to the rate of change in economic well-
being but also to its level. Between 1870 and 1998, Japan had a rapid rate of eco-
nomic development. Its real (inflation-adjusted) growth rate in GNP per capita was
about 2.6 percent yearly (Chapter 3), and there was substantial technical innova-
tion, improved income distribution, and a decline in the share of the labor force in
agriculture. In addition, Japan has a high level of economic development — its 2003
nominal per capita GNI, $34,510, placed it among the four richest countries in the
world (inside front cover table). Other measures indicate most Japanese are well fed
and housed, in good health, and well educated. Only a relative few are poor. This
book will use both meanings of economic development.

Classification of Countries

When the serious study of development economics began in the late 1940s and early
1950s, it was common to think of rich and poor countries as separated by a wide
gulf. The rich included Western Europe, the United States, Canada, Australia, New
Zealand, and Japan; the poor included Asia, Africa, and Latin America.

The boundary between rich and poor countries, overly simple then, has become
even more blurred during the first decade of the 21st century. Today, an increasing
number of the high-and upper-middle-income countries are non-Western, and the
fastest-growing countries are not necessarily the ones with the highest per capita
GNP. Those countries considered to be poor in 1950 grew at about the same rate as
rich countries during the subsequent three decades (see Chapter 3). A few of the poor
countries in 1950 — such as Taiwan, Singapore, South Korea, Malaysia, Thailand,
and Mexico — grew so much more rapidly than some higher-income countries in
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1950 (Argentina, Uruguay, Venezuela, and New Zealand,® for example) that the
GNI per capita of the countries of the world now forms a continuum rather than a
dichotomy.*

Several GNP per capita rankings shifted substantially between 1950 and 2003.
Among present-day Asian, African, and Latin American LDCs listed in both GNP
per capita rankings for 1950 in a World Bank study (Morawetz 1977:77-79) and
for 2003 from sources in the inside front cover table, Venezuela fell from first to
thirteenth, Uruguay from second to sixth, Peru from 11th to 22nd, and Bolivia from
31st to S6th, being overpassed by war-affected Japan, Taiwan (which rose from
thirty-fifth to first), and South Korea, which vaulted from forty-fifth to second. In
Africa, Morocco, engaged in conflict with Algeria over the Spanish Sahara and with
local labor unions over social policy, declined from 17th to 32nd; Zambia, with
rapidly falling relative world copper export prices after the mid-1970s, fell from
22nd to 77th; and Ghana, with chronic cedi overvaluation and low farm prices that
discouraged export expansion until the 1980s, dropped from a two-way tie for 15th
and 16th to 59th. During this period, Taiwan and South Korea, then 43rd and 46th,
respectively, but since graduating to the high-income category, leapfrogged Ghana,
as did Malaysia, Turkey, Colombia, and Indonesia, as well as Thailand, which rose
from 49th to 14th.

The classification of development used by the World Bank (2003h and inside back
cover) divides countries into four groups on the basis of per capita GNI. In 2003, these
categories were roughly low-income countries ($1,000 or less), lower-middle-income
countries ($1,001-3,000), upper-middle-income countries ($3,000-9,000), and high-
income countries ($9,000 or more). Each year, the boundary between categories rises
with inflation, but few countries shifted categories between 1974 and 2003.

Sometimes the high-income countries are designated as developed countries (DCs)
or the North, and middle- and low-income countries as developing, underdeveloped,
or less-developed countries (LDCs), or the South. Underdeveloped was the term
commonly used in the 1950s and 1960s, but it has since lost favor. Perhaps all
countries are underdeveloped relative to their maximum potential. However, the

3 New Zealand, ranked sixth in GNP per capita in the OECD in 1970, slipped to the bottom among
OECD countries as a result of rapid inflation in the 1970s and the early 1980s. After that, an overzealous
effort to keep inflation in check restricted growth, contributing to a further relative drop for New
Zealand (Economist 2002:31-33).
Graduating from developing to developed country is not merely of academic interest, as the U.S. Agency
for International Development (and other aid agencies) withdrew the GSP (generalized system of tariff
preferences, discussed in Chapter 17) to several graduates in the late 1980s. The GSP had accounted for
more than 10 percent of U.S. exports to prosperous LDCs such as South Korea, Taiwan, Hong Kong,
and Singapore; as much as 5 to 10 percent of these countries’ exports may have been diverted to other
countries as a result of the loss of the U.S. GSP. Additionally, the World Trade Organization/General
Agreements of Tariffs and Trade (WTO/GATT), which sets rules for international trade, had expected
reciprocity among developed countries in trade agreements but extended preferential treatment to
developing countries (Koekkoek 1988:947-957). However, under the GATT Uruguay Round (1986-
94), DCs expect tariff reciprocity from LDCs.

In 19935, the World Bank announced that South Korea became the first country to graduate from a
borrowing country to a contributor to the Bank’s loan funds for LDCs (Kansas City Star 1995:B-6).

a
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term underdeveloped, like less developed, has declined in use recently, not because
it is inaccurate, but because officials in international agencies consider it offensive.
And the term developing countries appears to be a enphemism when applied to parts
of sub-Saharan Africa that grew (and developed) very little, if at all, from the 1970s
through the first decade of the 21st century. Nevertheless, this book uses the latter
term, as it is widely understood within the world community to refer to countries
with low and middle GNP or GNI per capita.’

The 134 Asian, African, and Latin American members of the UN Conference on
Trade and Development (UNCTAD) often are referred to as the third world, a term
originating in the early post-World War II decade.® By refusing to ally themselves
with either the United States or the Soviet Union, nonaligned nations forged a third
political unit in the United Nations. Today, the term has lost its original meaning,
no longer connoting nonalignment but distinguishing the low-and middle-income
economies of the developing world from the first world, the high-income capitalist
countries, where capital and land are owned by private entities; and the second world
socialist, or centrally directed countries, where the government owns the means of
production.

Contrary to Western usage, the second world described its economic system as
socialism rather than communism. In Marxian terminology, communism refers to a
later stage of development when distribution is according to needs, money is absent,
and the state withers away. With the collapse of the Soviet Union in 1991, and the
transition of the formerly socialist economies of Russia, East-Central Europe, and
Central Asia toward a capitalist or mixed economy, only Cuba and North Korea are
still socialist. Even Sweden, a social democracy, with an emphasis on taxes and trans-
fers to redistribute income, and France, with indicative planning, which states gov-
ernment expectations, aspirations, and intentions but not authorization (see Chapter
18), are classified in the first world.

The term second world is rarely used now, especially since 1989-91, when Eastern
Europe, the former Soviet Union, Mongolia, China, and Vietnam have been moving,
albeit haltingly, toward the end of transition, with the Communist Party’s loss of
monopoly political power, the private sector accounting for the majority of GDP,
and the market becoming the “dominant coordinator of economic activities” (Svejnar
2002:25 and Kornai 1999). By the mid-to late 1990s, virtually all formerly socialist
economies in Europe had passed their inflection point, the lowest point, for real GDP
since 1989.

This generally rising trend following an early abrupt five-year or so decline still
meant that real GDP per capita, 1989 to 2001, had fallen about one-third in Russia,
more than one-half in Ukraine, and 10 to 40 percent in the rest of the former Soviet
Union. By 2001, only four formerly socialist European nations had attained their

5 T have rejected “emerging market” as reflecting the perspective of the DC investor in or seller to LDCs,
and “emerging nation” as a euphemism not preferable to “developing country” or “developing nation.”

6 The purpose of UNCTAD or Group of 77, a permanent organization first convened with 77 members in
1964, is to enhance the position of LDCs in the world economy. The Group of 77 comprises four-fifths
of the population of the world and one-fifth of its GNI.
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1989 real GDP by 2001: Poland, which reached its 1989 level in the mid-1990s,
and Slovenia, Hungary, and Slovakia, achieving 1989 levels in the late 1990s. Unem-
ployment rose to 16 percent of the labor force in Poland, 10 percent in Russia, and
7-19 percent in the rest of East-Central Europe in 2000 (Svejnar 2002:9-11). Some
states of the former Soviet Union are not likely to attain their 1989 real GDP until
near the end of the first (or even the second) decade of the 21st century. With the
widespread overestimation of the pre-1989 output of the former European and Soviet
socialist countries, and the collapse of their output just after 1989, these countries
are now included among developing (mostly middle-income) countries.

Branko Milanovic and Shlomo Yitzhaki (2001), in decomposing a global income
distribution, ask, “Does the World Have a Middle Class?” between the first and
third worlds, and answer “No.” Their division gives new meaning to the concept
of a tripartite world. The first world, richer or equal to real GDP per capita in Italy
(PPP$8,000 or more in 1999), represents 16 percent of the world’s population, and
the third world, with income equal or less than Brazil’s (PPP$3,470, about equal
to the official poverty line in Western Europe), comprises 78 percent of the world.
Only 8 percent is left for the world’s middle class! This three-part grouping, leaving
very little overlap, captures more than 90 percent of global inequality.” Chapter 6
discusses the components of global income inequality further.

The South Commission, chaired by the late Julius K. Nyerere, an articulate
spokesperson for the poor who was head of government in Tanzania from 1961
to 1985, declares that “The primary bond that links the countries and peoples of
the South is their desire to escape from poverty and underdevelopment and secure
a better life for their citizens” (South Commission 1990:1). Yet economic inter-
ests still vary substantially between and within the following types of developing
countries: (1) the 26 economies in transition® (East-Central Europe and the former
Soviet Union, all low- and middle-income countries except high-income Slovenia),
recognized as separate by the South Commission (ibid., pp. 3—4); (2) the eight mem-
bers of the Organization of Petroleum Exporting Countries, or OPEC (not including
high-income Kuwait and the United Arab Emirates); (3) the 48 poorest countries,
designated as least developed countries, seven listed and starred in the cover table;
and (4) 106 other developing countries.

The label “economies of transition” (implying a passage to the market) may be
a euphemism of the DCs. Those citizens experiencing falling standards of living in
the 1990s and first decade of the 21st century fear destitution before they arrive
at the promised land of long-run equilibrium. Indeed, by 1995, in Russia, Ukraine,
Lithuania, Poland, Hungary, Romania, Bulgaria, and Slovakia, the former ruling
Communist Party (reincarnated as a socialist or social democratic party and opposed
to central planning) had won a parliamentary plurality back from transient ruling

7 Another division is that the world’s lower class walks or hitches rides, the middle class rides
bicycles or takes public transport, and the upper class drives automobiles and may take airline
flights.

8 These low- and middle-income countries resisted classification as “developing countries,” despite
widespread similarities to them in problems of stabilization and reform (see Chapter 19).
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parties or cliques committed to rapid economic reform and liberalization. Still, as
Chapter 19 indicates, today’s economics structure is very different from that of the
early 1990s.

Among OPEC members, high- and upper-middle-income economies are Kuwait,
Libya, Saudi Arabia, Venezuela, the United Arab Emirates, and Gabon. Iran dropped
from upper-middle-income status after the oil output disruptions during the 1979
Iranian revolution and the 1980-88 Iran-Iraq war, and Iraq also fell from the same
status after the war with Iran, the U.N.-imposed trade ban in the 1990s, and the
U.S.-led invasion of 2003. (Alnasrawi 2000:92 estimates that Iraq’s GDP fell 82 per-
cent from 1980 to 1998.) Indonesia, fluctuating between low-income and lower-
middle-income status, and low-income Nigeria, each with populations of more than
90 million, lack substantial surpluses, spending most foreign exchange on basic
import requirements, such as machinery, equipment, food, and raw materials.

In 1971, the United Nations designated 25 countries with a low per capita income,
low share of manufacturing in gross product, and low adult literacy rates as least
developed. A number of countries asked to be so designated, hoping to obtain eco-
nomic assistance, especially from the United Nations. Since then, the United Nations
has added other criteria to this list of marginalized economies, including low lev-
els of human development (on indicators such as life expectancy, per capita calorie
supplies, and primary and secondary school enrollment rates), natural handicaps
(such as a small population, severe climatic risks, landlockedness, and geographi-
cal isolation), and low economic diversification. The list of countries has grown to
48 (including Afghanistan, Angola, Bangladesh, Burkina Faso, Burundi, Cambodia,
Congo Kinshasa, Ethiopia, Haiti, Liberia, Malawi, Mali, Mozambique, Myanmar
or Burma, Nepal, Niger, Rwanda, Somalia, Sudan, Tanzania, Uganda, Yemen, and
Zambia), overlapping greatly with low-income countries. Most least developed coun-
tries, however, are small. Most U.N. supporters of this program feared that DCs
would treat the proposal seriously only if the number of countries were clearly lim-
ited. Thus, populous countries, such as India, Pakistan, Vietnam, and Nigeria (and
even Kenya) were not included (Simonis 1991:230-335; Blackwell 1986:40-41; for
criticism, see Selwyn 1974:35-42).

The four Asian tigers, South Korea, Taiwan (China-Taipei), Singapore, and Hong
Kong (the largest investor in and a major recipient of investment from China, and
a part of China since 1997) are included among the newly industrializing countries
(NICs). The four, which have been growing rapidly despite stumbling temporarily in
the 1997-98 Asian financial crisis, are industrially diversified and high-income coun-
tries. Nine less advanced economies, Mexico, Brazil, Malaysia, Turkey, Argentina,
India, China, Portugal, and South Africa, among others, are sometimes included
among NICs (Sewell, Tucker, and contributors 1988:204).

China, a lower-middle country on a GNI per capita basis, has a GNI PPP of
$5,625 billion, second to the $10,110 billion of the United States in 2002, and
ahead of Japan’s $3,315 billion (World Bank 2004h:252-253). GNI is an indicator
of potential military and diplomatic strength. If China’s total growth continues to
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exceed that of the United States, China may surpass the United States by the second
to third decade of the 21st century.

LDC debtors, such as Argentina, Brazil, Bangladesh, Kenya, and Cote d’Ivoire,
have been interested in the expansion of official loan facilities, especially to finance oil
imports. Their attempts to improve financing were directed at OPEC countries. Nev-
ertheless, OPEC countries have maintained an alliance with oil-importing, developing
countries on a broad range of economic and political issues in international forums.
Many OPEC countries and oil-importing LDCs shared a concern with debt relief and
rescheduling, economic adjustment, and macroeconomic stabilization. Additionally,
most OPEC countries, despite their high per-capita GNP, face problems common to
most of the developing world — high illiteracy, high infant mortality, and dependence
on imported technology. The NICs (both four and nine), which rely heavily on man-
ufactured exports, have been more interested in reduced DC trade barriers against
manufacturers than in the reduced DC agricultural subsidies and primary commodity
stabilization sought by Uganda, Malawi, Sri Lanka, and Honduras.

Still in 1974 to 1975, NICs (none then among high-income countries) and OPEC
countries joined with other developing economies in the successful adoption by the
U.N. General Assembly of a declaration on principles and programs to reduce the
adverse impact of the international economic order on LDC development. This order
includes all economic relations and institutions, both formal and informal that link
people living in different nations. These economic institutions include international
agencies that lend capital, provide short-term credit, and administer international
trade rules. Economic relations include bilateral and multilateral trade, aid, bank-
ing services, currency rates, capital movements, and technological transfers. Amid
the tepid response by DCs, LDCs have changed their strategies, eschewing compre-
hensive strategies on the world order but continually pressing for concessions on
various fronts, including lobbying for reduced DC tariffs and subsidies in the World
Trade Organization (WTO), which administers international trade rules; seeking debt
reductions for highly-indebted poor countries; and tying U.N. millennium develop-
ment goals to aid to decrease poverty and illiteracy.

Problems with Using GNP to Make Comparisons over Time

Economists use national-income data to compare a given country’s GNP or GNI
over time. The inside front cover table shows the economic growth of 63 of
123 countries, 1973 to 1998. For example, Malaysia’s growth in GDP per capita
was 4.16 percent yearly. On the basis of a simple calculation, you might state, “This
means that Malaysia’s GNP capita in 1998 was 277 percent (1.0416%%) of what it
was in 1973.” Yet a statement such as this, based on official growth figures, is subject
to serious question as to accuracy.

Students know that the GNP price deflator affects government and World Bank
figures for GNP and its growth. Whether the price deflator is 112.5, 125, 150, or
another figure depends on which weighted price index is used. A number of countries,
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especially in Africa and Eastern Europe, have not changed the quantity weighting of
commodity prices since before 1972, despite substantial output structural change.
Economic development changes prices with shifts in supply and demand. A newly
modernizing country may find that a good, such as steel, which is of little importance
in the output mix in the premodern era, looms large during the process of modern-
ization. Whether the country uses early or late (sometimes premodern or modern)
weights in devising a price index makes a substantial difference in determining how
large the price deflator will be in adjusting GNP growth.

Let us use Malaysia to illustrate the price-index problem. In showing how Malaysia
calculates its GNP price deflator, assume that Malaysia produces only two goods, elec-
tronic calculators and rubber boots. Suppose Malaysia produces 20 million electronic
calculators at R400 apiece (with R the Malaysian currency ringgit) and 200 million
pairs of rubber boots at R100 per ton in 1973, and 100 million calculators at R100
apiece and 400 million pairs of rubber boots at R200 per ton in 1998. The output
of boots grew steadily as prices doubled, whereas the output of calculators increased
fivefold and prices were cut substantially, as the industry benefited from large-scale
economies and a rapidly-improving technology.

Malaysia may use the Laspeyres price index, applying base-period or 1973 (not
late-year or 1998) quantities to weight prices. The aggregate price index

P— X Pnqo
X poqo
where p is the price of the commodity produced, g the quantity of the commodity
produced, 0 the base year (here 1973), and #n the given year (1998).
(20 m. calculators x R100) + (200 m. units of boots x R200)
(20 m. calculators x R400) + (200 m. units of boots x R100)

_ R42,000 million
~ R28,000 million

(2-1)

P=

=15

Many countries compute real growth (similar to Box 2-1) by using current price
weights, similar to the Paasche price index, which applies terminal-year (1998) out-
puts for weighting prices, so that price index

PZZM%
ZPan

(2-2)

In Malaysia, then
(100 m. calculators x R100) + (400 m. units of boots x R200)

P=
(100 m. calculators x R400) + (400 m. units of boots x R100)
_ R90,000 m%ll?on 1125
R80,000 million

In Malaysia, the GNP price deflator using the Laspeyres index, 1.5, exceeds that
using the Paasche index, 1.125. To the extent that industries with more rapid growth,
such as the electronic calculator industry, show relatively less rapid increases (or here
even reductions) in price, a Laspeyres index, which uses base-period weights, will
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show higher values than Paasche-type indexes, which use weights from a current
period.” The Laspeyres index is biased upward and the Paasche index biased down-
ward. Although the Fisher ideal index, a geometric average of the Laspeyres and
Paasche indices, removes bias, it is not used much because of its complexity.

National-income statisticians may not find adequate price weights for wonder
drugs and other new goods recently discovered. In “Viagra and the Wealth of
Nations,” Paul Krugman asks (1998:24), How do we compare today’s price for a
good not available at any price in 1973 — the Internet, fax machine, microwave oven,
video-cassette player, automatic teller machine, music file transfer, or a drug to cure
cancer, male impotence (Viagra), baldness, and Altzheimer’s? What was the cost of a
substitute for Viagra or electronic mail in 19732 Any imputation falls short of captur-
ing the real improvements in today’s living standards from a wider choice of goods
and services.

Problems in Comparing Developed and Developing
Countries’ GNP

International agencies generally do not collect primary data themselves. These agen-
cies almost always base their statistical publications on data gathered by national
statistical agencies that often use different concepts and methods of data collec-
tion. The United Nations has not yet successfully standardized these concepts and
methodologies (Srinivasan 1994:3-27). But aside from these problems, there are
other incomparabilities, especially between the GNPs of rich and poor countries.

According to the cover table, per capita GNI or GNP varies greatly between coun-
tries. For example, compare the GNP per capita of India and the United States. The
2003 U.S. GNP per capita of $37,610 is more than 70 times that of India’s $530.
Could an Indian actually survive for one year on less than the weekly income of an
average American? In reality, income differences between developed and developing
countries are very much overstated.

One difference is that developed countries are located in predominantly temper-
ate zones, and LDCs are primarily in the tropics. In temperate areas such as the
northern United States, heating, insulation, and warmer clothing merely offset the
disadvantages of cold weather and add to GNP without increasing satisfaction.

Apart from this discrepancy, the major sources of error and imprecision in com-
paring GNP figures for developed and developing countries are as follows:

1. GNP is understated for developing countries, because a greater proportion of
their goods and services are produced within the home by family members for
their own use rather than for sale in the marketplace. Much of the productive
activity of the peasant is considered an integral part of family and village life,
not an economic transaction. The economic contribution of the housewife who
grinds the flour, bakes the bread, and cares for the clothes may not be measured

9 A useful mnemonic device for remembering Laspeyres is “long time ago” and Paasche is “present.”
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in GNP in poor countries, but the same services when purchased are included in a
rich country’s GNP. In addition, subsistence farmer investments in soil improve-
ments and the cultivation of virgin land are invariably understated in national
income accounts. Although a shift from subsistence to commercial production
may be slow enough to be dismissed in a country’s GNP for three to five years,
it is an important distortion for longer run or intercountry comparisons. Heston
(1994:39) estimates that, in 1975 in LDCs, the mean share of the subsistence sec-
tor in GDP was 15 percent but does not estimate GDP’s corresponding margin
of error for GDP.

In some ways, distortions in income differences between the poor country
and rich country are analogous to those between the United States in the 19th
and 20th centuries. Although estimates indicate U.S. real per capita income for
1870 was one-eleventh what it was in 1998, adjustments would indicate a figure
closer to one-fifth. Great-great-great-grandfather grew his fruits and vegetables,
raised dairy cattle for milk and sheep for wool, and gathered and chopped fire-
wood. Great-great-great-grandmother processed the food, prepared the meals,
and sewed quilts and clothes for the family. But few of these activities added
to national product. Today, their great-great-great-grandchild purchases milk,
fruits, and vegetables at the supermarket, buys meals at restaurants, and pays
heating bills — all items that contribute to national product. Moreover, our great-
great-great-grandparents’ grain output, when estimated, was valued at farm-gate
price, excluding the family’s food processing. Statistics show U.S. cereal product
consumption increased by 24 percent from 1889 to 1919, although it decreased
33.5 percent if you impute the value of economic processes at home, such as
milling, grinding, and baking (Usher 1968:15; Kuznets 1971:10-14). Analo-
gously, most food consumed by the poor in low income economies is valued at
the farm price, because most grow their own food or buy food at farm prices.
Thus, part of today’s increased GNP per capita (over that of our great-great-
great-grandparents) occurs because a larger percentage of consumption enters
the market and is measured in national income.

. GNP may be understated for developing countries, where household size is sub-

stantially larger than that in developed countries, resulting in household scale
economies. Although it is not accurate to say that “two can live as cheaply as
one,” it is true that two can live more cheaply together than separately. India’s
average household size is 5.2 compared to the U.S.’s 2.6; moreover, a larger
percentage of the average Indian household consists of children, who consume
much less food than adults. If we adjust India’s income to an equivalent-adult,
equivalent-household (EAEH) income based on household size and children
percentage, India’s per capita income is roughly 10 percent higher (Firebaugh
2003:46-69, who provides EAEH adjustment. The EAEH adjustment in Africa
is more than 10 percent, as its population growth rate and average household
size are larger than India’s; see Chapter 8).

. GNP may be overstated for developed countries, because a number of items

included in their national incomes are intermediate goods, reflecting the costs
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of producing or guarding income.'® The Western executive’s business suits and
commuting costs should probably be considered means of increasing produc-
tion rather than final consumer goods and services, just as expenditures on
smog eradication and water purification that add to national income are really
costs of urbanization and economic growth. Furthermore, part of defense spend-
ing is a cost of guarding higher incomes, and not for national power and
prestige.!!

The exchange rate used to convert GNP in local currency units into U.S. dol-

lars, if market clearing, is based on the relative prices of internationally traded
goods (and not on purchasing power — see later). However, GNP is understated
for developing countries because many of their cheap, labor-intensive, unstan-
dardized goods and services have no impact on the exchange rate, as they are
not traded. Many of the necessities of life are very low priced in dollar terms.
In 2003, for example, rice — the staple in the diet of an Indian villager — cost
10 rupees (about 20 U.S. cents) per capita per day.!? Also, services in India
tend to be inexpensive. Thus, 2003 annual salaries for elementary teachers were
about one-tenth as high as those in the United States — a case that surely over-
states differences in the quality of instruction. (See Chapter 17, which indicates
that recently trade in services has increased with enhanced globalization, which
will reduce somewhat the scope for this distortion in the future.)

GNP is overstated for countries (usually developing countries) where the price
of foreign exchange is less than a market-clearing price. This overstatement can
result from import barriers, restrictions on access to foreign currency, export
subsidies, or state trading. Suppose that in 2003 India’s central bank had allowed
the exchange rate to reach its free market rate, Rs. 85 = $1, rather than the official
rate of Rs. 44.20 = $1. Then the GNP per capita figure of Rs. 23,430 would have
been $276 (23,430 divided by 85) rather than $530 (23,430 divided by 44.20).
On balance, other adjustments outweigh this effect, so that income differences
between rich and poor countries tend to be overstated.'

This statement is somewhat speculative, as intermediate-good output is difficult to measure. In addition,
as LDCs become more affluent and urbanized, the percentage of their output devoted to intermediate
goods has increased.

When we use GNP as a measure of welfare, we do not inquire about the composition of output
between civilian and military goods, between milk and cigarettes, or between pornographic litera-
ture and Shakespeare. Most economists assume, for example, that military spending, when it adds
to national prestige and power, increases the satisfaction of its citizens. Yet countries such as Benin,
which spend only $6 per person on the military, have more resources available for civilian goods and
services than Pakistan, which spends $27 per person on the military (U.N. Development Program
1994:170-171; World Bank 1994:162-163).

Sen (1992:1135) argues that “money buys less of some types of commodities in the richer countries.”
For example, in most U.S. localities, money cannot buy repairs for toasters or staplers, or the mending
of shirts and sweaters.

Kuznets (1974:333-336) argues that nonagricultural prices divided by agricultural prices are overstated
in LDCs relative to DCs, thus exaggerating the importance of the fastest growing industrial sectors
and the size of recent LDC growth. However, the finding of Maddison (1983:27-41) is the reverse of
Kuznets’s contention, indicating that, if anything, the nonagricultural sector’s weight is understated in
developing countries relative to that in developed countries.
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Comparison-Resistant Services

Comparison-resistant services, like health care, education, and government adminis-
tration, which comprise more than 10 percent of most countries’ expenditure, distort
cross-national, but not necessarily DC-LDC, GNP comparisons. People do not buy
a clearly defined quantity of university education, crime prevention, health main-
tenance, and forest management as they do food and clothing. The usual ways of
measuring service output are unsatisfactory: by labor input cost or to use productivity
differences for a standardized service (for example, a tonsillectomy) as representative
of general differences (for example, in medicine) (Kravis 1984:1-57; Summers and
Heston 1991:330-31)."* However, because health care and basic education are labor
intensive, a poor economy needs less money than a rich economy to provide the same
services (Sen 1999:48).

Purchasing-Power Parity (PPP)

The next sections, together with Chapter 4 on adjusted net savings and Chapter 13
on green national accounting, examine alternatives to GNP at existing exchange rates
as a measure to compare economic welfare.

Earlier we pointed out that exchange rates omit nontraded goods, and that the
relative prices of nontraded goods to traded goods are lower in developing than in
developed countries. The International Comparison Project (ICP) of the U.N. Statis-
tical Office and the University of Pennsylvania converts a country’s GNP in its own
currency into purchasing-power parity (or international) dollars (PPP$) by measur-
ing the country’s purchasing power relative to all other countries rather than using
the exchange rate.'> Penn researchers Robert Summers and Alan Heston compute
the price level of GNP (P) as the ratio of the purchasing power parity (PPP) exchange
rate to the actual (or market) exchange rate, where both exchange rates are measured
as the domestic-currency price of the U.S. dollar. (GDP or gross domestic product,
sometimes used, is income earned within a country’s boundaries instead of gross
national product, income accruing to a country’s residents.)

14 There are additional distortions in using GNP to measure welfare that affect comparisons, but not
those between DCs and LDCs. Per-capita GNP figures do not consider differences in average work
week and average leisure between two countries. In addition, GNP measures all activity generated
through the market whether the activity is productive, unproductive, or destructive. An outbreak of
influenza leading to greater drug sales increases GNP, although absence of the disease, by decreasing
pharmaceutical consumption, reduces GNP. Likewise, durable buildings decrease future GNP because
they reduce future construction demand. Wars or earthquakes may increase GNP, since they lead to
reconstruction. Furthermore, during war, as tanks and bombers go up in smoke, the effective demand
for new production may increase (Valaskakis and Martin 1980).

Another distortion is the black market, which is not adequately covered in official data. The black
market originates in the process of evading or avoiding the fiscal or legal system (of prices or exchange
rates). Srinivasan (1994:8-9) estimates that black-market income comprised 18 to 21 percent of official
GDP in India in 1980-81. Although this share of GDP is probably larger than black-market income
shares in U.S. GDP, how the relative share of black-market income varies generally between DCs and
LDCs is not certain.

15 More recently, the World Bank has computed PPPs, although Deaton (2003) is concerned that they are
less stable and accurate than the previous U.N.-Penn figures.
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The PPP exchange rate is that at which the goods and services comprising gross
domestic product cost the same in both countries. If people around the world con-
sumed a single commodity, such as rice, constructing PPP exchange rates would be
simple. Analogously, the London Economist assumes only one good, the Big Mac,
calculating the Big Mac PPP, the exchange rate at which this McDonald’s hamburger
costs the same in all countries.

In 2003, a Big Mac price of Real 4.55 in Brazil and $2.71 in the United States meant
a PPP of Real 1.68 = $1 compared to the actual exchange rate of Real 3.07 = $1,
so that P was 55 percent and the Real (Brazil’s currency) was undervalued by almost
45 percent, indicating hamburgers were cheap in Brazil. Similarly, the South Korean
Big Mac price of Wan 3537 indicates a PPP of Wan 1296 = $1 compared to an
exchange rate of Wan 1258 = $1, with P of 1.03 percent. In 2003, the U.S. dollar
was strong, with only a few currencies, such as the Swiss franc, overvalued; the Big
Mac price of Sfr5.86 corresponds to a PPP of Sfr2.21, compared to the actual rate of
Sfr1.30, with P 170 so that the Swiss franc was overvalued by 70 percent (Economist
2003b:68; Economist 2003e).'® In the real world, although the purchasing power
of rupees, the Indian currency, Rs. 9.40 = $1, the exchange rate is Rs. 50.71 = $1,
so that India’s P is 18.8 percent of that of the United States. The nominal GNP per
capita for 2001, $460, divided by P, 18.8 percent, equals PPP$2,450 or real GNP
per capita.

The Penn economists use a series of simultaneous equations to solve the PPP for 81
(60 in the mid-1980s and 34 in the 1970s) benchmark and quasi-benchmark coun-
tries and world average prices for 400 to 700 commodities and services, specified
in detail for quantity and quality. The averaging, which uses a specialized multi-
ple regression, is designed to consider the fact that not every country prices every
item. If a country fails to price an item (for example, the rental of an apartment in a
20-year-old multistoried building, of 120 square meters, with central heating, and one
bathroom), researchers calculate the cost of making appropriate quality adjustments
to a substitute item that is directly observable. Indeed, the Penn researchers describe
their basic procedure as the potato-is-a-potato rule. “A potato with given physical
characteristics was treated not only as the same produce but also as the same quantity,
whether it was purchased in the country or in the city, in January or in June, by the
piece or by the bushel, and whether it was purchased at a retail market or consumed
out of own production” (Kravis, Heston, and Summers 1983:31). For 57 nonbench-
mark countries, the economists use a shortcut estimating equation in which PPP is
a function of nominal GNP per capita, steel production per capita, telephone use,
motor vehicles, and other variables (Summers and Heston 1991:327-68 and CD).

16 Should MacDonald’s open a franchise in India, it would probably not serve Big Macs, as many Indians
refrain from eating beef for religious reasons.

John Williamson (1994:13) is not amused by Big Mac PPPs. He rightly indicates that the effort of
the Economist, which interprets PPP in terms of the classic contention that the nominal exchange rate
should reflect the purchasing power of one currency against another, is a “misconceived endeavor.”
Moreover, Williamson points out a major discrepancy between the Big Mac and Burger King Whopper
index.

Economist (2004a:67) calculates a Starbucks’ tall-latte index, comparing it to the Big Mac index.
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The World Bank—Penn estimates indicate a P of 29.0 percent for sub-Saharan
Africa, 19.6 percent for South Asia, 22.3 percent for East Asia and the Pacific,
38.2 percent for the Middle East and North Africa, 50.3 percent for Latin America
and the Caribbean, 28.0 percent for East and Central Europe and Central Asia, and
96.5 percent for the high-income economies. The figure for sub-Saharan Africa means
that its purchasing-power adjusted (I$) GNP per capita, $1,620, is 3.447 (1/.290)
times its GNP converted into U.S. dollars at the existing exchange rate, $470 (World
Bank 2003h:235).

How much must an average-income earner in India have to earn in U.S. dollars to
attain the same living standard (that is, same basket of goods) in the United States
that the earner does in India? How does this dollar amount compare with the average
income earned in the United States?

P (or the price level of GNP), 18.4 percent for India, indicates that U.S. per-capita
GNP is not 70 times but 13 (70 x .184) times that of India. (The percentage of
GNP to GDP is from the CD from Summers and Heston 1991:327-68.) The U.S.
per-capita expenditure on food is almost 11 times what it is in India, but this is
only six times with adjustments in purchasing power. For staples such as bread, rice,
and cereals, U.S. per-capita consumption is twice that of India but only 1.5 times
as much with the adjustment (Kravis 1984:1-57; Summers and Heston 1988:1-
25; Summers and Heston 1984:207-262; Kravis 1986:3-26; Kravis, Heston, and
Summers 1978b; Kravis, Heston, and Summers, 1978a:215-242; Kravis, Heston,
and Summers 1993; Summers and Heston 1991:327-368). Or, as Princeton’s Angus
Deaton (2003) indicates, Rs. 442 would convert to $10 at the official exchange rate
but to $44 at the “food” exchange rate.

Yet these comparisons do not provide answers to these two questions. You need
to determine the dollar price of India’s basket of goods and services (wheat cakes,
mangos, papayas, rice, sitars, brass tables, and so forth) in the United States and then
compare this figure to the dollar price of U.S. average income. Although we cannot
indicate the ratio of the dollar price of GNP per capita in the United States to that
in India, the ratio is clearly less than 28. If Indians need to replicate their goods,
and cannot substitute wheat bread for wheat cakes, oranges for mangos, potatoes
for rice, violins for sitars, or wooden for brass tables, the ratio might be very low;
indeed, it might cost the U.S. per-capita income to replicate these goods in the United
States. How detailed the goods are specified determines how high the ratio is and
how well off India appears.

Put the shoe on the other foot. How much must an average income earner in the
United States earn in rupees to secure the same living standard in India that the person
acquires in the United States? The rupee price of an average U.S. basket of goods
(including milkshakes, hamburgers, computers, automobiles, rock-and-roll compact
disks, and so forth) would be substantially more than 28 times the average Indian
basket. The U.S. consumption basket would be more costly relative to the Indian
basket the more Americans refuse, for example, to consume yogurt and vegetables
instead of milkshakes and hamburgers.

Dan Usher (1968) suggests that you can compare income per capita more directly if
you calculate the geometric average of (1) the ratio of the U.S. to Indian output of per
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capita goods and services in relative prices in dollars, and (2) the ratio of the U.S. to
Indian output of per capita goods and services in relative prices in rupees. We might
expect this geometric average to correspond roughly to ICP results. Both analyses,
however, assume no substitution in consumption resulting from changes in prices.

A majority of the 138 countries with PPP adjustments are either nonbenchmark
countries (and thus based on an estimating equation) or quasi-benchmark countries,
with substantial missing variables for commodities or services. The problems are
even more serious when you require a reliable time series. The quality of data for
former socialist countries is especially suspect. T. N. Srinivasan (1994:241) contends
that Summers and Heston “use problematic procedures of extrapolation from data
for a few years and countries to many more.” Both nominal GNP and its PPP are
subject to a margin of error.

PPP, based on calculating detailed prices for a large number of commodities, repre-
sents the product of substantial time and effort. Nevertheless, GNP PPP is relatively
easy to interpret, and in recent years, readily available, as Ps and PPPs are assumed
relatively stable from year to year (World Bank 2003h:245).

By and large, the greater the difference in per capita income between two countries,
the greater the correction for purchasing power. Chapter 6 indicates that worldwide
income inequality is reduced considerably when the gross product in developing
countries is adjusted for purchasing power.

In this book, we use PPP national-income data when they are available, because
they more accurately reveal relative material well-being.

Measurement Errors for GNP or GDP Adjusted
for Purchasing Power

What are the confidence intervals for gross product PPPs? (Whether we use GDP
or GDP is not an issue, as the cross-national correlation of GDP and GNP is close
to perfection [with r = 1.0] for the world, according to Firebaugh 2003:34, 100).
The Penn researchers assign letter grades from “A” to “D” for the quality of GDP
estimates for each country, 1960 to 1989. The margin of error is: A = £9 percent
(18 nations), B+ = £12 percent (7 nations), B = £15 percent, C+ = +18 per-
cent (1 nation), C = 421 percent (34 nations), C— = +24 percent, D+ = +27 per-
cent (11 nations), and D = £30 percent (38 nations) (Firebaugh 2003:111-112, 232;
Summers, Heston, Aten, and Nuxoll 1994; Summers and Heston 1991: appendix 2).
For China, a special case, comprising one-fifth of the world’s population, the error
is 50 percent (Firebaugh 2003:111).17 Although there is no reliability grade for
World Bank data after 1989, we can assume confidence intervals similar to earlier
data.

This margin of error may shock many readers. Kravis and Lipsey (1990: abstract)
contend that the margin of error for the worst GDP PPP estimates “is still a
small range of error compared to that stemming from the use of exchange rates

17 For example, as Chapter 19 indicates, Chinese growth rates are overstated as they are heavily based
on growth in physical output rather than deflated expenditures. See Lardy (1992:150-155).
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to convert own-currency to common currency measures of output.” Because nations
are relatively consistent in procedures used over time, then the direction of bias is
likely to be consistent over time, meaning that the margin of error for growth rates
is much smaller (Firebaugh 2003:109-110, 232-232).

Derek Blades (1980:71-72) estimates that, given the errors of population growth
and price weights used to aggregate output indicators, the confidence interval for
the economic growth of LDCs may be as much as 2 to 3 percent. For Africa, Blades
suggests an estimated growth of 0 percent in GNP per capita yearly, 1973 to 1998
(inside front cover table), together with a confidence interval of 3 percent, means an
estimated growth rate that is likely to be between —3 percent and 3 percent.!®

Additionally, there may be problems in estimates of sectoral aggregate output that
distort GNP figures. In many LDCs, production estimates for domestic food crops,
often the largest sector in the economy, are based on informal estimates agricultural
officers make about whether output increased or decreased. Here even small errors
may be of major importance. Assume GNP in 2003 is $10,000 million. If GNP in
2004 is $10,300 million, with a 5-percent margin, much from agriculture, the range
is between $9785 million (a 2.15-percent decrease in GNP) and $10,815 million (an
8.15-percent increase).

A Better Measure of Economic Development?

But even with the more precise U.N.—Penn figures, using income as a measure of
development is a weak tool, and efforts have been made to replace GNP per capita
with a more reliable measure — usually an index of several economic and social
variables.

THE PHYSICAL QUALITY OF LIFE INDEX (PQLI)
One alternative measure of welfare is the PQLI, which combines three indicators —
infant mortality rate, life expectancy (at age one, to not overlap with infant mortality),
and adult literacy rate, the ability to read and write in any language (in percentage).
The first two variables represent the effects of nutrition, public health, income, and
the general environment. Life expectancy is positively correlated with GNP per capita
through the impact of GNP on incomes of the poor and public spending, especially
on health care; indeed, GNP adds no extra explanation to those of poverty and
public health expenditure (Sen 1999:44; Anand and Ravallion 1993). Infant mortality
reflects the availability of clean water, the condition of the home environment, and
the mother’s health. Literacy is a measure of well-being as well as a requirement for
a country’s economic development (McLaughlin et al. 1979:129-133).

Critics of this measure stress a close correlation between the three PQLI indicators
and the composite index and GNP per capita. Nevertheless, figures on PQLI (between
the most unfavorable performance in 1950, valued at 0, and the most favorable

18 T have adjusted Blades’s statement to apply to 1973-98 growth rates shown in the inside front cover
table (Blades 1980:71-72; Heston 1994:48-49).
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figure, 100, expected by the year 2000) reveal exceptions to the correlation (see
inside front cover table). For instance, China’s life expectancy and infant mortality
rates, matching those of the United States in 1940, were achieved at a per-capita
income of $490. By contrast, a relatively high per capita does not necessarily reflect
widespread well-being, as in the case of affluent oil countries such as Saudi Arabia
and Oman.

However, PQLI indicators are of limited use in distinguishing levels of development
beyond middle-income countries. All three PQLI variables — life expectancy, literacy,
and infant mortality — are highly related to per-capita income until nutrition, health,
and education reach certain high levels, then the value of the variables levels off. These
indicators have asymptotic limits reflecting biological and physical maxima (Hicks
and Streeten 1979:572-5785.) Thus, except for city-states Hong Kong and Singapore
and affluent oil exporters Kuwait and the United Arab Emirates, all high-income
countries have infant mortality rates below 10 per 1000, literacy rates of 98 percent
or above (except for Portugal’s and Singapore’s 92 percent, Israel’s 95 percent, and
Greece’s 97 percent), and a life expectancy of 75-80 years (except for South Korea
with 73 years).

There are difficulties with PQLI not encountered with standard per-capita GNP
data. Scaling and weighting a composite index, as with PQLI, present a problem,
because rescaling raw data to a 0—1 range is somewhat arbitrary and there is no clear
conceptual rationale for giving the core indicators equal weights. Moreover, 87 of
117 LDCs with PQLI figures have not compiled reliable data on life expectancy since
1980, and 60 LDCs lack data on adult literacy since 1980 (Srinivasan 1994b:238-
243; Srinivasan 1994¢:1-2). In addition, as scholars changed their estimates of the
most favorable figures for components by 2000, the maxima and scaling for PQLI
indicators have had to be changed. Furthermore, economists question the meaning
of the PQLI growth rate, called the disparity reduction rate, not only because of the
unreliable time-series data but also because most high-income countries are pressing
near the practical maximum (99 to 100 percent for adult literacy, for example) for
some indicators, giving little scope for growth.

THE HUMAN DEVELOPMENT INDEX (HDI)
The UN Development Program (UNDP) defines human development as “a process of
enlarging people’s choices. The most critical ones are to lead a long and healthy life,
to be educated and enjoy a decent standard of living” (U.N. Development Program
1990:10). In the face of widespread assessment that the 1980s was a “lost decade” for
developing countries, UNDP has argued that human development disparities between
DCs and LDCs are much less than disparities in income per capita, and that human
development narrowed considerably between DCs and LDCs while income gaps were
widening (U.N. Development Program 1991:16-18). In its effort to measure human
development, UNDP has constructed another alternative measure of welfare, the
Human Development Index.

The HDI summarizes a great deal of social performance in a single composite index
combining three indicators — longevity (a proxy for health and nutrition), education,
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and living standards. Educational attainment is a composite of two variables: a two-
thirds weight based on the adult literacy rate (in percentage) and a one-third weight on
the combined primary, secondary, and tertiary gross enrollment rate (in percentage).
Longevity is measured by average life expectancy (in years) at birth, computed by
assuming that babies born in a given year will experience the current death rate of each
age cohort (the first year, second year, third year, and so forth through the #th year)
throughout their lifetime. The indicator for living standards is based on the logarithm
of per capita GDP in PPP dollars.!”

Calculating the HDI. To construct a composite index, you determine the maximum
and minimum values for each of the three variables — in 2000, life expectancy, from
25 to 85 years, education, adult literacy from 0 to 100, gross enrollment rate from
0 to 100%, and GDP per capita (PPP USS) from $100 to $40,000. You normalize
the observed value for each of the three variables into a 0-1 scale. Then you express
the performance in each dimension as a value between 0 and 1 by the following
formula:

Dimension index = actual value —minimum value/maximum value
—minimum value

Let us compare the indexes and their calculation for India to those of the United
States for 2000 (U.N. Development Program 2002:149-152).

Calculating the life expectancy index:

Maximum life expectancy = 85 India’s life expectancy index
=(63.3-25)/(85 —25)=38.3/60 = 0.64
Minimum life expectancy = 25 U.S. life expectancy index

= (77.0 — 25)/(85 — 25) = 52/60 = 0.87

Calculating the adult literacy index:

Maximum adult literacy rate = 100 India’s adult literacy index
—57.3/100 = 0.573
Minimum adult literacy rate = 0 U.S. adult literacy index = 100/100 = 1.000

Calculating the combined primary, secondary, and tertiary gross enrollment rate:

Maximum combined primary, India’s combined primary, secondary, and
secondary, and tertiary gross tertiary gross enrollment rate
enrollment rate = 100 =55/100 =0.55

Minimum combined primary, U.S. combined primary, secondary, and
secondary, and tertiary gross tertiary gross enrollment rate
enrollment rate = 0 =95/100 = 0.95

19 Ranis, Stewart, and Samman (2005:27) show that “The correlations with under-five mortality [rate
per 1,000 live births] yield exactly the same results as HDI. Under-five mortality also shows similar
correlations with the basic elements of HD [human development] as with HDI. ... The under-five
mortality rate has advantages for some purposes, since it is more precise in terms of changes over time
and less complicated to calculate.”
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Calculating the education index:

India’s education index = 2/3 (adult U.S. education index = 2/3 (adult literacy
literacy index) + 1/3 (gross index) + 1/3 (gross enrollment index)
enrollment index) = 2/3(0.573) + =2/3(1.000) + 1/3(0.95) = 0.6667 +
1/3(0.55) =0.382 + 0.1833 = 0.3167/3 = 0.9834, rounded off to 0.98

0.5653, which UN Development
Program rounds off to 0.57

Calculating the GDP index:
Logarithm of the maximum GDP per India’s GDP index = 3.3725 — 2/4.6021 —

capita (PPP US$) 40,000 = 4.6021 2 =1.3725/2.6021 = 0.53

Logarithm of the minimum GDP per Logarithm of U.S. GDP per capita (PPP US$)
capita (PPP US$) 100 = 2.0000 34,142 in 2000 = 4.53329

Logarithm of India’s GDP per capita U.S. GDP index = 4.53329 — 2/4.6021 —
(PPP US$) 2,358 in 2000 = 3.3725 2 =2.53329/2.6021 = 0.97

Calculating the HDI:

Once you calculate the dimension indices — life expectancy, education, and GDP, deter-

mining HDI is straightforward:
HDI = 1/3 (life expectancy index) + 1/3 (education index) + 1/3 (GDP index)

For India, HDI = 0.21 + 0.19 + 0.177  For the United States, HDI = 0.29 + 0.326 +
=.577 0.323 =0.939

U.N. Development Program (2002: 149-152, 253).

Some critics argue that development problems are essentially economic problems,
a matter of stimulating economic growth. Richard Reichel (1991:57-67) finds that
PPP per capita income explains a large proportion of other HDI components. The
proportion of variation explained, or R2, is 0.783 for life expectancy and 0.535 for
literacy rate. He concludes that we do not need to measure human development sep-
arately from average income. However, most development experts and international
agencies reject Reichel’s position, arguing that income measures still neglect many
important aspects of the development process, leaving much of human development
unexplained (see also Trabold-Nubler 1991:236-243).

One example of a substantial divergence between HDI and income rankings
is that of South Africa, which ranked 107th in GNP per capita but only 129th
among 173 countries in HDI (U.N. Development Program 2002:149-152). Despite
the introduction of a universal adult ballot in South Africa in 1994, the coun-
try’s social indicators still reflect the legacy of decades of a white-ruled apartheid
(racially separate and discriminatory) economy. South Africa, with 0.695 HDI, is
not explained well by its GDP per capita (PPP$9510), comparable to high-human-
development economies Chile (0.833 HDI) and Poland (HDI 0.831). Rather, South
Africa’s HDI, about the same as Algeria, with roughly half the PPP$ GDP per
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capita, and Syria, with less than half average real GDP, may better reflect its welfare
ranking.

In 1992, the purchasing-power adjusted GDP per capita of black, Asian, and
mixed-race South Africa was PPP$1,710, about the same as Senegal’s PPP$1,680,
and in excess of the PPP$1,116 for Africa as a whole. Yet this low income for
36.1 million nonwhite South Africans stands in stark contrast to that of 7.3 mil-
lion white South Africans, PPP$14,920 income per capita, a figure higher than New
Zealand’s PPP$13,970. Life expectancy, an indicator of health, was 62 in South
Africa compared to 72 in Chile and Poland. But life expectancy was only 52 for black
South Africans, 62 for Asians and mixed races, and 74 for whites, 54 for Africa gen-
erally, and 77 for DCs, whereas the adult literacy rate was 67 percent for nonwhites
and 85 percent for whites (Nafziger 1988:18; Lecaillon, Paukert, Morrisson, and
Germidis 1984:46; U.N. Development Program 1993:27, 136; U.N. Development
Program 1994:14-17, 98, 130-131). Racial differences in human capital and dis-
crimination based on social interactions, networks (from racially segregated hous-
ing), informal screening devices, self-reproducing educational disadvantages, and
other socially based means persisted, resulting in no improvement in the relative
status of majority black and mixed-race workers between 1992 and the late 1990s
(Allanson, Atkins, and Hinks 2002:443-459).

HDI, when disaggregated regionally, can vary widely within a country. Kerala, a
south Indian state with one of the lowest incomes per capita in the country but with
a more favorable policy on female education and property ownership, communal
medical care, and old-age pensions, surpasses the Indian average in the following
categories: a life expectancy at birth of 77 years compared to 63 years, an infant
mortality rate of 16 compared to 67 per 1,000, an adult literacy rate of 91 percent
compared to 57 percent, a female literacy rate of 94 percent compared to 54 percent,
and an HDI of 0.68 compared to 0.59 (World Bank 2004h:44-45; U.N. Development
Program 2003:239; U.N. Development Program 1993:27, 136; U.N. Development
Program 1994:14-17, 98, 130-131).

In 1994 in Chiapas state, the Zapatista army, representing Indian smallholders and
landless workers or campesinos, rebelled against Mexico’s ruling party, which they
believed was responsible for their poverty and distress. In the state, PPP$ GDP per
capita was 43 percent below the national average and adult literacy 24 percent below
the national average. During the first decade of the 21st century, Northeast Brazil
lags behind Southern Brazil 71 to 54 years in life expectancy, 93 percent to 61 percent
in adult literacy rate, and 40 percent in real GDP per capita, disparities larger than
those in Mexico (World Bank 1993i:238-304; U.N. Development Program 1993:
19, 135-137; U.N. Development Program 1994:98-99; World Bank 2003h; Sen
1992:126-127; U.N. Development Program 2003:62-63).

HDI does not capture the adverse effect of gender disparities on social progress.
In 19935, the U.N. Development Program measured the gender-related development
index (GDI), or HDI adjusted for gender inequality. GDI concentrates on the same
variables as HDI but notes inequality in achievement between men and women,



2. The Meaning and Measurement of Economic Development 39

imposing a penalty for such inequality. The GDI is based on female shares of earned
income, the life expectancy of women relative to men (allowing for the biological edge
that women enjoy in living longer than men), and a weighted average of female liter-
acy and schooling relative to those of males. However, GDI does not include variables
not easily measured such as women’s participation in community life and decision
making, their access to professional opportunities, consumption of resources within
the family, dignity, and personal security. Because gender inequality exists in every
country, the GDI is always lower than the HDI. The top-ranking countries in GDI
are Australia, the Nordic countries of Norway, Sweden, and Finland, North America
(Canada and the United States), Belgium, Iceland, Netherlands, and the United
Kingdom. The bottom six places, in ascending order for GDI, include Sierre Leone,
Niger, Burundi, Mozambique, Burkina Faso, and Ethiopia; Afghanistan, ranked low-
estin 1995 but lacks 2000 data. In these countries, women face a double deprivation —
low human development achievement and women’s achievement lower than men
(U.N. Development Program 1991:72-79; U.N. Development Program 2002:222—
2425 255-258).

Many who agree that human development needs separate attention are critical of
HDI. HDI has similar problems to those of PQLI - problems of scaling and weighting
a composite index, the lack of rationale for equal weights for the core indicators, and
the lack of reliable data since 1980. Additionally, school enrollment figures are not
internationally comparable, as school quality, dropout rates, and length of school
year vary substantially among and within countries.

Before 1994, the U.N. Development Program shifted the goalposts for life
expectancy, education, and real GDP per capita each year, not allowing economists
to measure growth over time; thus, a country’s HDI could fall with no change or
even an increase in all components if maximum and minimum values rose over time.
In 1994, however, the U.N. Development Program set goalposts for HDI compo-
nents that are constant over time so that economists, when they acquire HDI indices
retrospectively, can compute growth over time (Chamie 1994:131-146; Behrman
and Rosenzweig 1994:147-171; Srinivasan 1994b:238-243; Srinivasan 1994¢:1-2;
U.N. Development Program 1994:90-96).

The concept of human development is much richer and more multifarious than
what we can capture in one index of indicator. Yet HDI is useful in focusing atten-
tion on qualitative aspects of development, and may influence countries with rel-
atively low HDI scores to examine their policies regarding nutrition, health, and
education.

Weighted Indices for GNP Growth

Another reason why the growth rates of GNP can be a misleading indicator of
development is because GNP growth is heavily weighted by the income shares of
the rich. A given growth rate for the rich has much more impact on total growth
than the same growth rate for the poor. In India, a country with moderate income
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inequality, the upper 50 percent of income recipients receive about 70 percent
($350 billion) and the lower 50 percent about 25 percent ($150 billion) of the GNP
of $500 billion. A growth of 10 percent ($35 billion) in income for the top-half
results in 7-percent total growth, but a 10-percent income growth for the bottom-
half ($15 billion) is only 3-percent aggregate growth. Yet the 10-percent growth for
the lower half does far more to reduce poverty than the same growth for the upper
half.

We can illustrate the superior weight of the rich in output growth two ways:
(1) as just explained, the same growth for the rich as the poor has much more effect
on total growth; and (2) a given dollar increase in GNP raises the income of the poor
by a higher percentage than for the rich.

When GNP growth is the index of performance, it is assumed that a $35 billion
additional income has the same effect on social welfare regardless of the recipients’
income class. But in India, you can increase GNP by $35 billion (a 7-percent overall
growth on $500 billion) either through a 10-percent growth for the top 50 percent
or a 23-percent increase for the bottom 50 percent.

One alternative to this measure of GNP growth is to give equal weight to a
1-percent increase in income for any member of society. In the previous example,
the 10-percent income growth for the lower 50 percent, although a smaller absolute
increase, would be given greater weight than the same rate for the upper 50 per-
cent, because the former growth affects a poorer segment of the population. Another
alternative is a poverty-weighted index in which a higher weight is given a 1-percent
income growth for low-income groups than for high-income groups.

Table 2-1 shows the difference in annual growth in welfare based on three differ-
ent weighting systems: (1) GNP weights for each income quintile (top, second, third,
fourth, and bottom 20 percent of the population); (2) equal weights for each quintile;
and (3) poverty weights of 0.6 for the lowest 40 percent, 0.3 for the next 40 percent,
and 0.1 for the top 20 percent. In Panama, Brazil, Mexico, and Venezuela, where
income distribution worsened, performance is worse when measured by weighted
indices than by GNP growth. In Colombia, El Salvador, Sri Lanka, and Taiwan,
where income distribution improved, the weighted indices are higher than GNP
growth. In Korea, the Philippines, Yugoslavia, Peru, and India, where income dis-
tribution remained largely unchanged, weighted indices do not alter GNP growth
greatly (Ahluwalia and Chenery 1974:38-42).

Is poverty-weighted growth superior to GNP-weighted growth in assessing devel-
opment attainment? Maximizing poverty-weighted growth may generate too little
saving, as in Sri Lanka of the 1960s, as the rich have a higher propensity to save than
the poor (Chapter 14).

Although the different weighting systems reflect different value premises,
economists usually choose GNP weights because of convenience and easy interpre-
tation. Given present data, it is easier to discuss poverty reduction by using both
GNP per capita and income distribution data than to calculate poverty-weighted
growth.
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"“Basic-Needs” Attainment

Many economists are frustrated at the limited impact economic growth has had in
reducing third-world poverty. These economists think that programs to raise produc-
tivity in developing countries are not adequate unless they focus directly on meeting
the basic needs of the poorest 40-50 percent of the population — the basic-needs
approach. This direct attack is needed, it is argued, because of the continuing serious
maldistribution of incomes; because consumers, lacking knowledge about health and
nutrition, often make inefficient or unwise choices in this area; because public services
must meet many basic needs, such as sanitation and water supplies; and because it is
difficult to find investments and policies that uniformly increase the incomes of the
poor.

MEASURES

The basic-needs approach shifts attention from maximizing output to minimizing
poverty. The stress is not only on how much is being produced but also on what is
being produced, in what ways, for whom, and with what impact.

Basic needs include adequate nutrition, primary education, health, sanitation,
water supply, and housing. What are possible indicators of these basic needs? Two
economic consultants with the World Bank identify the following as a preliminary
set of indicators (Hicks and Streeten 1979:567-580):20

Food: Calorie supply per head, or calorie supply as a percentage of requirements;
protein

Education: Literacy rates, primary enrollment (as a percentage of the population
aged 5-14)

Health: Life expectancy at birth

Sanitation: Infant mortality (per thousand births), percentage of the population
with access to sanitation facilities

Water supply: Infant mortality (per thousand births), percentage of the population
with access to potable water

Housing: None (as existing measures, such as people per room, do not satisfactorily
indicate the quality of housing)

Each of these indicators (such as calorie supply) should be supplemented by data on
distribution by income class.

Infant mortality is a good indication of the availability of sanitation and clean
water facilities, as infants are susceptible to waterborne diseases. Furthermore, data
of infant mortality are generally more readily available than data on access to water.

20 The International Fund for Agricultural Development measures basic needs through a basic needs index
(BNI), which consists of an education index (adult literacy rate and primary school enrollment rate)
and health index (number of physicians per head of the population, infant mortality, and access to
health care, safe water, and sanitation) (Jazairy, Alamgir, and Panuccio 1992:28-29, 41-44, 392-399).
The BNI especially focuses on indicators of interest to the very poor. Still, the BNI is subject to problems
of scaling and weighting similar to indicators such as the PQLI and HDI.
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GROWTH AND “BASIC NEEDS”

High basic-needs attainment is positively related to the rate of growth of per capita
GNP, as increased life expectancy and literacy, together with reduced infant mortal-
ity, are associated with greater worker health and productivity. Furthermore, rapid
output growth usually reduces poverty (Hicks 1979:985-994). Thus, GNP per head
remains an important figure. But we also must look at some indicators of the com-
position and beneficiaries of GNP. Basic-needs data supplement GNP data but do
not replace them. And, as the earlier South African example indicates, we must go
beyond national averages to get basic-needs measures by income class, ethnic group,
region, and other subgroups (see Chapter 6 for a discussion of inequality).

IS THE SATISFACTION OF BASIC NEEDS A HUMAN RIGHT?

The U.S. Founders, shaped by the scientific and intellectual activity of the Enlight-
enment, wrote in the Declaration of Independence, “We hold these truths to be self-
evident, that all men are created equal; that they are endowed by their Creator with
certain unalienable rights.” The U.N. Universal Declaration of Human Rights goes
beyond such civil and political rights as a fair trial, universal adult vote, and free-
dom from torture to include the rights of employment, minimum wages, collective
bargaining, social security, health and medical care, free primary education, and other
socioeconomic rights. In fact, for many in the third world, the fulfillment of economic
needs precedes a concern with political liberties. In Africa, there is a saying, “Human
rights begin with breakfast”; and a beggar in one of Bertolt Brecht’s operas sings,
“First we must eat, then comes morality.”

Some LDCs may have to reallocate resources from consumer goods for the well-
off to basic necessities for the whole population. However, even with substantial
redistribution, resources are too scarce to attain these social and economic rights
for the masses in most low-income countries. Consider the right of free primary
education. Most low-income countries have less than one-tenth the PPP$ GNP per
capita of the United States, 1.5 times the population share aged 5-15 (see Chapter 8),
and greater shortages of qualified teachers, all of which means a much greater share of
GNP has to be devoted to education to attain the same primary enrollment rates as in
the United States. Far less income would be left over for achieving other objectives,
such as adequate nutrition, housing, and sanitation. Furthermore, primary school
graduates in Africa and Asia migrate to the towns, adding to the unemployed and
the disaffected. A carefully selective and phased educational program, including adult
literacy programs, often can be more economical, and do more for basic needs, than
an immediate attempt at universal primary education.

Setting up Western labor standards and minimum wages in labor-abundant LDCs is
not always sensible. With a labor force growth of 2-3 percent per year, imitating labor
standards from rich countries in LDCs may create a relatively privileged, regularly
employed labor force and aggravate social inequality, unemployment, and poverty.
Economic rights must consider the scarcity of available resources and the necessity
of choice (Streeten 1980:107-111).
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Development as Freedom and Liberation

In the 1970s, some Latin American Roman Catholic radicals, French Marxists, and
scholars sympathetic to China’s Cultural Revolution (1966-76) rejected economic
growth tied to dependence on Western-type techniques, capital, institutions, and
elite consumer goods. These scholars believed that the LDCs should control their
own economic and political destiny and free themselves from domination by Western
capitalist countries and their elitist allies in the third world. According to them, the
models for genuine development were not countries such as South Korea, Taiwan,
and Brazil, but Tanzania, Cuba, and Maoist China, which stressed economic and
political autonomy, the holistic development of human beings, the fulfillment of
human creativity, and selfless serving of the masses rather than individual incentives
and the production of material goods (Goulet 1971:6-10; Gurley 1970:26-38; and
a somewhat different emphasis by Gutierrez 1973).

Since Mao Zedong’s death in 1976, the Chinese government has repudiated much
of the Cultural Revolution’s emphasis on national self-sufficiency, noneconomic
(moral) incentives, and central price fixing and is stressing household and man-
agement responsibility, limited price reform, and investment from and trade with
capitalist countries. After 1982, Presidents Julius Nyerere and Ali Hassan Mwiniyi
of Tanzania agreed that peasant resettlement into planned rural village communities
had been spoiled by corrupt and ineffective government and party officials and the
influence of rich peasants. Although Cuba, in the decade following the victory of
Fidel Castro’s revolution in 1959, provided economic security and met most of the
basic needs of the bulk of the population, average consumption levels have been low
and declining since the 1980s. Consumption standards especially fell after the Soviet
Union ceased its international aid, trade subsidies, and debt writedowns just before
the Soviet collapse of 1991.

The Liberationists were not really criticizing development but, rather, growth
policies disguised as development. Including income distribution and local eco-
nomic control in the definition of development would be a better approach than
abandoning the concept of development.?! For in the 1980s, 1990s, and first
decade of the 21st century, the leaders of China, Tanzania, and Cuba seem to have
replaced the language of liberation with that of development, specifically self-directed
development.

“Development is based on self-reliance and is self-directed; without these char-
acteristics there can be no genuine development....The South cannot count on a
significant improvement in the international economic environment for its devel-
opment in the 1990s....The countries of the South will have to rely increasingly
on their own exertions, both individual and collective, and to reorient their devel-
opment strategies, which must benefit from the lessons of past experience” (South
Commission 1990:11, 79). Dragoslav Avramovic (1991: ii) argues, “Adjustment and

21 Platteau and Gaspart (2003:1687-1703) warn that local control of community-driven development is
vulnerable to capture by local elites.
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development programmes should be prepared, and seen to be prepared, by national
authorities of [Latin American, Asian, and] African countries rather than by foreign
advisors and international organizations. Otherwise commitment will be lacking.”
Many nations, especially in Africa, lack experience in directing their own economic
plans and technical adaptation and progress.

Self-reliance does not mean isolation from the global economy. Perhaps the most
successful developing country, early modern Japan, received no foreign aid and
virtually no foreign direct investment but was liberal in foreign trade and exchange
and the world champion borrower of foreign technology. Japan, in the late 19th
and early 20th centuries, directed its development planning, the creation of financial
institutions, the officials and businesspeople sent to learn from abroad, the foreigners
hired to transfer technology to government and business, the modification of for-
eign technology (especially in improving the engineering of traditional artisans), and
the capturing of technological gains domestically from learning by doing (Nafziger
1995 —see Chapter 3). In a similar fashion, today’s developing countries, when receiv-
ing funds and assistance from DCs and international agencies, should be in charge
of their planning and development so that they can benefit from learning through
experience.

The Nobel laureate Amartya Sen’s (1999) emphasis, on broadening choice rather
than freedom from external domination, has some overlap with the Liberationists’.
Sen argues that freedom (not development) is the ultimate goal of economic life as
well as the most efficient means of realizing general welfare. Overcoming depriva-
tions is a central part of development. Unfreedoms include hunger, famine, ignorance,
an unsustainable economic life, unemployment, barriers to economic fulfillment by
women or minority communities, premature death, violation of political freedom
and basic liberty, threats to the environment, and little access to health, sanitation,
or clean water. Freedom of exchange, labor contract, social opportunities, and pro-
tective security are not just ends or constituent components of development but also
important means to ends such as development and freedom.??

“The relation between incomes and achievements, between commodities and capa-
bilities, between our economic wealth and our ability to live as we would like” may
not be strong and depends on circumstances other than individual wealth (see Sen
1999:13-14, Chapter 6 of this volume on capabilities, and Chapter 7 of this volume

22 Fogel and Engerman (1974, vol. 1, pp. 126-28) indicate that “the life expectation of U.S. slaves
was . .. nearly identical with the life expectation of countries as advanced as France and Holland” and
“much longer [than] life expectations [of | free industrial workers in both the United States and Europe.”
The Marxist economic historian Eugene D. Genovese (1974) agrees with Fogel and Engerman’s views
and indicates that U.S. slaves were materially better off than Russian, Hungarian, Polish, and Italian
peasants during the same period and most of the population of LDCs in 1974. Furthermore, literacy,
life expectancy, and infant survival were probably as high among Southern slaves as Eastern European
peasants (Genovese 1974). However, after the U.S. abolished slavery in 1863, planters could not
reconstruct their work gangs by offering freedmen “the incomes they had received as slaves by more
than 100 percent. Even at this premium, planters found it impossible to maintain the gang system
once they were deprived of the right to apply force” (Fogel and Engerman 1974: vol. 1, 237-238). Sen
(1999:27-29) uses this evidence as support for the contention that the goal of development is freedom
of people to decide “where to work, what to produce, what to consume and so on” (ibid., p. 27).
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on entitlement). Still, democratic rights and liberties are correlated with economic
and food security (see Chapter 7 of this volume on food in India and China). And
low income, together with a deprivation of basic capabilities, contributes to hunger
and poverty.

Small Is Beautiful

Mahatma Gandhi, nonviolent politician and leader of India’s nationalist movement
for 25 years before its independence in 1947, was an early advocate of small-scale
development in the third world. He emphasized that harmony with nature, reduction
of material wants, village economic development, handicraft production, decentral-
ized decision making, and labor-intensive, indigenous technology were not just more
efficient, but more humane. For him, humane means for development were as impor-
tant as appropriate ends.??

Gandhi’s vision has inspired many followers, including the late E. F. Schumacher,
ironically an economist who was head of planning for the nationalized coal industry
in Britain. His goal was to develop methods and machines cheap enough to be acces-
sible to virtually everyone and to leave ample room for human creativity. For him,
there was no place for machines that concentrate power in a few hands and contribute
to soul-destroying, meaningless, monotonous work.

Schumacher believed that productive activity needs to be judged holistically, includ-
ing its social, aesthetic, moral, or political meanings as well as its economic ends.
The primary functions of work are to give people a chance to use their faculties,
join with other people in a common task, and produce essential goods and services
(Schumacher 1973).

Schumacher stressed that LDCs need techniques appropriate to their culture, abun-
dant labor, and scarce capital and these might frequently involve simple labor-
intensive production methods that have become economically unfeasible to DCs.
These technologies are intermediate between Western capital-intensive processes and
the LDCs’ traditional instruments. Yet intermediate technology may not be suitable
when (1) an industry requires virtually unalterable factor proportions; (2) modify-
ing existing technologies is expensive; (3) capital-intensive technology reduces skilled
labor requirements; and (4) factor prices are distorted (see Chapter 9).

Are Economic Growth and Development Worthwhile?

Economic development and growth have their costs and benefits.?* Economic growth
widens the range of human choice, but this may not necessarily increase happiness.
Both Gandhi and Schumacher stress that happiness is dependent on the relationship
between wants and resources. You may become more satisfied, not only by having

23 The U.N. Economic and Social Commission for Asia and the Pacific (1992:1) argues that an integrated
approach to development recognizes that “people are both a ‘means’ and an ‘end’ of development.”
24 Much of the material in this section is from Lewis (1955:420-435).



2. The Meaning and Measurement of Economic Development 47

more wants met, but perhaps also by renouncing certain material goods.?> Wealth
may make you less happy if it increases wants more than resources. Furthermore,
acquisitive and achievement-oriented societies may be more likely to give rise to
individual frustration and mental anguish. Moreover, rootlessness and alienation
may accompany the mobility and fluidity frequently associated with rapidly growing
economies.

BENEFITS

What distinguishes people from animals is people’s greater control over their envi-
ronment and greater freedom of choice, not that they are happier. Control over one’s
environment is arguably as important a goal as happiness, and in order to achieve
it, economic growth is greatly to be desired. Growth decreases famine, starvation,
infant mortality, and death; gives us greater leisure; can enhance art, music, and
philosophy; and gives us the resources to be humanitarian.?® Economic growth may
be especially beneficial to societies in which political aspirations exceed resources,
because it may forestall what might otherwise prove to be unbearable social tension.
Without growth, the desires of one group can be met only at the expense of oth-
ers. Finally, economic growth can assist newly independent countries in mobilizing
resources to increase national power.

COSTS
Growth has its price. One cost may be the acquisitiveness, materialism, and dis-
satisfaction with one’s present state associated with a society’s economic struggles.
Second, the mobility, impersonality, and emphasis on self-reliance associated with
economic growth may destabilize the extended family system, indeed the prevail-
ing social structure. Third, economic growth, with its dependence on rationalism
and the scientific method for innovation and technical change, is frequently a threat
to religious and social authority. Fourth, economic growth usually requires greater
job specialization, which may be accompanied by greater impersonality, more drab
and monotonous tasks, more discipline, and a loss of craftsmanship. Fifth, as critics
such as Herbert Marcuse (1966) charge, in an advanced industrial society, all insti-
tutions and individuals, including artists, tend to be shaped to the needs of economic
growth.

Additionally, the larger organizational units concomitant with economic growth
are more likely to lead to bureaucratization, impersonality, communication prob-
lems, and the use of force to keep people in line. Economic growth and the growth

25 Still evidence in both Western and non-Western societies indicate a “positive relationship between
income and SWB [subjective well-being for individuals] within countries” (Diener 1984:553), yet no
evidence that people on the whole become happier as per capita income rises over time (Firebaugh
2003:221-222). “Because happiness depends on one’s income relative to the income of others, . .. then
happiness varies directly with one’s own income and inversely with the incomes of others. A person
whose income is constant will feel poorer when others’ incomes rise” (ibid., p. 222).

26 Aristotle, who lived during the fourth century B.c.E., believed that economic wealth and surplus helped
enable philosophy, the arts, and virtuous activity.
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of large-scale organization are associated with an increased demand for manufac-
tured products and services and the growth of towns, which may be accompanied by
rootlessness, environmental blight, and unhealthy living conditions. Even though the
change in values and social structure may eventually lead to a new, dynamic equilib-
rium considered superior to the old static equilibrium, the transition may produce
some very painful problems. Moreover, the political transformation necessary for
rapid economic growth may lead to greater centralization, coercion, social disrup-
tion, and even authoritarianism.

Thus, even if a population is seriously committed to economic growth, its attain-
ment is not likely to be pursued at all costs. All societies have to consider other goals
that conflict with the maximization of economic growth. For example, because it
wants its own citizens in high-level positions, a developing country may promote
local control of manufacturing that reduces growth in the short run. The question
is, What will be the tradeoff between the goal of rapid economic growth and such
noneconomic goals as achieving an orderly and stable society, preserving traditional
values and culture, and promoting political autonomy?

RISING EXPECTATIONS

Increasingly, as literacy rates rise, the previously inarticulate and unorganized masses
are demanding that political elites make a serious commitment to a better way of life
for all. These demands in some cases have proved embarrassing and threatening to
elites, as the broad economic growth the lower classes expect requires much political
and economic transformation.

In the face of increasing expectations, few societies can choose stagnation or retar-
dation. Increasingly, the LDC poor are aware of the opulent lifestyle of rich coun-
tries and the elite. They have noticed the automobiles, houses, and dinner parties of
the affluent; they have seen the way the elite escape the drudgery of backbreaking
work and the uncertain existence of a life of poverty; they have been exposed to new
ideas and values; and they are restless to attain a part of the wealth they observe.

So most LDC populations want economic growth, despite the costs. And LDCs
also want better measures of growth and development. The central focus of this book
is to discuss how LDCs can achieve and assess their development goals.

Conclusion

Economic growth is an increase in a country’s per capita output. Economic develop-
ment is economic growth leading to an improvement in the economic welfare of the
poorest segment of the population or changes in educational level, output distribu-
tion, and economic structural change.

Although economists classify countries by income category, rankings by measures
of the level of economic welfare form a continuum rather than a dichotomy.

The third world of Africa, Asia, and Latin America is very diverse, ranging from
the least developed countries with a low per-capita income and little industrialization
to newly industrializing countries.
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The GNP of LDCs is understated relative to that of the United States because
LDCs have a higher portion of output sold outside the marketplace, a smaller share
of intermediate goods in their GNP, and a large percentage of labor-intensive, unstan-
dardized goods having no impact on the exchange rate. The per-capita GNP of LDCs
relative to the United States increases by one and one-half to more than four times
when adjustments are made for purchasing power. Purchasing-power parity national
income data are preferable, when available, because they are a more accurate reflec-
tion of relative welfare.

Per-capita GNP is an imperfect measure of average economic welfare in a country.
For example, social indicators, such as the UNDP’s HDI, suggest that Chile and
Poland have done better in meeting the basic needs of the majority of its people
than South Africa, which has roughly the same average income level. The GDI,
which adjusts HDI for gender inequality, does better in reflecting the adverse effect
of gender disparities on social progress.

Because the income shares of the rich are heavily weighted in GNP, its growth can
be a misleading indicator of development. Alternative measures of growth are those
giving equal weights to a 1-percent increase in income for any member of society, or
those giving higher weights to a 1-percent income growth for lower income groups
than for higher income groups.

Economists who emphasize basic needs stress providing food, housing, health,
sanitation, water, and basic education in LDCs, especially for low-income groups.
However, despite the view that these needs are rights, resources may be too limited
in LDCs to guarantee their fulfillment.

Some economists wish to substitute the goal of liberation, or freedom from exter-
nal economic and political control, for that of economic development, which they
understand as implying economic growth dependent on Western techniques, capital,
institutions, and consumer goods. However, the countries they choose as examples
fall far short of the liberation they espouse.

Amartya Sen contends that freedom of choice is the ultimate goal of economic
life. The relationship between incomes and achievements and between wealth and
satisfaction with life may be weak, depending on factors other than income.

Is economic growth worthwhile? People increase their happiness, not only by hav-
ing more wants met but also by renouncing certain material goods. However, eco-
nomic growth gives us more control over our environment and greater freedom of
choice. Yet the LDCs, faced with rising expectations, may not have the option of a
no-growth society.

TERMS TO REVIEW

e apartheid e disparity reduction rate
* Asian tigers * economic development
¢ basic needs approach * economic growth

* comparison-resistant services * economies in transition

¢ developed countries (DCs) e first world
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e Fisher ideal index ¢ newly industrializing countries (NICs)
e Gender-related Development Index ¢ Organization of Petroleum Exporting
(GDI) Countries (OPEC)
e GDP (gross domestic product) e price level of GDP (P)
e GNP (or GNI) e Paasche price index
e GNP (or GNI) per capita e Physical Quality of Life Index (PQLI)
e GNP (or GNI) price deflator ¢ Purchasing Power Parity (PPP)
¢ high-income countries e poverty-weighted index
e Human Development Index (HDI) * real economic growth
e indicative planning * second world
¢ International Comparison Project e social democracy
(ICP) e socialism
e international economic order e third world
¢ Laspeyres price index * United Nations Conference on Trade
¢ least developed countries (LLDCs) and Development (UNCTAD)
¢ low-income economies e World Trade Organization (WTO)
¢ middle-income economies e world’s middle class

QUESTIONS TO DISCUSS

1.

Is economic growth possible without economic development? Economic devel-
opment without economic growth?

. What do you consider the most urgent goals for LDCs by 2015? Why are these

goals important? What policy changes should LDCs undertake to increase the
probability of attaining these goals?

. Give an example of a LDC that you think has had an especially good (poor)

development record in the past two to three decades. Why did you choose this
LDC?

. List three or four countries that have moved significantly upward or downward

in the GNP per capita rankings in the last several decades. What factors have
contributed to their movements?

. How useful are generalizations about the third or developing world? Indicate

ways of subclassifying the third world.

. Discuss the price-index problem that LDCs face in measuring economic growth.
. According to World Bank’s World Development Indicators, 2003, Canada’s 2001

GNI per capita ($21,930) was about 63 times higher than Kenya (with $350).
Can we surmise that the average economic well-being in Canada was about 63
times the average economic well-being in Kenya?

. Nigeria’s 2001 GNP per capita was $290, more than one and one-half times that

of neighboring Niger’s $180. What other assessments of socioeconomic welfare
(other than GNP per capita in U.S. dollars at the prevailing exchange rates)
could be used in comparing Nigeria and Niger? What are the advantages and
disadvantages of these alternative assessments?
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9. Compare basic needs attainment, HDI, PQLI, and the International Comparison
Project’s Purchasing Power Parity to GNP per capita in U.S. dollars at existing
exchange rates as measures of economic well-being.

10. In what ways are conventional basic-needs measures inadequate in assessing the
material welfare of the poorest 20 percent of a developing country’s population?

11. Are economic welfare and political freedom complementary or competing
goals?

12. Choose a country, for example, your own or one you know well. What have
been the major costs and benefits of economic growth in this country?

GUIDE TO READINGS

The World Bank, U.N. Development Program, IMF, and International Labour Orga-
nization publish annual statistical sources on LDCs and DCs. Many of the same
sources are available online, sometimes in preliminary form before publication, or
as a CD-ROM. T have listed some URLs that were available when I searched the
Internet. URLs can change or may no longer be available. However, these listings or
use of a search engine may help you locate these sources for downloading, depending
on your software and hardware.

The annual World Development Indicators (World Bank 2003h) and its corre-
sponding compact disk has the most detailed up-to-date economic statistics on LDCs
and DCs. World Development Report by the World Bank (e.g., World Bank. 20031
and http://econ.worldbank.org/wdr/wdr2004/text-18786/) is not only a source for
basic economic data on LDCs but also contains a discussion of current development
issues. See Bhalla 2002 for criticisms of income data.

The World Bank’s annual World Bank Atlas (e.g., World Bank (2002d) and
http://nebula.worldbank.org/ Web site} has similar data in compact form. The U.N.’s
annual Human Development Report (e.g., UN. Development Program 2002 and
http://hdr.undp.org/reports/view_reports.cfm?type=1) has basic economic and social
data. In 1994, the U.N. Development Program (1994:30-31) ranked DCs by various
indices of human distress; one example indicates that the homicide rate in the United
States is 6 times the rate of most DCs and 12 times that of Japan.

The IMF’s biannual bird’s eye view of the world economy, World Economic
Outlook (e.g., IMF 2003d and http://www.imf.org/external/pubs/ft/weo/2003/01/
index.htm) includes data and prospects for both LDCs and DCs. Other yearly period-
icals include the World Bank’s Global Economic Prospects and the Developing Coun-
tries (e.g., World Bank. 2003f and http://www.worldbank.org/prospects/gep2003/
full.htm) and Global Development Finance: Financing the Poorest Countries (e.g.,
World Bank 2003a and http://www.worldbank.org/prospects/gdf2003/); the U.N.
Conference on Trade and Development’s Trade and Development Report (e.g.,
UNCTAD 2001c¢ and http://www.unctad.org/en/docs/c3119a3.en.pdf) and Least
Developed Countries Report (e.g., UNCTAD 2002b and http://www.un.org/
partners/civil_society/m-ldc.htm); and the U.N.’s World Economic Survey by the
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Department of International Economic and Social Affairs (e.g., UN. 2001). The ILO,
for example, 1998 and 2000, provides data on labor, employment, and poverty.

The U.N.’s Human Development Report explains the human development index
(HDI) and Srinivasan 1994b; Streeten 1994:232-237; and Aturupane, Glewwe, and
Isenman 1994:244-254 criticize HDI.

Srinivasan (1994a:3-27), Heston (1994:29-52), and Ruggles (1994:77-85) dis-
cuss the flaws in cross-national data used by international agencies. Usher (1968)
and Kuznets (1971) have good discussions of errors in cross-national income com-
parisons. Sources on adjusting national product for purchasing power are Summers
and Heston (1991:327-368) and Kravis (1984:1-57); Srinivasan (1994b:241) criti-
cizes work on purchasing-power parity. Weighted indices for GNP growth are dis-
cussed in Chenery, Ahluwalia, Bell, Duloy, and Jolly (1974). Deaton (2003) critiques
measurements of PPPs and suggests steps for improving their calculation.

Behrman and Srinivasan (1995a) discuss analytical tools and Deaton (1995) data
and econometric tools for development analysis.

Thorp (1989:303-304) discusses Dudley Seers, and Worswick (1989:301-302)
E. E Schumacher in Eatwell, Milgate, and Newman (1989).

Chenery and Srinivasan (1988 and 1989) include essays by Amartya Sen,
“The Concept of Development,” vol. 1, pp. 9-26; T. N. Srinivasan, “Economic

2

Development: Concepts and Approaches,” vol. 1, pp. 1-8; and Lance Taylor and
Persio Arida, “Long-Run Income Distribution,” vol. 1, pp. 161-194.

Goulet (1971:6-10) discusses replacing the concept of development with that of
liberation. The classic discussion of the costs and benefits of economic growth appears
in the appendix of Lewis 1955:420-435. On basic needs, see Hicks (1979:985-994);
Hicks and Streeten (1979:572-575); and Streeten (1980:107-111).

Reddy and Heuty (2005) evaluate the Millennium Development Goals. Develop-
ment, 2005, 48(1) has an issue assessing development goals.

Murray Leibbrandt, James A. Levinsohn, and Justin McCrary, “Incomes in South
Africa Since the Fall of Apartheid,” National Bureau of Economic Research Work-
ing Paper No. W11384, 2005, show a substantial decline in real incomes in South
Africa between 1995 and 2000, especially among the young and non-white. Whites
benefit from skill-biased technological change and a legacy of superior investment
in educational capital. Black South Africans are hurt by a slack labor market from
restructuring of the economy from unskilled- to skilled-intensive production.



3 Economic Development in
Historical Perspective

Scope of the Chapter

To analyze the economics of developing countries, we need some basic facts about
their growth and development, including an evolutionary biological approach to
development, a sketch of economic development in ancient and medieval times (pre-
15th century), world leaders in GDP capita from about 1500 to the present, the ori-
gins of modern economic growth and why it was largely confined to the West before
the 20th century, non-Western (Japanese, Korean-Taiwanese, Soviet, and Chinese)
growth models, the range of growth in the last 100 to 150 years, a concrete illustra-
tion of the power of exponential growth in North America in the last 125 years, the
modern periods of fastest growth, the economic growth of Europe and Japan after
World War II, the growth of LDCs before and after World War II, and the diverse
economic performance among LDCs by country and world region. Finally, the U.N.
General Assembly perceives today’s major international problem as the widening
income gap between rich and poor countries. Has income indeed widened, and is
narrowing the gap an important goal? The last section draws on earlier sections to
ask whether income levels between DCs and LDCs are converging or diverging.

An Evolutionary Biological Approach to Development

Chapter 13 argues against a naive association between climate and human achieve-
ment but supports a more sophisticated ecological explanation. The physiologist
Jared Diamond (1999) stresses ecology and evolutionary biology, especially distinc-
tive features of climate, environment, and wild plants and animals in explaining the
fates of human societies and their development. Despite sub-Saharan Africa’s early
head start as a cradle of human evolution, Eurasia dominated Africa during the latter
half of the second millennium c.E. The sub-Sahara was delayed in food production
compared to Eurasia by its paucity of domesticable native animal and plant species,
its smaller area suitable for indigenous food production, and its north-south axis,
which retarded the spread of food production and innovations. “A wild animal, to
be domesticated, must be sufficiently docile, submissive to humans, cheap to feed,
and immune to diseases and must grow rapidly and breed well in captivity,” char-
acteristics of Eurasia’s cows, sheep, goats, horses, and pigs, but not African wild
animals, even in the period since the 15th century (ibid., p. 398). In Africa and the
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Americas, as you move along a north-south axis, you traverse zones differing greatly
in climate, habitat, rainfall, day length, and crop and livestock disease. Hence crops
and animals acquired or domesticated in one part of Africa have difficulty moving
to others. In contrast, crops and animals moved easily between Eurasian societies
thousands of kilometers apart but at a similar latitude sharing similar climates and
day lengths. Eurasia had the fastest migration and diffusion of technological inno-
vations. At the other extreme, premodern Native America and Aboriginal Australia
suffered from isolation from Eurasia (ibid., pp. 399-407).

These distinctive features of ecology and biology facilitated the early civilization of
the Fertile Crescent (today’s Syria, Iraq, Jordan, and Turkey), including the develop-
ment of cities, writing, and empires, during the fourth millennium B.c.E. The Fertile
Crescent enjoyed a wealth of domesticated big mammals, a plethora of large-seeded
grass species suitable for domestication, a substantial percentage of annuals, a cli-
mate (mild, wet winters and long, hot, dry summers) favorable to cereals and pulses,
and a wide range of altitudes and topographies supporting biodiversity and staggered
harvest seasons, factors deficient in South Africa, Mesoamerica, Australia, and New
Guinea. However, the Fertile Crescent, by the second or first century B.C.E. no longer
possessed further compelling geographic advantages, because of the destruction of
much of its resource base and the loss of a head start from domesticable wild plants
and animals (ibid., pp. 134-146, 409-411).

Diamond emphasizes differences in plant and animal species available for domes-
tication, continental isolation, continental population sizes, and diffusion and migra-
tion rates dependent on continental axes and prospects for sharing innovations across
similar climates and latitudes. Modern transport and communication enable the
sharing of innovations among a larger community, the Atlantic economic commu-
nity, including North America and Europe. For example, Mennonites from Ukraine
brought turkey red wheat to Kansas in the 1870s, the basis for varieties of hard
winter wheat on the U.S. Great Plains during the 20th century. But transmitting agri-
cultural innovation from North America and Europe to Australia and New Zealand,
countries of Western origin isolated in the southern hemisphere, is limited. However,
researchers can disseminate new crop varieties across semitropical or tropical zones,
as the high-yielding varieties of wheat in Mexico that were adapted to Punjab regions
of India and Pakistan in the 1960s.

Ancient and Medieval Economic Growth

Agnus Maddison (2001:17) uses a vast array of historical statistics to quantify real
GDP per capita and its growth in the last millennium, that is, from 1000 to 1998.
Real GDP per capita increased 13-fold, population 22-fold, and world GDP 300-fold
during the last millennium, contrasting with the earlier millennium, 0-1000 c.E.,
when world population grew by only a sixth and GDP per capita made no advances.

Western Europe declined during the earlier millennium with the collapse of a
cohesive large-scale polity, the Roman empire, and its replacement by a fragmented
and unstable political system. Urban civilization disappeared, being replaced by
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“self-sufficient, relatively isolated and ignorant rural communities where feudal lords
extracted income in kind from a servile peasantry” (ibid., p. 50). By 1000, trade
among Western Europe, North Africa, and Asia had virtually disappeared. Western
Europe was at its lowest point for the two millennia in 1000, when average income
levels were below those in China, India, and much of the rest of Asia (Maddison
2001:27-50). From the 10th century to the early 14th century when surpassed by
Western Europe, China had the highest income per capita in the world, having devel-
oped gunpowder (but not modern guns), a well-developed road system, and mer-
chants trading throughout East Asia (Maddison 2001:42, 264). China only surren-
dered the world’s lead in GDP to the United States in the 1890s, when China had the
world’s largest population of 380-400 million (Maddison 1997:114, 182, 190).

The economic ascension of Western Europe began in the 11th century. Western
per-capita growth was at a slow crawl of 0.14 percent yearly, tripling average real
income from 1000 to 1820. Maddison (2001:28, 51) estimates that this growth was
more than twice those of Asia, Latin America, Africa, and Eastern Europe for the
same period. The West’s superior technology included navigation, shipbuilding, food
processing, banking, accountancy, foreign exchange and credit markets, diplomatic
service, corporate governance, military technology, insurance, libraries, the printing
press, and improvement in intellectual life and the spread of universities.

In about 1500, technological progress and capital formation quickened, with
Europe encountering the Americas, opening up an enormous area, including new
crops (maize, potatoes, manioc, tomatoes, chillies, peanuts, pineapples, cocoa, and
tobacco) and the exchange of crops and animals among Europe, the Americas, and
Asia (Maddison 2001:17-25). Asian institutions and policies, however, were weak,
negatively reinforced by Western colonial and imperial exploitation, especially from
the 18th century onward (Madison 2001:44).

World Leaders in GDP per capita, 1500 to the Present

In Europe, Venice played a major role in opening the Mediterranean to West
European trade and developing commercial links with Northern Europe. From the
10th century, with the rise of northern and central Italian cities, through the first two-
thirds of the 16th century, Italy, although not united politically until about 1870, was
the richest country in the world, with an estimated GDP per capita of $1,100 (in 1990
international dollars) (Maddison 2001:264). In about 1564, the Netherlands over-
took Italy, remaining the world leader until about 1836, when the United Kingdom
became the leader. Around 1904, the United States replaced the United Kingdom,!
continuing leadership through today (Sharpe 2002:22) (see Figure 3-1).

1 Before 1800, the United States and Canada did not have good economic prospects compared to other
former European colonies in the Americas. “In 1700, Mexico and [what became] the United States had
very similar per capita incomes, and the sugar-producing islands of Barbados and Cuba were far richer”
(World Bank 2003h:54). In 1800, Cuba and Argentina had higher average incomes than the United
States. Only the United States and Canada had the laws, institutions, government, and lack of high
wealth inequality facilitating the entrepreneurial ventures, physical and human capital accumulation,
and rapid technological progress that spurred the industrial revolution of the 19th century (ibid.).
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FIGURE 3-1. World Leaders in GDP per Capita, 1500-1998 (1990 $PPP) (natural log).
Source: Maddison 2002:264, 276-279. See also Sharpe 2002:23.

Beginnings of Sustained Economic Growth

Historians hesitate to name a threshold period in history when real per-capita growth
took off. Although there were periods of growth before the modern period, rapid,
sustained growth was rare. Living standards remained at a subsistence level for the
majority of the world’s population. The rapid, sustained increase in per capita GNP
characteristic of modern economic growth began in the West (Western Europe, the
United States, Canada, Australia, and New Zealand) 125 to 250 years ago. Indus-
trialization and sustained economic growth had begun in Great Britain by the last
half of the 18th century; in the United States and France in the first half of the 19th
century; in Germany, the Netherlands, and Belgium by the middle of that century; and
in Scandinavia, Canada, Japan (a non-Western country), Italy, and perhaps Russia,
by the last half of the century.

China’s average economic welfare was more or less stagnant until the second half
of the 20th century. In 1870, knowledgeable economists expected that India would
be more economically and financially developed than Japan by 1970 (Goldsmith
1983:4-5). India, a British colony, possessed a unified currency, rudiments of a
Western-style banking system, access to the British capital market, and British indus-
trial and financial technology, whereas Japan, just emerging from feudalism, had a
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negligible modern sector, a chaotic currency, and no modern financial institutions.
To be sure, from 1870 to 1913, just before World War I (1914-18), one of the more
successful phases of capitalist growth, India’s economy grew, albeit slowly. However,
India experienced negative growth from 1914 to 1943, a period of crisis in the world
economy consisting of a depression bracketed by two world wars. Japan, by con-
trast, had virtually the fastest growth in the world during the period 1870 to 1950,
notwithstanding its massive defeat during World War II.

The rest of Asia grew modestly during the one and one-half centuries before the
mid-20th century. Africa, estimated to be close to the world’s average income in 0 C.E.,
remained the same or declined in living standards to 1820, but after that experienced
modest per-capita growth until the middle of the 20th century. Latin America and Eas-
tern Europe outpaced Asia and Africa from 1820 to 1950 (Maddison 2001:28, 126).

The West and Afro-Asia: The 19th Century and Today

Gross national income per capita for developed countries in the West in the first
decade of the 21st century is roughly twelve times that of Afro-Asian low-income
countries, if compared using international dollars using purchasing-power parity
rates, and about 60 times that of these low-income economies in nominal U.S. dollars.
The gap was not so great 130 to 140 years ago,” since people could not have survived
on one-twelfth the per capita income of the West in the late 19th century. Nobel
laureate Simon Kuznets estimates a gap of 5:1 then (Kuznets 1971:23-29). Roughly
speaking, at that time the West had an average real income higher than that of Africa
today. Figure 3-2 shows, using a slightly different comparison, that the international
spread in GDP per capita by region, the ratio of the highest region (Western offshoots:
the United States, Canada, and Australia) to the lowest region (Africa), was 5:1 in
1870, 9:1in 1913, and 19:1 in 1998. The Western or DC economic growth has been
much more rapid during the past 130-140 years, and of course the DCs are adding
to an already more substantial economic base.

Capitalism and Modern Western Economic Development

Why did sustained economic growth begin in the West? A major reason is the rise of
capitalism, the economic system dominant there since the breakup of feudalism from
the 15th to the 18th centuries. The relations between private owners and workers
are fundamental to capitalism. The means of production — land, mines, factories, and
other forms of capital — are privately held; and legally free but capital-less workers
sell their labor to employers. Under capitalism private individuals operating for profit
make production decisions.

Capitalist institutions had antecedents in the ancient world, and pockets of capital-
ism flourished in the late medieval period. For example, a capitalist woolen industry

2 The starting point for examining modern economic growth is often 1870 because of complete national-
income data for today’s DCs and a large number of LDCs since then (Pritchett 1997:4; Maddison 2001).
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FIGURE 3-2. International Spreads in GDP per Capita (1990 $PPP), Ratio of
Highest Region to Lowest Region. Note: The regions are Western
Europe, Western offshoots, Japan, Asia (excluding Japan), Latin America,
Eastern Europe and former Soviet Union, and Africa. Source: Maddison
2001, p. 126, whose data are for 1000, 1500, 1820, 1870, 1913, 1950, 1973,
and 1998. All other years are based on linear interpolation between these
eight benchmark years.

existed in 13th-century Flanders and 14th-century Florence, but it died out because
of revolutionary conflict between the workers and capitalists. Thus the continuous
development of the capitalist system dates only from the 16th century.

Especially after the 11th century, the growing long-distance trade between capital-
ist centers contributed to the collapse of the medieval economy. As European trade
activity expanded during the next few centuries, certain institutions facilitated the
growth of modern capitalism. Among them were private property, deposit bank-
ing, formal contracts, craft guilds, merchant associations, joint stock companies (the
precursor of the corporation), insurance, international financial markets, naval pro-
tection of trade vessels, and government support in opening markets and granting
monopoly privileges for inventions.

At the same time, burgeoning industrialization and urbanization further weakened
the feudal economy, an agricultural system based on serfs bound to their lord’s land.
Ultimately these changes in trade, industry, and agriculture transformed the medieval
economy into a new society fueled by capitalistic endeavors.

Before the 20th century, only capitalist economies were successful in large capital
accumulation and in generating and applying a vast scientific and technical knowl-
edge to production. Why was capitalism first successful in the West?

1. The breakdown of the authority of the medieval Roman Catholic Church,
together with the Protestant Reformation of the 16th and 17th centuries, stim-
ulated a new economic order. Although Protestantism, like Catholicism, was
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ascetic, manifesting itself in the systematic regulation of the whole conduct of
the Christian, the economic historian Max Weber, The Protestant Ethic and
the Spirit of Capitalism,® contended that the new Protestant ethic translated its
“inner-worldly” asceticism into a vigorous activity in a secular vocation, or call-
ing (in contrast to the “other-worldly” asceticism of the Catholic monastery).
The Protestant ethic fostered hard work, frugality, sobriety, and efficiency, virtues
coinciding with the spirit essential for capitalist development. Acceptance of the
Protestant idea of a calling led to the systematic organization of free labor and
gave a religious justification for unstinting work even at low wages in the ser-
vice of God (and incidentally the employer). Chapter 12 questions Weber’s the-
sis, suggesting that Protestantism’s secularization or accommodation may better
explain any association between Protestantism and capitalism. Still most eco-
nomic historians would agree that the decline of the church’s all-encompassing
power in political, economic, and ideological realms was necessary to free the
spirit of capitalist development.

Between the 16th and 19th centuries, Western Europe witnessed the rise of
strong national states that created the conditions essential for rapid and cumu-
lative growth under capitalism. The nation-state established a domestic mar-
ket free of trade barriers, a uniform monetary system, contract and property
law, police and militia protection against internal violence, defense against
external attack, and basic transportation and communication facilities — all
of which fostered capitalism. Initially, absolute monarchs wrested power from
feudal lords and town authorities and consolidated territory into large polit-
ical and economic units — the nation-state. The nation-state was necessary
for the larger markets and economies of scale of capitalist expansion. Even-
tually monarchy ceded power to the bourgeoisie, the capitalist and middle
classes. Where an absolute monarch existed, the capitalist class, who enjoyed
only a precarious existence under autocratic authority, ultimately stripped the
monarch of power and installed representatives more favorable to their economic
interests.

The declining influence of the church coincided with the Enlightenment, a period
of great intellectual activity in 17th- and 18th-century Europe that led to the
scientific discoveries of electricity, oxygen, calculus, and so on. These discov-
eries found practical application in agriculture, industry, trade, and transport
and resulted in extended markets, increased efficiency of large-scale production,
and enhanced profits associated with capital concentration. Furthermore, the
rationalism permeating the new science and technology meshed with the spirit
of capitalist enterprise.

The philosophical rationalism and humanism of the Enlightenment, coupled with
Protestantism’s spiritual individualism (the “priesthood of all believers”), empha-
sized freedom from arbitrary authority. In the economic sphere, this liberalism
advocated a self-regulating market unrestricted by political intervention or state

3 1958; German original 1904-05.
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monopoly. These views were tailor made for the bourgeoisie in its struggle to
overthrow the old order.

%

Intellectual and economic changes led to political revolutions in England, Hol-
land, and France in the 17th and 18th centuries that reduced the power of the
church and landed aristocracy. The bourgeoisie took over much of this power.
Economic modernization in Europe would probably not have been possible with-
out these revolutions.*

6. Modern capitalism is distinguished from earlier economic systems by a prodi-
gious rate of capital accumulation. During the early capitalism of the 16th and
17th centuries, the great flow of gold and silver from the Americas to Europe
inflated prices and profits and speeded up this accumulation. Inflation redis-
tributed income from landlords and wage laborers, whose real earnings declined,
to merchants, manufacturers, and commercial farmers, who were more likely to

invest in new and productive enterprises.’

Capitalism, as an engine for rapid economic growth, spread beyond Europe to
the outposts of Western civilization — the United States, Canada, Australia, and New
Zealand. Indeed, during most of the 20th century, capitalism has been more successful
in the United States than in other Western economies.

However, modern industrial capitalism was established in the West at great human
costs. Physical violence, brutality, and exploitation shaped its early course. In England
and Belgium, wages dropped and poverty increased markedly during the accelerated
industrial growth of the latter 18th and early 19th centuries. In both countries, it took
a half-century before the absolute incomes of the poor reached pre-Industrial Rev-
olution levels (Adelman and Morris 1978:245-273). Perhaps Charles Dickens best
portrays the starvation, destitution, overcrowding, and death among the mid-19th
century unemployed and working class. The lives fictionalized in Nicholas Nickleby,
A Christmas Carol, and Oliver Twist were grim indeed. Dickens’s novels are an accu-
rate portrayal of not only the English working class but of other Western workers
during this time.® Although these human costs may not be inevitable, similar prob-
lems have not been avoided by newly industrializing countries in subsequent periods.
But despite these costs, even the late Marxist Maurice Dobb (1926) conceded that

4 Although capitalism originated in the modern West, much of what contributed to its rise originated
in other civilizations. For example, much of its scientific and technical content came from the Middle
East and India, the philosophical from ancient Greece, and the legal and political from ancient Greece
and Rome.

Much of this section is from Dillard (1967:72-149); Dillard (1979:69-76); and North and Thomas
(1970:1-17).

Neo-Marxists and dependency theorists (discussed in Chapter 5) argue that Western capitalism,
through informal imperialism and late 19th- and early-20th-century colonialism, developed at the
expense of Latin America, Asia, and Africa, capturing their surplus (output above wages, depreciation,
and purchases from other firms) through policies controlling their raw materials, markets, international
trade, and planning. Most Western mainstream economists would not add imperialism as a contributor
to Western capitalist success.

However, as Polak and Williamson (1993:229-230) indicate, rural poverty rates were higher than
urban poverty rates in both England and France during the Industrial Revolution.

“©
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capitalism has improved the levels of living for a large proportion of the Western
population since the early 19th century.

Economic Modernization in the Non-Western World

Capitalism led to modern economic growth in only a few non-Western countries.
Chapter 5 discusses the relative importance of barriers to capitalism extant in tradi-
tional societies, as well as the effects of colonialism and other forms of Western polit-
ical domination on the slow development of non-Western economies. Irrespective of
the cause, it is clear that most non-Western countries lacked the strong indigenous
capitalists and the effective bureaucratic and political leadership essential for rapid
economic modernization.

THE JAPANESE DEVELOPMENT MODEL’

Early capitalism’s fast growth. One notable exception was Japan, one of the five
non-Western countries that escaped Western colonialism. Despite unequal treaties
with the West from 1858 to 1899, Japan had substantial autonomy in economic
affairs compared to other Afro-Asian countries.

Japan’s level of economic development was much lower than that of Western coun-
tries in the middle to latter 19th century. However, since 1867, when Japan abolished
feudal property relationships, its economic growth has been the most rapid in the
world.

Japan’s “guided capitalism” under the Meiji emperor, 1868 to 1912, relied on state
initiative for large investments in infrastructure — telegraphs, postal service, water
supply, coastal shipping, ports, harbors, bridges, lighthouses, river improvements,
railways, electricity, gas, and technical research; for helping domestic business find
export opportunities, exhibit products and borrow abroad, establish trading compa-
nies, and set marketing standards; for importing machines sold on lenient credit terms
to private entrepreneurs; for laws encouraging freedom of enterprise and corporate
organization; for organizing a banking system (with the central Bank of Japan); for
sending students and government officials for training and education abroad; and (in
the absence of foreign aid) for hiring thousands of foreigners to adapt and improve
technology under local government or business direction.

In the late 19th century, government initiated about half the investment outside
agriculture but sold most industrial properties, often at bargain prices, to private
business people. Additionally government aided private industry through a low-wage
labor policy, low taxes on business enterprise and high incomes, a favorable legal cli-
mate, destruction of economic barriers between fiefs, lucrative purchase contracts,
tax rebates, loans, and subsidies. Japan acquired funds for industrial investment
and assistance by squeezing agriculture, relying primarily on a land tax for govern-
ment revenue. From the state-assisted entrepreneurs came the financial cliques or
combines (zaibatsu) that dominated industry and banking through World War II.
Keiretsu, formed after World War II, refers to groups of affiliated companies loosely

7 This section is based on Nafziger (1995) and Nafziger (1986:1-26).
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organized around a large bank, or vertical production groups consisting of a core
manufacturing company and its subcontractors, subsidiaries, and affiliates (Hsu
1994:198-99).

Nevertheless, unlike the contemporary Indian government, the Meiji government
retained small industry, compelling the zaibatsu to provide technical advice, scarce
inputs, and credit and encouraging small firms to take cooperative action. Creating
small industry from scratch is not as effective as the Japanese approach of maintaining
and upgrading workshop, handicraft, and cottage industry from an earlier stage of
development.

Meiji Japan did not stress large leaps to the most advanced state of industrial tech-
nology available, but step-by-step improvements in technology and capital as gov-
ernment departments, regions, firms, and work units learned by doing. In the 1870s,
this meant technical and management assistance and credit facilities to improve and
increase the scale of crafts and small industry from the feudal period, causing less
social disruption, as small industry’s environment was not alien.

Regarding Japan’s technology acquisition, Lawrence G. Franko (1983:23) con-
tends that

The Japanese are without doubt the world’s champion importers of “other people’s”
technology. Unlike other industrial nations which may have forgotten how much of
their technological development was in fact based on seeking out, stumbling upon,
or helping themselves to foreign discoveries and innovations, Japan has continuously
sent its sons to be educated abroad and then to live or travel abroad to search out
ways of catching up with or surpassing the West.

The fact that today Japan probably has one of the highest mass standards for
primary and secondary schools in the world, and shares underlying national values,
is no accident. Japan’s rulers laid the foundation in the late feudal period, when
Japan’s primary enrollment rate was higher than the British, and in 1872, when a
national system of universal education stressing scientific and technological education
was established.

Moreover from 1868 to World War I, the Japanese had a policy (first forced and
later chosen) of multilateral, nondiscriminatory foreign trade outside their empire
(1904-435). Unlike today’s LDCs, Japan did not discriminate against exports. The
increased tariff protection in the first quarter of the 20th century, which reduced
the price of foreign exchange, was offset by government export promotion, which
brought the exchange rate close to a market-clearing rate (see Chapter 17 on foreign
exchange rates). From 1868 to 1897, the Japanese yen, on a silver standard that
declined relative to gold, chronically depreciated vis-a-vis the U.S. dollar, maintaining
Japan’s competitiveness.

Today’s international economic conditions are not so favorable to LDC export
expansion. The most rapidly expanding LDC manufactured exports during the 1970s
through the early 1990s were textiles, clothing, footwear, and simple consumer goods
requiring widely available labor-intensive technology. But competition from other
aspiring newly industrial exporting countries is more severe than it was for Meiji
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Japan. Still, LDCs could benefit from the Japanese approach of using international
competition and market-clearing exchange rates to spur exports.

The end of Japan’s economic miracle. In 1982, University of Washington Professor
Kozo Yamamura (1982:99-117) was one of the earliest economists to point out the
end of Japan’s “miracle,” warning that Japan had exhausted its three decades of fast
growth from catch-up, benefiting from internal and external economies of scale and
learning by doing from rapid growth in investment and adapting advanced technol-
ogy from more advanced DCs (see DC convergence later). Japan’s industrial policy,
spearheaded by the Ministry of International Trade and Industry, still relied on cartels
and restrictions to limit imports even after joining the General Agreement on Tariffs
and Trade (GATT), the global organization administering rules of conduct in interna-
tional trade before 1995, when GATT was replaced by the World Trade Organization
(WTO). The informal protection from cartels, administrative guidance, and subsi-
dies increased domestic costs to the detriment of Japan’s otherwise efficient export
sectors. These high costs, together with a keiretu-laden banking system impaired by
a 10-percent ratio of bad debts to GDP in 1990, burst the financial euphoria of the
1980s, and were followed by stagnation from 1992 to 2003 (Katz 1998; Katz 2003).
Many doubt that LDCs, once having provided protection for the catch-up phase,
would have the strength to counter the special interests comparable to Japan’s Iron
Triangle — politicians, the bureaucracy, and big business — that became more venal
and incestuous beginning in the early 1970s. Japan’s growth collapse in the 1990s is
another reason not to blindly follow its or any other country’s model of economic
growth without asking how that model needs adjustment when transferred to another
country and culture.

Moreover, although a contemporary LDC can learn useful lessons from the early
Japanese model, these lessons are limited because of Japan’s historically specific con-
ditions and because aspects of the 1868-1937 Japanese approach also contributed
to pathologies in growth, such as zaibatsu concentration, income inequality, labor
union repression, militarism, and imperialism. These pathologies were not reduced
until military defeat in 1945 was followed by land, educational, demilitarization,
labor union, antimonopoly, monetary stabilization, constitutional, and other reforms
undertaken by the U.S. occupational government, supported by the revolutionary
momentum of the Japanese populace. This series of events associated with military
devastation is not to be recommended or likely to accelerate economic development
and democratize the political economy in LDCs as it did in Japan.

THE KOREAN-TAIWANESE MODEL

Despite Asia’s financial crisis, 1997-99, the fastest growing developing countries
are the Asian tigers or newly industrializing countries (NICs) of East and Southeast
Asia — South Korea, Taiwan, and Singapore, and Hong Kong, a part of China since
1997. Both Singapore and Hong Kong have been prosperous entrepot city-states,
providing trade and financial links for their hinterlands, for other parts of Asia, and
between Asia and the external world. As city-states, however, they are not likely to
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serve as models for more populous nation-states. Thus, we concentrate here on the
two remaining Asian tigers, Taiwan and Korea, which have both enjoyed a real per
capita growth rate of more than 6 percent since 1960 and graduated to high-income
economies in the years since 1990.

The model of Korea and Taiwan is similar to that of Japan, perhaps unsurprisingly
for two countries that were also a part of greater Chinese civilization for centuries and
that were Japanese colonies from about the turn of the 20th century through World
War II. Similar to Japan, the governments of Korea and Taiwan systematically inter-
vened to further economic development, building infrastructure, providing tax incen-
tives and subsidized credit for export manufacturing and other selected industries,?
investing heavily in primary education and other human capital, and maintaining
macroeconomic stability during external shocks (for example, from oil price increases
in 1973-74 and 1979-80 and American dollar depreciation in the late 1980s),
thus restraining inflation and avoiding external debt crises (World Bank 1993a;
Amsden 1994:627-633; Kwon 1994:635-644; Lall 1994:645-654; Yanagihara
1994:663-670). A major difference between the two was that Korean government
policies were partial to private conglomerates such as Hyundai, Lucky-Goldstar, and
Daewoo, whereas Taiwan emphasized aid and the dissemination of research and
technology to small-to medium-sized private and state-owned enterprises (Rodrik
2000:195-201; Noble and Ravenhill 2000:80-107).

Korea and Taiwan, also like Japan, have had a high quality of economic manage-
ment provided by the civil service, with merit-based recruitment and promotion, com-
pensation competitive with the private sector, and economic policy making largely
insulated from political pressures. According to Harvard’s Dani Rodrik (2000:195-
201), Korea and Taiwan had been hampered by a coordination failure before the
1970s. Labor skills, technologies, and intermediate inputs or capital goods require a
large-scale movement of resources to benefit from internal and external economies of
scale and well-educated workers at low cost to be competitive internationally. In the
1970s, the Taiwanese and Korean states provided “big push” polices (see Chapter )
to coordinate the mobilization of resources essential for economic transformation
and a takeoff into sustained growth.

Both Asian tigers have combined creating contested markets, where potential com-
petition keeps prices equal or close to average price, with business-business and
government-business cooperation. In Korea, this had meant interfirm and public-
private sharing of information alongside competition by a few, but usually evenly
matched, firms in economic performance, especially in exports. The World Bank
uses the following metaphor: Just as adults may prefer to organize party games to
letting children do as they please, so running the economy as the Japanese, Koreans,
and Taiwanese do as contests with substantial rewards, clear, well-enforced rules, and
impartial referees (such as central banks and ministries of finance) may be preferable
to laissez-faire (government noninterference) (World Bank 1993a:93-95).

8 Korea also had state-owned enterprises (SOEs), whose management was autonomous from the state.
For example, management decisions in Korea’s first steel SOE, Pohang Iron and Steel Company, estab-
lished in 1968, were more independent and less bureaucratic than in SOEs in India and Brazil (D’Costa
1999:M2-M16).
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Both countries have pursued a dual-industrial strategy of protecting import substi-
tutes (domestic production replacing imports) and promoting labor-intensive manu-
factures in exports, although since the 1960s, they have facilitated a shift in the divi-
sion of labor to more capital- and technology-intensive exports (Ohno and Imaoka
1987:310-323; Bradford 1987:299-316). Yet Korea established a timetable for inter-
national competitiveness that provided performance standards for each industry
assisted. Moreover, the Koreans and Taiwanese did not cling to a given nominal
exchange rate in the face of continuing inflation, as many African and Latin American
countries did, but depreciated their currencies when necessary. Additionally, like
early-20th-century Japan, the two tigers subsidized exports to offset tariff protec-
tion. All in all, Korea and Taiwan avoided the excessive real currency appreciation of
many other LDCs, so that like early Japan, they did not discriminate against exports
(World Bank 1993a:21-22, 113-115).

During the first 25 years after World War II, industrialization in Korea and Taiwan
benefited from United States aid, capital inflows, and rapidly growing demand for
manufactured goods in Asia. Yet aid as a percentage of GDP in early post—-World
War II Taiwan (6 percent in 1951-61) was even lower than the same percentage in
Africa recently (8 percent in 1987) (Brautigam 1994:111-138).” Since the 1970s,
the two tigers have been closely linked economically and geographically to Japan
and other high-performing Asian economies, facilitating trade and investment flows.
Beginning in late 1985, when the U.S. dollar began devaluing relative to the Japanese
yen, Japanese companies have tried to retain their international price competitive-
ness in manufacturing by organizing the Asian borderless economy. This Japanese-led
system, which encompasses a new international division of knowledge and function,
selected more sophisticated activities including research and development-intensive
and technology-intensive industries for the four tigers, while assigning the less sophis-
ticated production and assembly, which use more standardized and obsolescent tech-
nologies, to China and three members (Indonesia, Malaysia, and Thailand) of the
regional economic group, the Association of South East Asian Nations (ASEAN).!?

In both countries, government-owned and -controlled financial institutions pro-
vided cheap investment funds for the private sector. Korea and Taiwan established
long-term development banks and other credit institutions to direct development,
applying commercial criteria to select and monitor projects. The countries also kept
interest rates low, especially for exporters, providing capital from the high-saving
households (much from postal savings) to firms at subsidized rates (World Bank
1993a:16-20, 42-43, 133-134, 220-221).

The Koreans and Taiwanese, like the Japanese, borrowed substantial technol-
ogy from abroad, often increasing productivity while learning to meet foreign stan-
dards for manufactured exports. The two NICs overcame imperfections in the mar-
ket for knowledge through the purchase of new equipment to acquire technology,

9 Korea probably received more aid as a proportion of GNP than Taiwan during this period. Over 80 per-
cent of Korea’s imports in the 1950s were financed by U.S. assistance (Jazairy, Alamgir, and Panuccio
1992:11).

10 Shojiro (1992:11-37). The Asian borderless economy and product-cycle model are discussed further
in Chapter 17.
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information transmitted by exacting customers, technology licensing, knowledge
from returning nationals educated overseas, domestic research to improve exports
and reduce the costs of protection, the transfer of nonproprietary technology from
engineering publications, trade literature, and independent consultants, and foreign
direct investment (although, like Japan, this was restricted or closed for varying peri-
ods). This transfer was expedited by the high domestic educational investments and
standards (Koreans have the longest primary and secondary school year in the world)
and the large number of nationals attending universities and graduate schools. Many
of these specialized in science and engineering and a substantial percentage received
their higher education overseas. For example, all the postgraduates employed in
Taiwanese industry are foreign-educated nationals (World Bank 1993a:301-302,
317-320).

In 1949-52, Korea and Taiwan, with American assistance, undertook redistribu-
tion that reduced substantially the inequality of land holdings from colonialism but
also supported the former landed class in investing in trade and industry (Hamilton
1984:38-43). The two countries, similar to Meiji Japan, subordinated agriculture to
industry, using a state monopsony (or single buyer) to keep farm prices low, trans-
ferring many of the revenues captured to aid industry. But beginning in the 1960s,
as the United States reduced its subsidized Public Law 480 surplus grain sales to
both countries, both countries reversed their antifarm bias, subsidizing and protect-
ing agriculture and increasing the procurement price for grain, thus partly reducing
the gap between the city and the countryside (Moore 1984:57-64). Other policies
supporting agriculture were agricultural research and extension services to speed dif-
fusion of the high-yielding varieties of grain of the Green Revolution and exchange
rates close to market-clearing rates to spur farm exports (World Bank 1993a:
32-35).

Both countries achieved widely shared improvements in economic welfare, which
brought legitimacy to government policy. These wealth-sharing programs included
not only the postwar reform, which distributed land to the tiller, but also emphases on
labor-intensive development (which also included small- and medium-scale industries
programs in Taiwan), family-planning programs (the success of which is correlated
with income egalitarianism — see Chapter 8), and public-supported mass primary
education, which reached the poor, children in rural areas, and girls. In the 1950s,
South Korea invested heavily in expanding primary and secondary education. By the
early 1960s, the literacy rate of Korea was 80 percent, a high level for a country that
was then at such a low level of development (Leipziger 1988:1-5; Kim 1988:7-18;
World Bank 1993a:47, 52-53, 160).

The experiences of Korea and Taiwan since 1945 reinforce many of the lessons of
the Japanese development model: the importance of guided capitalism, infrastructure
investment, technological borrowing and learning, universal primary education, high
educational standards, and market-clearing prices of foreign exchange. The two tigers
relied on authoritarian governments and repressed labor unions, as Japan did in their
early modernization, but, unlike Japan, were successful in achieving low income
inequality before undertaking political democratization. Korea and Taiwan’s rapid
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economic growth and relative economic egalitarianism facilitated efforts in the late
1980s and 1990s to evolve toward greater democratic government.

Since the late 1980s, DCs such as the United States have begun treating Taiwan
and Korea as rich countries, withdrawing preferences they received when they were
developing countries and demanding that they adhere to more liberal trade and
exchange-rate policies. In addition, the two countries have faced increasing pollution
and congestion that have derived, in part, from their growing affluence. Yet despite
problems, the two countries’ economic development can provide lessons for today’s
low-income and lower-middle-income countries.

The World Bank’s The East Asian Miracle (1993a) identifies eight high-performing
Asian economies: in addition to Japan, these include the four tigers — Taiwan, South
Korea, Hong Kong, and Singapore; and the ASEAN three — Malaysia, Thailand, and
Indonesia. Indonesia, which just graduated from a low- to a middle-income country
in 19935, but, as a result of the Asian crisis in the late 1990s, a severe drought, falling
export prices, and civil unrest and irregular government turnover, slid back to a low-
income economy at the turn of the 21st century. Although Thailand’s 6.0-percent
growth rate, 1980-92, was the fastest among lower-middle-income economies, the
1997-99 financial and macroeconomic crisis erased many of these earlier gains.
Malaysia graduated to the upper-middle-income category in the early 1990s but
did not retrogress much in the late 1990s when it avoided continuing short-term
capital outflows and pressure on its ringget currency, thus resisting use of the contrac-
tionary monetary and fiscal policies that set back other Southeast Asian countries (see
Chapter 16’s discussion on comparative economic policies during the Asian crisis).
The Asian crisis had much less adverse effect on Taiwan, with strong prudential
supervision, limits on short-term capital inflows, substantial international reserves,
and the funding of growth through retained earnings rather than debt, than on South
Korea. Korea, by contrast, had keiretu-like corporate conglomerates, the chaebol,
with the interlocking and cross-subsidization of industrial enterprises and commercial
banks, several of which had high rates of nonperforming loans (indeed, some were
technically insolvent). Still, the Korean economy bounced back faster than Southeast
Asian economies, stabilizing the economy by the end of 1998 (Noble and Ravenhill
2000:80-107).1!

The Economist (1994:31-32) asks: Who are the next newly industrializing coun-
tries or NICs? Their answer: Malaysia, whose secondary schools and universities are,
however, mediocre, and Thailand, whose educational system is weak in science and
engineering and whose enrollment in secondary school as a percentage of children
12-17 years old was only 55 percent (World Bank 2002h:92) compared to 97 percent
in South Korea in the late 1990s (World Bank 2001h:87). Moreover, as indicated in
Chapter 17, Malaysia and Thailand, while enjoying limited prosperity, have paid rela-
tively little attention to bottom-up development of indigenous technology generation

I Taiwan industries have more competitive pressures, less concentration, more frequent producer
turnover, smaller within-industry productivity dispersion across producers, and greater market selection
based on productivity differences than South Korea (Roberts, Chung, and Roberts 2003:F485-F510).
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and industrial innovation, sacrificing their economic autonomy to less-sophisticated,
labor-intensive, low-value-added production in the Japanese-organized division of
labor. And slower growth in global income and trade during the last three decades
has inhibited Malaysia and Thailand from emulating the earlier experience of the
NICs.

THE RUSSIAN-SOVIET DEVELOPMENT MODEL

The Stalinist development model. The 1917 Communist revolution in Russia pro-
vided an alternative road to economic modernization, an approach usually associated
with Soviet leader Joseph Stalin from 1924 to 1953. The main features of Soviet
socialism, beginning with the first five-year plan in 1928, were replacing consumer
preferences with planners’ preferences, the Communist Party dictating these prefer-
ences to planners, state control of capital and land, collectivization of agriculture, the
virtual elimination of private trade, plan fulfillment monitored by the state banks,
state monopoly trading with the outside world, and (unlike the Japanese) a low ratio
of foreign trade to GNP. In a few decades, the Soviet Union was quickly transformed
into a major industrial power. Indeed, the share of industry in net national product
(NNP) increased from 28 percent to 45 percent, and its share of the labor force from
18 percent to 29 percent, from 1928 to 1940, whereas agriculture’s share in NNP
declined from 49 percent to 29 percent and the labor force share dropped from 71 per-
cent to 51 percent over the same period —an output shift that took 60-70 years, and a
labor force shift that took 30-50 years in the West and Japan. Moreover a 60-percent
illiteracy rate, an average life expectancy of about 40 years, and widespread poverty
before the revolution gave way to universal literacy, a life expectancy of 70 years,'?
and economic security.

The Soviets diverted savings from agriculture (at great human cost, as Chapter 7
points out) to industry (especially metallurgy, engineering, and other heavy industry).
They did not use a direct tax like the Japanese, but collectivized farming (1928-38),
enabling the state to capture a large share of the difference between state monopsony
procurement at below-market prices (sometimes below cost) and a sales price closer
to market price (Gregory and Stuart 2001:72-77, 126-129; Kuznets 1963:345-347).

Russia’s tsarist economic performance in the decades before 1917 is a matter of
controversy. Walter W. Rostow (1971:65-67) dates Russia’s takeoff into sustained
growth, 1890-1914, when industrial growth was rapid, though discontinuous. Even
so, growth in agriculture and other sectors lagged behind industry’s. And surely the
autocracy and social rigidity existing under the tsars would not have been consis-
tent with the investment in education and capital equipment needed for economic
modernization (Gregory and Stuart 2001:19-38).

Many economists and policy makers thought that Soviet-style central planning had
transformed the economy from economic lethargy before the revolution to fast eco-
nomic growth and improvement in material living standards during the four decades

12 Chapter 19 discusses the reasons for Russia’s fall in life expectancy from 70 years in 1978-92 to 65
years in 2001.
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after 1928. The Stalinist economic model was not only emulated by Eastern European
Communist governments in the Soviet sphere of influence, but also provided an
inspiration (and sometimes a prototype) for many leaders in Asia, Africa, and Latin
America. During the 1950s, under Chairman Mao Zedong, with centralized material-
balance planning, expanded heavy industry investment, the development of com-
munes (collective farms), and heavy dependence on Soviet aid, China emphasized
the slogan, “Learn from the Soviet Union” (Riskin 1987:53-113; Wheelwright and
McFarland 1970:13-65).

The Fel’'dman-Stalin investment strategy. China and India used the Soviet priority
on investment in the capital goods industry as the centerpiece of planning in the
1950s. One of the most creative periods for debate on investment choice was from
1924 to 1928, a time of acute capital shortage in the Soviet Union. During this
period, Stalin, who was consolidating his power as successor to the revolutionary
leader Vladimir Ilich Lenin as head of the Communist Party, was not so rigid in
his approach to economic policy as he was after 1929. The Soviet industrialization
dispute during this period anticipated many current controversies on development
strategies, including those of balanced versus unbalanced growth (see Chapter 5).

The driving force in G. A. Fe’ldman’s unbalanced growth model, developed for the
Soviet planning commission in 1928, was rapid increase in investment in machines
to make machines. Long-run economic growth was a function of the fraction of
investment in the capital goods industry (Aq).

The Feld’man model implies not merely sacrificing current consumption for cur-
rent investment but also cutting the fraction of investment in the consumer goods
industry (A2) to attain a high %q. A high X sacrifices the short-run growth of con-
sumer goods capacity to yield high long-run growth rates for capital goods capacity
and consumption. A low Ay (or high 1,) yields a relatively high short-term rate and
relatively low long-term growth rate in consumption.

Soviet investment and growth patterns bear a close resemblance to the Fel’dman
model. Between 1928 and 1937, heavy manufacturing’s share of the net product of
total manufacturing increased from 31 percent to 63 percent, whereas light manufac-
turing’s share fell from 68 percent to 36 percent. During this same period, gross capital
investment grew at an annual rate of 14 percent, and the ratio of gross investment
to GNP doubled from 13 percent to 26 percent. However, household consumption
scarcely increased (0.8 percent per year during the period), whereas the share of con-
sumption in GNP (in 1937 prices) declined from 80 percent to 53 percent. Over the
period from 1928 to the present, the Soviet Union’s unbalanced approach to invest-
ment contributed not only to its greatest economic successes, rapid economic growth
and industrialization — but also to its chief failure — an average consumption level
lower than almost all of Western Europe.

Indian adaptation of the Soviet investment model. For India’s second five-year plan
(1955/56-1960/61), Jawaharlal Nehru, India’s first prime minister, and Professor P.
C. Mahalanobis, a statistician who headed the Indian planning commission, tried
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to combine the Fel’dman-Stalin investment strategy with democratic socialism to
reduce capital shortages. The Mahalanobis planning model, like that of Fel’dman,
stressed expanding the investment share in steel and capital goods. Eventually, even
agriculture was supposed to benefit from this emphasis, as the production of inputs,
such as fertilizer and farm machinery, was to increase.

The actual investment pattern differed from the plan. Setting a fraction of invest-
ment in the capital goods industry as a target had little practical effect on investment
decisions. To begin with, planning in India does not represent a binding commit-
ment by a public department to spend funds. Moreover, it was extremely difficult
to identify capital and consumer goods sectors in the industrial statistics at any rea-
sonable level of disaggregation (or subdivision). The division between capital and
consumer goods completely ignored intermediate goods, which comprise the bulk of
manufacturing output in most economies. Furthermore, most industries produce at
least two types of goods. For example, the automotive industry produces automo-
biles (consumer goods), trucks (capital goods), and replacement parts (intermediate
goods). In practice, the Mahalanobis model left investment choice in a number of
enterprises and industries virtually unaffected.

Additionally, new investments in heavy industry occurred more slowly than had
been planned because of technical and managerial problems, and the increased output
from each unit of investment was lower than expected. Yet heavy industry still had
high rates of surplus capacity because of a lack of demand. Not only had planners
miscalculated the demand for consumer and capital goods as a result of unreliable
figures on population growth, income distribution, and demand elasticities; more
fundamentally, they had failed to consider that there were not enough investors ready
to buy the capital goods produced. In contrast, in the Soviet Union, where planning
is comprehensive and industry is state-owned, the government provided the market
for capital goods from other industries producing capital goods and armaments.

During India’s second five-year plan, real GNP grew by only 3.7 percent per year
compared to the 5.5-percent annual target, and the 2.5-percent annual growth rate in
the early 1960s was even further below the 5.4-percent third-plan target. Slow growth
in agricultural and capital goods sectors, as well as balance of payments crises from
rapidly growing food and capital imports, convinced the Indian government to aban-
don the Mahalanobis approach by the late 1960s (Taylor 1979:119-127; Gregory
and Stuart 2001:509-570; Maddison 1971:111-11S5; India Planning Commission
1969).

Lessons from the Soviet investment model in LDCs. The Chinese revoked their
emphasis on the Soviet investment strategy in 1960, in part because the Soviet
aid agency, offended by Chinese missionary activity against Soviet Premier Nikita
Khrushchev’s revisionist criticisms of Stalinism, ceased credits for Chinese purchases,
canceled contracts for the delivery of plant and equipment, withdrew their scientists,
engineers, and technicians, and took the blueprints for projects, such as the half-
completed three-kilometer (two-mile) bridge in Beijing (Riskin 1987:74-76, 138-
144). But Chinese officials also noted that some major weaknesses of a Soviet-type
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unbalanced economy have been undue emphasis on accumulation while overlooking
consumption, too much investment in heavy industry and too little in light industry
and agriculture, and the consequent lopsided development of the economic struc-
ture. One of the aims of economic readjustment since 1979 has been to balance
the branches of the economy that are seriously out of proportion, and reduce the
overconcentration on heavy industry so that the process of production, distribution,
circulation, and consumption can be speeded up to produce better economic results.
To realize this change, the production of consumer goods will be given an important
position. Indeed, these officials surmised that heavy-industry “construction can only
be carried out after proper arrangements have been made for the people’s livelihood”
(Gregory and Stuart 1994:243; 2001:240-241).

Thus, past experience of unbalanced investment in the capital goods industry sug-
gests several lessons: (1) a larger investment share in this industry is likely to increase
economic growth if there is sufficient demand for capital goods; (2) the squeeze on
current consumption implied by the unbalanced investment pattern may be at least
as long as a generation; and (3) planners in capitalist and mixed economies have too
limited a control over total investment to implement a Fe’dman investment strategy.

Perestroika and the Soviet collapse. Mikhail Gorbachev became increasingly aware
that the Soviet economy, without reform, would succumb to some of the major eco-
nomic weaknesses that became apparent in the 1970s and early 1980s (retrospective
data indicate that total factor productivity, or output per combined factor inputs, fell
by almost 1 percent yearly, 1971-85) (Gregory and Stuart 1994:243). The perestroika
(economic restructuring) of Gorbachev, head of government from 1985 to 1991, rec-
ognized that the Soviets could no longer rely on major sources of past growth —
substantial increases in labor participation rates (ratio of the labor force to pop-
ulation), rates of investment, and educational enrollment rates. Continued growth
requires increased productivity per worker through agricultural decollectivization,
more decentralized decision making, a reduced bureaucracy, greater management
and worker rewards for increased enterprise profitability, more incentives for tech-
nological innovation, and more price reform. Yet ironically, the destruction of old
institutions before replacing them with new ones contributed to rising economic
distress, which contributed to the attempted coup against Gorbachev, the end of
the Communist Party’s monopoly, the breakup of the Soviet Union into numerous
states, and the replacement of Gorbachev by Russia’s President Boris Yeltsin in 1991.
(Chapter 19 discusses reasons for the collapse of Russia’s state socialism and prob-
lems associated with economic reform.)

CHINA’S MARKET SOCIALISM

Mao Zedong, a founding member of the Chinese Communist Party, led the guer-
rilla war against the Chinese Nationalist government from 1927 to victory in 1949.
From 1949 to 1976, Mao, the Chair of the Communist Party, was the leader of the
People’s Republic of China. Mao’s ideology stressed prices determined by the state,
state or communal ownership of the means of production, international and regional
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trade and technological self-sufficiency, noneconomic (moral) incentives, “politics”
(not economics) in command, egalitarianism, socializing the population toward self-
lessness, continuing revolution (opposing an encrusted bureaucracy), and develop-
ment of a holistic Communist person. From 1952 to 1966, pragmatists, primarily
managers of state organizations and enterprises, bureaucrats, academics, managers,
administrators, and party functionaries, vied with Maoists for control of economic
decision-making. But during the Cultural Revolution, from 1966 to 1976, the charis-
matic Mao and his allies won out, purging moderates from the Central Communist
Party (for example, Deng Xiaoping) to workplace committees.

After Mao’s death in 1976, the Chinese, led by Deng, recognized that, despite the
rapid industrial growth under Mao, imbalances remained from the Cultural Revo-
lution, such as substantial waste in the midst of high investment, too little emphasis
on consumer goods, the lack of wage incentives, insufficient technological innova-
tion, too tight control on economic management, the taxing of enterprise profits
and a full subsidy for losses, and too little international economic trade and rela-
tions. Since 1980, near the beginning of economic reform undertaken under Deng’s
leadership, China had the fastest growth in the world (consistent with cover table),
a growth that continued, according to official figures, through 2001. To be sure,
Western economists are skeptical about Chinese data. The Penn economists Robert
Summers and Alan Heston indicate “that Chinese growth rates are overstated as
they are heavily based on growth in physical output figures rather than deflated
expenditure series” (Summers and Heston 1991:327-368, with quotation from the
computer diskette that provides the expanded Penn World Table 5 version). Based
on the reduction in energy use with no increased efficiency of energy conversion, and
inconsistencies in industrial and agricultural production figures, between retail sales
and household budgets, and between Chinese policy discussions and official growth
data, Thomas G. Rawski (2001:347-354) estimates real GDP growth, 1998 to 2001,
at 0.1-2.7 percent yearly rather than the official 7.7 percent. Managers and provin-
cial officials understate capacity and overreport production to superiors to receive
the greater reward received by those who meet or exceed plan fulfillment. Rawski
thinks that China’s “National Bureau of Statistics has run afoul of the same pres-
sures that have caused local authorities to become ‘obsessed with ... GDP growth
rates — the leading criteria for evaluating cadre performance.”” In 2000, even Premier
Zhu Rongji complained that “falsification and exaggeration [of economic statistics]
are rampant” (ibid.). Alwyn Young (2003:1220-1261) contends that with “minimal
sleight of hand,” you can transform China’s growth experience from extraordinary
to mundane; the systematic understatement of inflation by non-agricultural enter-
prise requires downward adjustment by 2.5 percent yearly, 1978-1998 (ibid., p.
1220). In addition, Maoist China’s health-care system, universal albeit at a basic,
minimal level, broke down, giving way to a marketized system providing excellent
care for the privileged but sometimes very little for the masses. The worsening prob-
lems of Severe Acute Respiratory Syndrome (SARS) and AIDS provide evidence for
the medical system’s decline. Yet most economists agree that adjustments for overre-
porting only reduces annual real per-capita growth, 1980 to 2000, from 7.5 percent
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to 6.0 percent, a figure still 4.5 percentage points higher than the world’s average
(Bhalla 2002:184). Thus, despite overreporting and continuing market distortions,
economists believe China’s growth under market reforms has been rapid but uneven.

During the early reform period, the Chinese leaders tried to improve economic
management and make the planning system more flexible rather than replacing plan-
ning with the market. This was not a capitalist road, the Chinese insisted, but “social-
ism with Chinese characteristics.” The meaning of Chinese characteristics only took
shape after seven to eight years of experimentation rather than by following a grand
blueprint. Reform proceeded step-by-step, through a process of trial and error but
drawing on incremental changes from past experience. The Chinese explained their
approach with a proverb: “Keep touching stones while walking across a river.” The
strategy of building incrementally on previous institutions contrasted with Russia’s
more abrupt changes in strategy in the early 1990s (Clarke 1991:1-14; Lichtenstein
1991:136-137; Wang 1994:14-15, 27, 113). In practice, Chinese characteristics
meant large but shrinking state industrial, corporate boards limited in firing man-
agers, party committees in private enterprises, entrepreneurs as members of the Com-
munist Party, growing entrepreneurial activity in both private and public sectors,
household management of farm plots under long-term contracts with collectives, and
“massive changes in economic policy...dictated without consultation” (Waldron
2002).

China’s GNI PPP is second in the world to the United States (World Bank
2004i:252-253), perhaps situated to become first in the 2020s.'3 For the Sinologist
Nicholas Lardy (2004), however, the soft budget constraint of banks (see Chapter 19)
and inability to estimate borrowers’ prospective rates of return, together with the
exhaustion of benefits of catch-up (notice Kozo Yamamura’s point in the section on
the end of Japan’s economic miracle), appear likely to decelerate growth in the next
decades.

Chapter 18 provides a synopsis of market socialism, arguments for and against
it, and efforts at market socialism before 1979, whereas Chapter 19 examines sta-
bilization, adjustment, reform, and privatization in China and other postsocialist
economies.

LESSONS FROM NON-WESTERN MODELS

Since the collapse of Soviet communism, only a few countries, such as Cuba and
North Korea, still adhere to the Russian model. But it would also be inadvisable to
accept the Japanese or Korean-Taiwanese models without modification. The Meiji
Japanese and pre-1980 Koreans and Taiwanese were not democratic, spent heavily on
the military, and repressed labor organizations, whereas early Japan’s development
was highly unequal and imperialistic, and Japan and Korea both had high industrial
concentration rates. Still, LDCs can selectively learn from these East Asian countries:
some major ingredients of their successes included high homogenous standards

13 T assume a S percent yearly overall growth for China (including Hong Kong, listed separately) and
2 percent for the United States.
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(especially in science) of primary and secondary education, able government officials
that planned policies to improve private-sector productivity, substantial technolog-
ical borrowing and modification, exchange-rate policies that lacked discrimination
against exports, and (in Japan and Taiwan) emphases on improving the skills of small-
and medium-scale industrialists. As discussed in Chapter 19, China’s pragmatic and
gradualist approach may provide lessons for postcommunist economies.

Still, you need to be skeptical about borrowing another country’s growth model,
not only because of the difficulty of transferring the model to a different country and
culture' but also because of the low correlation between rapid growth in one period
and another. Indeed, there is 70 correlation between annual GDP per capita growth
rates in 1950-73 and those in 1973-98 (R square = 0.189811 for the 141 countries
with data from Maddison 2001:187, 196, 216, 225). The earlier discussion of Japan
during the last half of the 20th century indicates that a model that works for one
time period may not work for a subsequent period.

Growth in the Last 100 to 150 Years

For the last 135 to 140 years, average annual growth rates of real GNP per capita in
Japan, Ireland, Norway, Finland, and Portugal have been at least 2 percent, a rate
that multiplies income sevenfold in a hundred years. The United States, Canada,
Sweden, and Denmark, relatively wealthy countries in 1870, have grown at almost
2 percent yearly. Of course, these growth rates, subject to price-index number and
subsistence valuation problems, are subject to a margin of error. Japan’s growth
of 2.63 percent yearly has been the most rapid in the world (Table 3-1), doubling
income in 27 years,!> and increasing at a rate of about 13-fold per century. This
long period of growth in the West and Japan is unparalleled in world history.'®
It is much more rapid than that of the developing countries, whose growth (with a few

14 Wade (2003) discusses the study of non-repeating patterns in nature (Li in ancient Chinese) — “sand
and wave patterns, big-cat markings, bark and leaf designs, soap and marbling swirls, crystalline and
rock forms, tree branching types, and many more of nature’s dynamic, sometimes enigmatic designs.”
Analogously, each successful development model may be nonrepeating, at least in the way it fuses
components.

A quick and fairly accurate method for computing doubling time is 70 divided by the percentage rate of
growth. To illustrate, the Japanese growth of about 2.6 percent yearly means income doubles in 70/2.6
or about 27 years, and the Portuguese or Canadian growth of about 2 percent annually indicates
doubling in close to 35 years.

What explains the slower growth in the United Kingdom and the United States and Japan’s accelerated
growth since World War II? Japan, like some other technologically relatively backward nations, used
internal and external economies, increasing returns from additional investment, and technical borrow-
ing to come close to catching up with the United States. Also Olson (1982) argues that the growth of
special interests in developed countries with long periods of stability (without invasion or upheaval),
such as Britain and the United States, reduces efficiency and growth. Thus, the Allied powers’ defeat
and occupation of Japan in the late 1940s and 1950s abolished special interests that slowed economic
growth, while encouraging the establishment of highly encompassing interests. Yet a few decades was
long enough for encrusted interests to form in Japan — corrupt factions in the ruling Liberal Democratic
Party, cartelized industries, banks” high debt ratios, and rigged bidding for government construction
contracts — perhaps thus contributing to deceleration in Japan’s growth rate since the 1970s, but espe-
cially since 1992.

16



TABLE 3-1. Annual Rates of Growth of Real GNP per Capita (percent), 1870-1998

1 2 3 4 5 6
Multiplication of
1870to 1913 to 1950to 1973 to 1870to 1870 GNP per
1913 1950 1973 1998 1998 capita in 1998
A. Countries with GDP per capita of $725 or more, 1870 (1990 PPP$)
Japan 1.48 0.89 8.05 2.34 2.63¢ 27.6¢
Ireland® 1.70 1.40 3.04 3.97 2.29 18.2
Norway 1.30 2.13 3.19 3.02 2.21 16.4
Finland 1.44 1.91 4.25 2.03 2.19 16.0
Portugal 0.52 1.39 5.66 2.29 2.03 13.0
Canada 2.27 1.40 2.74 1.60 1.97 12.2
Spain 1.15 0.17 5.79 1.97 1.96 12.0
Ttaly 1.26 0.85 4.95 2.07 1.95 11.9
Sweden 1.46 2.12 3.07 1.31 1.93 11.5
United States 1.82 1.61 2.45 1.99 1.90 11.2
Denmark 1.57 1.56 3.08 1.86 1.89 11.0
France 1.45 1.12 4.05 1.61 1.84 10.4
Switzerland 1.55 2.06 3.08 0.64 1.84 10.3
Austria 1.45 0.18 4.94 2.10 1.82 10.1
Germany 1.63 0.17 5.02 1.60 1.81 9.8
Netherlands 0.9 1.07 3.45 1.76 1.57 7.4
Belgium 1.05 0.70 3.55 1.89 1.55 7.2
Czechoslovakia® 1.38 1.40 3.08 0.67 1.55 7.2
Argentina 2.50 0.74 2.06 0.58 1.53 7.0
United 1.01 0.92 2.44 1.79 1.39 5.9
Kingdom
Australia 1.05 0.73 2.34 1.89 1.35 5.6
New Zealand 1.51 1.35 1.72 0.67 1.34 5.5
Uruguay 1.17 0.93 0.28 2.08 1.29 5.2
Hungary 1.18 0.45 3.6 0.59 1.28 5.1
Russia-USSR 1.06 1.76 3.36 —-1.75 1.11 4.1
B. Countries with GDP per capita of less than $725, 1870 (1990 international $)
Venezuela 1.55 5.30 1.55 —0.68 2.18 15.76
Mexico 2.22 0.85 3.17 1.28 1.8 9.90
Brazil 0.30 1.97 3.73 1.37 1.73 9.10
Thailand 0.39 —0.06 3.67 4.91 1.71 8.80
China 0.10 —0.62 2.86 5.39 1.70 8.70
Vietnam 0.85 —-0.37 1.05 2.82 0.91 3.20
India 0.54 —0.22 1.40 2.91 0.89 3.10
Indonesia 0.75 —0.20 2.57 2.90 0.63 2.40
Notes:
@ The multiple in the last column may be overstated. Growth rates (in the second to last column) and
corresponding multiples are rough approximations (see text).
b British sovereignty over Ireland ended in 1937. Figures for Ireland from 1870 to 1950 are from
Kuznets 1956:13.
¢ After a long struggle against their Austrian rulers, Czechoslovakia proclaimed a new republic in
1919. In 1992, the federal government was divided into two independent states, the Czech Republic
and the Slovak Republic.
Source: Maddison 2001:186, 196, 216, 265.
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exceptions, such as Brazil, Argentina, Uruguay, Mexico, Malaysia, Thailand, and
recently-growing China) since 1870 was only a fraction of 1 percent per year.

What about the United States as a model? The United States is among the top
10 in GNP per capita growth, 1870-1998 (Table 3-1), with a growth rate just
shy of 2 percent annually, and the economic leader in GDP per capita most of the
time since the early 20th century (Figure 3-1).!” Chapter 5’s discussion of neoclas-
sicism and the Washington Consensus provide insights into the model of the United
States. Yet Ha-Joon Chang, in Kicking Away the Ladder: Development Strategy
in Historical Perspective (2002), contends that rich countries such as the United
States used the ladder of state intervention and protection in their own early indus-
trialization, but “kick away the ladder” when prescribing policies for LDCs. The
19th-century United States had early universal free public education, public aid for
agricultural research and extension, subsidies for the purchase of frontier homestead
farms, and high tariffs for manufacturing in the nineteenth century.'® Moreover,
LDCs may hesitate to emulate the United States, lacking the welfare state, with its
social safety net for the poor and unemployed, of Western Europe. Indeed, the United
States has the highest human poverty index (HPI-2) among the high-income coun-
tries of Japan and the European Union’s original 15, 1995-2003 (except Portugal
and Greece).!”” The components of the index, different than the developing coun-
tries’ HPI-1, are the percentage of the population lacking functional literacy skills,
the percentage below a 1994 income poverty line of PPP$11 daily, and the prob-
ability at birth of not surviving to age 60 (U.N. Development Program 2002a:21,
160-161).

In the 19th century, Ireland suffered through a potato famine, 1845-50, and the
famine, disease, widespread poverty, and emigration exemplified by Frank McCourt’s
autobiographical Angela’s Ashes (1996) (albeit the early to mid-20th, not 19th, cen-
tury). Indeed, the Irish island’s population fell from 8.2 million in 1840 to 4.4 million
in 1911 (Foster 1989:319), whereas 14 percent of the island’s population emigrated
in the 1880s (Fischer 2003:3). Ireland (except the North) extricated itself from British
colonial rule with independence in 1921, reducing economic dependence even further
with free trade and factor movement as member of the high-income European Union
in 1973.

Ireland, recently labeled the Celtic tiger, is among the world’s fastest growing
economies since 1870 (Table 3-1), with a GNI per capita of $26,960 (PPP$30,450)
in 2003 (inside front cover table). Wouldn’t Ireland be a model for economies
historically highly dependent on foreign economic powers? During the last quarter

17 Depending on the measure used, Switzerland, Norway, Sweden, France, Rhode-Island-sized Luxem-
bourg (with a population less than one-half million), or other economies may have ranked first in
income per capita at one time or other during the last century.

18 The history of tariffs and other trade barriers is, however, more complex than Chang admits, as
Chapter 17 indicates.

19 The Princeton University economist Paul Krugman contends that U.S. income inequality, the highest
among these countries (World Bank 2003h:64-66), “has returned to Guilded Age levels” (Krugman
2003:5).
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of the 20th century, the Irish reduced corporate profits and other tax rates, increased
trade openness, removed trade barriers, attracted export-oriented foreign invest-
ment, promoted tourism, expanded the depth and efficiency of the financial system,
improved administrative quality, developed further the rule of law, achieved high
educational attainment from free universal secondary education, undertook struc-
tural change to cheap wage-intensive industrial exports, and increased the ratio of
labor force participation to population from a rise in female labor participation and
a fall in the proportion of people dependent on those of working age as the birth rate
declined.?® Ireland’s relatively young and rapidly growing English-speaking work-
force, with a relatively high education, was an ideal resource to be employed in
information technology ranging from financial services and software development to
computer-assisted call centers (for such activities as airlines and hotel reservations)
for U.S. and other Western multinational corporations. These employment oppor-
tunities reversed the outward migration from earlier in the century (Honohan and
Walsh 2002).

To be sure, Ireland’s homogenous population of less than four million is more
manageable than most Asian or African economies. Yet the Irish model for attracting
trade with and investment from Western (or Japanese) companies has similarities to
the Asian Tigers, Malaysia, Thailand, coastal China, and (since 1991 reforms) India.

Of course, Ireland (along with Greece, Spain, and Portugal) was helped by the
European Regional Development Fund (ERDF), which made contributions to reduce
disparities between the EU’s richest and poorest regions. Moreover, Ireland joined
the euro currency bloc in 1999, which reduced the transactions costs of trade within
the European Union but also imposed a straitjacket that undermined its export com-
petitiveness during the strengthening of the euro in 2002-03. Ireland’s information
technology (IT) boom, with its concomitant rise in inflation and wages, proved unsus-
tainable during the early years of the first decade of the 21st century, as multinational
corporations increased their IT outsourcing to low-wage Asia (Economist 2003g:96).
Although the experience of Ireland may be instructive, it should increase awareness
of shifts in comparative advantage that occur with growth and wage increases in
emerging economies (see Chapter 17 on the product cycle model).

The Power of Exponential Growth - The United States
and Canada: The Late 19th and 20th Centuries

A real growth in GNP per capita (or productivity per person) of 2 percent yearly
multiplies income sevenfold over a century and 19-fold for one and one-half centuries.
We can get a better sense of what this has meant by describing the living conditions
of some North American families in the late 19th century, and comparing them to
late-20th-century conditions. In 1885, a family of a rural Pennsylvania mechanic
and farmer, who had no horse and wagon or public transport, lived 11 kilometers

20 Bloom and Canning (2004:19-20) attribute Ireland’s rapid growth rate since the 1980s partly to
reduced birth rates from the legalization of contraception in 1979.
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(or seven miles) from the nearest village, built its house and dug its well by hand,
made most of its own tools, raised wheat, corn, fruit, pigs, chickens, and a garden,
and shot game birds, squirrels, and deer on 6.5 hectares (16 acres). The children
walked eight kilometers (or five miles) to a one-room school, whereas the father
walked to the nearest village to pay his taxes. They borrowed a horse to plow the
field and used handmade spade, hoe, clod-breaker, and wheelbarrow, a hand-pulled
sled, and hand-pushed tiller for farm work. Their house had no indoor plumbing,
so water had to be pumped, carried by a bucket for use and disposal, and heated
on a stove and poured in a basin for washing. Their few changes of clothes (mostly
handmade except for men’s suits and work clothes) lay in handmade chests or hung
on wall pegs, as there were no closets. They scrubbed their clothes with a washboard,
and ironed with flatirons heated on a stove. In winter, they chopped down a tree in a
nearby forest, dragged it on a hand-pulled sled, chopped it into stove lengths, staked
it, and carried it into the house for a wood stove, which heated one room, in which
they worked, ate, cooked, and sat; the family slept in other rooms that were cold in
the winter. They raised most of their food - potatoes, turnips, beets, other vegetables,
and fruits — that they spent many hours preserving or kept in a root cellar over the
winter. They dug dandelions, ground their roots for coffee, cooked wintercress and
wild mustard greens, and made tea from the dried leaves of wild plants. The daughters
stopped school after the eighth grade to reduce spending for the fees and board of
the town public school. Although family members could read, they had little reading
material available (Baumol, Blackman, and Wolff 1989:30-64, with Heim 1885 and
the 1980 U.S. Census of Housing as sources).

Although people who lived in rural areas worked hard and faced a difficult life, their
comfort probably was higher than a factory worker’s family, who lacked outdoor
space, healthful environment, a varied and adequate diet, and control over time
and effort. Cities, with their wretched housing conditions or crowded tenements
for the majority, were unsanitary, crowded places that provided no privacy and few
basic amenities, and were breeding grounds for disease. Nutrition, public health, and
medical care were appalling, so that epidemics of deadly diseases were common, life
expectancy was only 40 years, and infant mortality was 170 per 1,000 births (Baumol
et al. :30-64).

In the 1850s, a typical Atlantic coast worker’s family spent 45 percent of its income,
estimated at $550-600 yearly in today’s dollars, on food, and 95 percent on food,
clothing, and shelter, leaving little for medical care, entertainment, and so on. Trav-
elers in North America during this time lamented the ubiquity of the one-pot stew,
which was, however, an improvement over most of Western Europe during good har-
vests then and for centuries before. The alternative to this stew for most people was
a minimal amount of nutritionally inferior foods, such as potatoes, lard, cornmeal,
and salt pork, restricted by local weather conditions, crop cycles, no refrigeration,
and limited transport. Housing during the mid-19th century varied from a single
3-by-3.5 meters (10-by-12-foot) room for six persons in a New York City tenement
to a small house of logs or loosely boarded frame construction (usually without glass
windows) for most rural people to better housing for the few in the more prosperous
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towns and cities. Obviously, no homes had electricity, few had gas, fewer still had
hot running water, less than 2 percent had indoor toilets and cold running water, and
baths were a luxury. Furthermore, the typical workweek (six days) was 66-70 hours
in 1850 and 57 hours in 1900. Vacations or retirement for the elderly was unknown,
except for the very rich (ibid.).

In contrast, in the late 1970s or early 1980s, an urban middle-income family spent
25 percent of its income on food (including fresh fruits and vegetables transported
across the continent year-round, freeze-dried, frozen, and canned produce, and other
items packaged for safety and nutrition), and 54 percent on food, clothing, and shel-
ter. According to the 1980 U.S. Census of Housing, only 2.2 percent of American
housing units lacked complete plumbing (defined as hot and cold piped water, a flush
toilet, and a bathtub or shower for the exclusive use of the housing unit) and only
4.5 percent were occupied by more than one person per room. And 99.9 percent of
U.S. households owned an electric vacuum cleaner, toaster, radio, iron, coffeemaker,
and television, 99.8 percent had electric refrigerators, and 77 percent had electric
washing machines. The adult literacy rate was 99 percent (compared to 80 percent
in 1870), life expectancy was 74 years, and infant mortality was 12 per 1,000. Most
North Americans spent a substantial portion of their evenings, weekends, and vaca-
tions in television viewing, cultural events, sports, and other recreational and leisure
activities (ibid.).

For the Japanese, the contrast from the 19th to 20th centuries is even greater than
for North America. Asians, Africans, and Latin Americans aspire to at least 2-to-
3 percent annual real growth, expecting this growth to affect their material levels of
living as radically as it affected North Americans, Western Europeans, and Japanese
in the past.

THE GOLDEN AGE OF GROWTH

The world experienced the fastest growth in the last half of the 20th century. The
“golden age” was 1950-73, when world economic growth per capita reached a phe-
nomenal 3 percent yearly (2.93 percent annually, according to Maddison 2001:126).
Even the slowest growing region, Africa, grew more than 2 percent per capita yearly,
a growth that, if continued, would have doubled average income every 35 years! No
wonder Surendra J. Patel, a member of the secretariat of the U.N. Economic Commis-
sion for Africa, discussing the prospects of poor countries such as India in the Royal
Economic Society’s Economic Journal in 1964, expressed the view that “the coun-
tries industrialised now were not, around half-way in the nineteenth century, much
richer (or even more enlightened) than most of the pre-industrial countries now or
then. ... [Clontinuous creeping for over a hundred years. .. at this slow pace [1.8%
per capita per year| has brought about massive economic expansion. .. A vast accu-
mulation of technical knowledge is awaiting assimilation. ... Planning Commissions
and Agencies are being established to steer the economies towards set goals. ... The
main task before a growth-economist to-day is to elaborate the concrete technical
details for attaining a high rate of economic growth — say, 5% per capita per year
for half a century. The final solution of the economic problem then would need not
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more than an adult’s life-time” (Patel 1964:129-130). Sadly, for most of Africa and
for India before 1991, the “solution of the economic problem” has not been much
closer than in 1964.

As stated, Japan grew rapidly, 8.05 percent annually, and even Western Europe
grew at 4.08 percent yearly, 1950-73 (Maddison 2001:126), a result partly of the
pent-up demand for consumer and investment goods after World War II, the rehabil-
itation of physical capital from war damage, the restoration of near prewar levels of
technology and human capital, the diversion of production from military goods to
consumer goods, and the stability of the international exchange system anchored by
a stable U.S. dollar. Even the United States and Canada, spared war damage, grew
by 2.45 and 2.74 percent, respectively, per annum, 1950-73 (ibid., p. 186).

The period from 1973 to 1998 was slower, with the exhaustion of fast growth
from war rehabilitation, scale economies, and catch up with the most advanced econ-
omy, the United States. The University of Massachusetts’ James Crotty (2002:21-44)
argues that orthodox economists and policy makers, with excessive faith in markets,
assumed that aggregate demand growth would balance the increase in aggregate
supply. Sluggish demand growth “led to a sharp rise in excess capacity in globally
contested industries” (ibid., p. 26), such as automobiles, steel, and textiles. First, the
slow growth of wages, employment, and labor’s bargaining power stifled the growth
in consumer demand. Second, high real-interest rates after 1980 by independent and
inflation-obsessed central banks and (amid capital deregulation) capital flight to pun-
ish economies relying on low, expansionary interest rates contributed to heightening
instability of global financial markets and an accompanying demand by investors
for large risk premiums on loans. Third, new investment spending “declined because
of lower profits, higher real-interest rates, increased uncertainty, sluggish demand
growth, and conservative attacks against government spending” (ibid., p. 28). Fourth,
fiscal policy became increasingly restrictive as conservative political forces grew more
powerful, reducing stimulative government spending and tax reduction, thus creating
a drag on aggregate demand. Fifth, liberalization programs imposed by the World
Bank, IMF, and Group of Seven DCs weakened state-guided development in LDCs.
Sixth, “IMF- and World Bank-mandated austerity and restructuring programs across
the developing world has badly hurt global growth” (ibid.).

Still, 1973-1998 was the second best capitalist period, with world per-capita
growth 1.33 percent yearly, a period of expansion of trade and capital movements.?!
Not far behind was another period of liberalization, expansion of international trade,
capital movements, and migration, 1870-1913, with world per-capita growth of
1.30 percent yearly. Not surprisingly, the period of the Great Depression, bracketed by
two world wars, 1913-50, experienced slower growth, 0.91 percent per annum. The

21 Bhalla (2002) designates 1980-2000, the period of fastest globalization (expansion of trade and capi-
tal movements), as the “golden age of development™ (ibid., p. 163), especially for poor people (ibid.,
p- 200). Since 1820, this 20-year period exhibits the sharpest decline in world poverty percentages
(after adjusting data for inconsistencies between national accounts and survey data), that is, the
largest (9.8 percentage points) reduction in poverty per 10 percent growth (ibid., pp. 145, 148). See
Chapter 6.
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initial period of capitalist development, 1820-70, when major growth was mainly
confined to the West, saw average growth of only 0.53 yearly (Maddison 2001:
125-126).

Economic Growth in Europe and Japan after World War Il

Europe and Japan were devastated economically during the war. In the late 1940s
and early 1950s, the reorganization of the international trade and financial system
coupled with U.S. technical and economic assistance (such as the Marshall Plan) pro-
vided the basis for the rapid recovery of war-torn economies, including the economic
miracle in West Germany and Japan. Many expected the same jump start with capital
and technological expertise to create similar economic miracles in underdeveloped
countries. But this did not occur. Countries with cultures vastly different from those
of the West, with undeveloped industrial complexes, low literacy, and few technical
skills, were simply not able to use the capital fully.

It became obvious that the remarkable growth in Germany and Japan occurred
because technical knowledge and human capital were still intact, even though fac-
tories, railroads, bridges, harbors, and other physical capital lay in ruins. Starting
growth in an underdeveloped economy was far different from rebuilding a war-torn
economy.

With this awareness, scholars began thinking seriously in the 1950s about the eco-
nomic development of Asia, Africa, and Latin America as a field of inquiry separate
from the economics of the West. By the last part of the decade, several courses on
the economic development of underdeveloped countries were introduced into U.S.
universities.

Recent Economic Growth in Developing Countries

Economic growth in developing countries was much more rapid after World War II
than before. Data before this war are generally poor or lacking altogether. From
the start of the 20th century until independence in 1947, real growth in India, the
LDC with the best estimates, was no more than 0.2 percent per year, compared to an
annual 1.9-percent growth from 1950 to 1992. World Bank studies and Maddison
(2001:264) indicate real growth rates for developing countries as a whole from 1870
to 1950 to be less than 1 percent a year compared to growth from 1950 to 1998 of
about 2.7 percent per year and a doubling time of 26 years.

This rate has been more rapid than earlier predictions and targets; at least, this
is true of growth in the 1960s and early 1970s. Forecasts in the 1960s by three
prominent economists, Paul Rosenstein-Rodan, Hollis Chenery, and Alan Strout,
underestimated the growth of LDCs in the 1960s and 1970s. Furthermore, growth
in the GNP of developing countries during the United Nations’ first development
decade of the 1960s exceeded the target (Morawetz 1977:16-22; Rosenstein-Rodan
1961:107-138; Chenery and Strout 1966:679-733).



82

Part One. Principles and Concepts of Development

The annual growth rate of 2.7 percent was faster than the median long-term growth
(1.9 percent yearly) since 1870 for the 20 developed countries in Table 3-1, Part A.*?
Yet this comparatively favorable record does not satisfy developing countries. Many
of them made systematic planning efforts to condense into a few decades develop-
ment that took the West more than a century. Furthermore, annual growth from
1973 to 1998 was the same as annual growth from 1950 to 1998, only because of
Asia’s accelerated growth since 1973. Growths in both Africa and Latin America
plummeted substantially from 1950-73 to 1973-98, adding to discontent in these
regions (Maddison 2001:265).

RAPID AND SLOW GROWERS

The five billion people in the developing countries experienced a wide diversity of
economic performance during the late 20th century. About 12 developing countries,
with 35 percent of LDC population in 1998 (1.8 billion), grew at an average annual
rate of 2.5 percent or more from 1950 to 1998 (Table 3-2), a rate that increased GNP
per capita more than threefold during the 48 years.

More than 70 percent of the population of fast growers lives in China, which,
despite incentives for provincial officials to overstate economic performance, still
had fast growth under socialism, and even faster growth during market reforms after
1978. Other fast growers included the high-performing Asian economies discussed
earlier, South Korea, Taiwan, Thailand, Malaysia, and Indonesia (the other three
high performers — Japan, Singapore, and Hong Kong — are high-income economies).

It is crucial to sustain these fast growth rates over a long period. Lant Pritchett
(1997:13) indicates that an explosive growth in per capita GDP at a rate of 4.2 percent
yearly (six countries in Table 3.2 plus DCs Japan, Singapore, and Hong Kong for
50 years) would enable a country to go from the lowest in the world in 1870 to the
U.S. level in 1960.

Brazil, despite an annual inflation rate of 215 percent, 1960-2002 (Table 14-4),
and a debt overhang during the 1980s and 1990s that slowed import and overall
growth, experienced fast growth. Another Latin American country, Mexico, becom-
ing increasingly integrated within the high-income North American economy, was
a rapid, albeit erratic, grower. Portugal, Greece, and Turkey gained from increasing
integration into an affluent Europe.

Argentina’s growth was slower than that of Brazil or Mexico. In 1900, Argentina’s
GDP per capita of $2,756 (in 1990PPP), the same as Canada’s (Maddison 1995:193—
206), ranked 13th in the world, was more than double that of Japan, and was substan-
tially higher than Italy and the Nordic countries. By 2001-03, however, Argentina
defaulted on external debt amid a plummeting currency and some previously middle-
class families were foraging in garbage cans for food. By then, the country had even
fallen from its ranking of 31st in gross product per capita in 2001 (inside front cover
table and sources cited therein). A major factor in Argentina’s fall in rankings was
the erosion of the rule of law in the 1930s, with a military coup and electoral fraud

22 The first 17 listed plus the United Kingdom, Australia, and New Zealand.
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TABLE 3-2. GDP per Capita (1990 $PPP) and Its Annual Growth Rate, Developing
Countries, 1950-98

GDP per capita
Population Annual
2002 1990 P§ growth rate
Country (millions)®? 1950 1998 1950-98 (percent)
Fifteen most populous countries
China 1280.7 439 3117 6.1
India 1049.5 619 1746 1.8
Indonesia 217.0 840 3070 2.7
Brazil 173.8 1672 5459 2.3
Russian Federation 143.5 2834 3893 0.4
Pakistan 143.5 643 1935 2.0
Bangladesh 133.6 540 813 0.5
Nigeria 129.9 753 1232 0.6
Mexico 101.7 2365 6655 1.8
Philippines 80.0 1070 2268 1.1
Vietnam 79.7 658 1677 1.5
Egypt 71.2 718 2128 2.0
Ethiopia (and Eritrea) 67.7 250 399 0.6
Turkey 67.3 1818 6552 2.6
Iran, Islamic Rep. 65.6 1720 4265 1.5
Fifteen fastest growing countries®
Taiwan 22.5 936 15,012 15.0
Korea, Rep 48.4 770 12,152 14.8
Thailand 62.6 817 6205 6.6
China 1280.7 439 3117 6.1
Portugal 10.4 2069 12,929 5.2
Greece 11.0 1915 11,268 4.9
Malaysia 20.4 1559 71000 3.6
Tunisia 9.8 1115 4190 2.8
Saudi Arabia 24.0 2231 8225 2.7
Indonesia 217.0 840 3070 2.7
Turkey 67.3 1818 6552 2.6
Brazil 173.8 1672 5459 2.3
Pakistan 143.5 643 1935 2.0
Mexico 101.7 2365 6655 1.8
Poland 38.6 2447 6688 1.7
Fifteen slowest growing countries®
Congo (DRC) 55.2 497 220 —-0.6
Cuba 11.3 3390 2164 —-0.4
Madagascar 16.9 951 690 -0.3
Niger 11.6 813 532 -0.3
Mozambique 19.6 1133 1187 0.0
Zambia 10.0 661 674 0.0
Sudan 32.6 821 880 0.1
(continued)
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TABLE 3-2 (continued)

GDP per capita
Population Annual
2002 1990 P$ growth rate
Country (millions)®? 1950 1998 1950-98 (percent)
Ghana 20.2 1122 1244 0.1
Uganda 24.7 687 725 0.1
Cote d’'Ivoire 16.8 1014 1373 0.4
Tanzania 37.2 377 553 0.5
Ethiopia (and Eritrea) 99.2 250 399 0.6
Peru 26.7 2263 3666 0.6
Kenya 31.1 541 850 0.6
Mali 11.3 457 783 0.7

@ Countries with populations below 8 million include Mauritius, with 1.2 million, a GDP per capita
of PPP$2,491 in 1950 and PPP$9,853 in 1998, and an annual growth rate of 3.0 percent; Lesotho,
with 2.2 million, a GDP per capita of PPP$320 in 1950 and of PPP$1,173 in 1998, and an annual
growth rate of 2.7 percent; and Bulgaria, with 7.8 million, a GDP per capita of PPP$1,651 in 1950
and of PPP$4,586 in 1998, and an annual growth rate of 1.8 percent.

Countries with populations below 10 million include Haiti, with 7.1 million, a GDP per capita of
PPP$1,051 in 1950 and of PPP$816 in 1998, and an annual growth rate of —0.2 percent; Somalia,
with 7.8 million, a GDP per capita of PPP$1,057 in 1950 and of PPP$883 in 1998, and an annual
growth rate of —0.2 percent; Central African Republic, with 3.6 million, a GDP per capita of PPP$771
in 1950 and of PPP$653 in 1998, and an annual growth rate of —0.2; Sierra Leone, with 5.6 million,
a GDP per capita of PPP$656 in 1950 and of PPP$558 in 1998, and an annual growth rate of —0.1;
Nicaragua, with 5.4 million, a GDP per capita of PPP$1,616 in 1950 and of PPP$1,451 in 1998, and
an annual growth rate of —0.1; Chad, with 9.0 million, a GDP per capita of PPP$475 in 1950 and of
PPP$471 in 1998, and an annual growth rate of 0.0 percent; Senegal, with 9.9 million, a GDP per
capita of PPP$1,259 in 1950 and of PPP$1,302 in 1998, and an annual growth rate of 0.0 percent;
Togo, with 5.3 million, a GDP per capita of PPP$574 in 1950 and of PPP$644 in 1998, and an annual
growth rate of 0.1 percent; Benin, with 6.6 million, a GDP per capita of PPP$1,084 in 1950 and of
PPP$1,257 in 1998, and an annual growth rate of 0.2 percent; Burundi, with 6.7 million, a GDP
per capita of PPP$327 in 1950 and of PPP$543 in 1998, and an annual growth rate of 0.7 percent;
Mauritania, with 2.6 million, a GDP per capita of PPP$457 in 1950 and of PPP$783 in 1998, and
an annual growth rate of 0.7 percent; and Burkina Faso, with 12.6 million, a GDP per capita of
PPP$385 in 1950 and of PPP$676 in 1998, and an annual growth rate of 0.8 percent.

Sources: Population Reference Bureau 2002; Maddison 2001:185-186, 195-196, 215-217, 224-225.

o

in the 1930s, a military coup in 1943, and the subsequent populist rise to power of
Juan Peron in 1947, with his assault on property rights of landowners in the fertile
Pampas (Alston and Gallo 2003).

Greece and its neighboring rival Bulgaria, socialist until 1989, both achieved rapid
growth, especially during the Golden Age. Poland also grew fast during the Golden
Age. Despite slow growth during the 1970s and 1980s and reduced GDP in the
early transitional period, Poland was the fastest growing transitional economy after
1989, being the first to achieve 1989 GDP levels in the mid-1990s. Poland avoided
the severe economic collapse that other Eastern European countries suffered when
regional trade patterns were curtailed during the early 1990s.
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Other top performers were Saudi Arabia, the world’s largest petroleum exporter;
Tunisia, whose exports to Arab oil producers grew rapidly; Pakistan, which indus-
trialized rapidly from a low base at independence and the partition of the Indian
subcontinent in 1947; Mauritius, Africa’s fastest growing economy, especially in
manufacturing; and Lesotho, an enclave within South Africa, whose exports to and
workers’ remittances from the country grew rapidly.

By contrast, 42 of the less-developed countries, primarily from Africa, with 13 per-
cent of the LDC population (0.7 billion) grew by no more than 1 percent per year,
1950-98.

The contrast is instructive between Thailand and the Philippines, presently mem-
bers of the Association of South-East Asian Nations (ASEAN) and both with a popu-
lation of 41 million and a GNP per capita of $310-330in 1968 (in 1968 U.S. dollars)
(World Bank 1970d). However, there was a considerable discrepancy between the
income distribution in the two countries during the late 1960s and 1970s. The top
10 percent of the population in the Philippines was significantly richer than the same
group in Thailand, but the bottom 20 percent was more than twice as well off in
Thailand. One indicator of the greater egalitarianism in Thailand was its superior
progress in rural electrification, especially among the poor, to that in the Philippines.
Furthermore, from 1968 to 2000, the annual real growth per capita was 3.63 percent
for Thailand (more than threefold increase for the period) compared to 1.67 percent
for the Philippines (less than a twofold increase) (World Bank 1994h:210-211; Barro
2001:31).

There are several reasons for the better economic performance of Thailand, despite
the beginning of the 1997-99 Asian financial crisis with the depreciation of the Thai
bhat by more than 50 percent from mid-1997 to early 1998. In contrast to the
Philippines, Thai banks have been more likely to be privately owned and to exercise
independent authority over lending. Moreover, in its credit policies, the government
of Thailand targeted small- and medium-scale agriculture and industry, unlike the
Philippines, which was more oriented toward large enterprises.

Since World War II, Thailand has had lower import barriers than the Philippines,
even during Thailand’s emphasis on import-substitution industry during the 1970s.
Thailand stressed exports of natural resources in the 1960s, shifting in the 1980s
to exports of labor-intensive manufacturing and assembly, much of which was a
part of the Japanese-directed borderless economy. In the 1990s, Thailand attracted a
larger share of foreign investment in capital- and knowledge-intensive export sectors.
Because of corruption, trade and exchange-rate restrictions, and political instability,
the Philippines attracted much less investment than Thailand.

Thailand had greater success than the Philippines avoiding inflation during
the oil price increases in 1973-74 and 1979-81, using macroeconomic policies
to restrict spending in contrast to large budget deficits and monetary expansion
in the Philippines. Furthermore, a real devaluation of the Thai bhat, 1984-88,
together with Japanese and Taiwanese investment in labor-intensive manufacturing,
spurred exports, while helping the country avoiding both international and domestic
imbalances during the late 1980s and early 1990s. In comparison, the Philippines’
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currency appreciated in real terms as the currency remained fixed in the face of infla-
tion faster than the rest of the world (World Bank 1993a).

Thailand’s population in 2002 was 62.6 million compared to the Philippines’
80.0 million. Indeed Thailand experienced a marked decline in crude birth rate from
1970, when the rate was slightly higher than that of the Philippines, to 2002, when
the birth rate was 1.4 percent of the population in Thailand compared to 2.8 percent
in the Philippines. Moreover, Thailand’s fall in fertility reduced the percentage of chil-
dren aged less than 15 years to 24 percent of the population, whereas the Philippines’
percentage remained high at 37 percent (Population Reference Bureau 2002), thus
increasing the share of spending on food, health, and education for the dependent
population. The fact that the poorest segment of the Thai population was substan-
tially better off than the Filipino population helps explain why Thailand’s fertility
rate is lower than the Philippines. More people had reached a socioeconomic level in
Thailand that promoted birth control (see Chapter 8). A further benefit from Thai-
land’s rapid fertility decline was the deceleration in annual labor-force growth, from
2.8 percent (1970-80) to 2.2 percent (1980-92) to 1.5 percent (1992-2000), whereas
the Philippines annual growth remained virtually static, with 2.4 percent, 1970-80;
2.5 percent, 1980-92; and 2.3 percent, 1992-2000 (World Bank 1994h:210-211;
International Labour Organization 2000:278).%23

REGIONS OF THE WORLD

Africa’s real GDP per capita was higher than that of developing (not including Japan)
Asia in 1950, 1960, and 1973 (double Asia’s in 1960). By 2001, however, Asia had
more than twice the GDP per capita of Africa (Maddison 2001:126; Bhalla 2002:190;
and inside front cover table).

Since 1973, with the slowdown of the world economy after the collapse of the post-
1945 Bretton Woods international monetary system of fixed exchange rates and the
increased prices of oil and other raw materials in the early 1970s, Africa and several
other regions have experienced slow growth. Africa, Latin America, and the Middle
East have suffered mutually reinforcing negative growth and severe debt crises since
1980. Thus, annual growth from 1973 to 1998 was 0.01 percent for Africa (consistent
with the World Bank 2000a:1, indicated in the first section of Chapter 2), 0.34
percent for the Middle East (West Asia and North Africa), a beneficiary of the oil
boom but vulnerable to subsequent oil busts, and 0.99 percent for Latin America.
Despite its financial crisis, Asia continued its high performance from the Golden Age,
3.26 percent yearly. Asia includes fast-growing China, other East Asia, and South
Asia but not West and Central Asia or DCs’ Japan and Singapore.

Overall, Africa grew only 0.99 percent annually from 1950 to 1998, Latin America
1.72 percent annually, the Middle East 2.26 percent annually, and Asia 3.50 percent

23 The Philippines, with comparable life expectancy and adult literacy rate and higher combined school
enrollment rate, is not as far behind Thailand in HDI as in GDP per capita (U.N. Development Program
2003:61, 238).
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annually. Developing Europe and Central Asia (primarily former communist coun-
tries of East Central Europe and the Soviet Union) averaged a decline of 1.10 per-
cent annually from 1973 to 1999, so that its overall growth from 1950 to 1998
was only 1.07 percent yearly. Because of earlier development, Latin America has
the highest 2003 GNP per capita of regions in Africa, Asia, and Latin America,
PPP$7,080, compared to the Middle East’s PPP$5,700, East Asia’s PPP$4,580,
South Asia’s PPP$2,660, and sub-Saharan Africa’s PPP$1,770 (inside front cover
table).

Figure 3-3, which plots the growth experience of country groupings, reinforces the
inside cover table. Sub-Saharan Africa hardly grew at all since 1960, with a decline
in GDP per capita of almost 1 percent yearly from 1980 to 2000. China, which
was very poor on the eve of its civil war and even during most of the early Maoist
period (1949-70), grew rapidly in the late Maoist period and the post-Maoist reform
period after 1979, surpassing Africa late in the 20th century. South Asia has grown
faster than Africa, especially during the period of India’s modest liberalization in the
1980s and major reforms in the 1990s. Is South Asia poorer than sub-Saharan Africa,
as Figure 3-3 indicates? Many economists disagree (World Bank 2003h:16; Bhalla
2002); regardless, at recent rates, South Asia’s GDP per capita will soon exceed that
of sub-Saharan Africa.

Among LDC regions, Latin America and the Caribbean had the highest GDP
per capita in 1960. However, growth shown in Figure 3-3 indicates that as a
result of its high performance, East Asia’s average income is close to that of Latin
America.
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High-income countries’ growth, 1960-2000, exceeded all LDC regions except East
Asia (including China). Note, however, the discussion in the next section concerning
selection bias.

The Convergence Controversy

In 1969, a commission on international development chaired by Lester Pearson
(former Canadian prime minister) contended that “the widening gap between the
developed and developing countries” is one of the central issues of our time (Pearson
et al. 1969:1).2* Are rich countries getting richer and poor countries poorer? One
measure, real per-capita income, indicates that since World War II both developed
and developing countries are better off. Is the gap widening? The answer is complex,
as it depends on the definition of the gap, the time period used, how we define a rich
country and a poor one, whether we use countries or individuals as the unit, and
whether or not we view a country at the beginning or the end of the time period.

A key question is whether poor countries grow faster than rich ones, so that income
per capita is converging. Convergence concurs with the predominant neoclassical
growth model (discussed in Chapter 5), which presumes diminishing returns to capi-
tal as an economy develops, and similar technology from one economy to another.
Robert J. Barro and Xavier Sala-i-Martin (1992:223-251) show that in the United
States, low-income states have narrowed the relative economic gap vis-a-vis high-
income states from 1840 to 1988. Does this finding apply to countries? William ]J.
Baumol’s answer (1986:1072-1085) is “yes,” arguing that growth among 16 DCs
converged from 1870 to 1970. However, Baumol demonstrates selection bias, by
choosing, after the fact, a sample of countries that have successfully developed and
are now among the richest countries in the world. He could have avoided selection
bias if he had tested convergence, as other scholars did, by examining the subsequent
growth rates of the richest countries in 1870 (de Long 1988:1138-1154; see also
Maddison 1995:45 and Abramovitz 1986:394).2°

24 The World Bank (2001h:51) finds that “Widening gaps between rich and poor countries account for
much of the increase in worldwide income inequality across individuals over the past 40 years.”

Even so, Baumol would not have found convergence if he had compared the United States to other
Western countries from 1870 through the immediate period after World War II. As Abramovitz
1986:391-397 points out, the United States widened its lead because: (1) of its rapid advance in
general and technical education, (2) technological change during that period was heavily scale depen-
dent but biased in labor-saving but capital- and resource-saving directions, where America enjoyed
great advantages, and (3) World Wars I and II were serious setbacks for Europe but stimuli to growth
in the United States. Convergence occurred after 1950 (Maddison 1995:45).

The World Bank (1990i:10), in asserting that the performance of LDCs diverged in the 1980s, is also
guilty of selection bias. After the fact, fast-growing countries tend to have higher per-capita incomes
than slow-growing countries, just as fast-growing teenagers are generally taller than slow-growing
teens.

In a similar vein, Pritchett (1997:4-6) finds convergence among the 17 contemporary high-income
countries. The poorest five countries in 1870 (Japan, Finland, Norway, Canada, and Sweden, in
ascending order) had five of the six fastest growth rates, 1870-1960. (Switzerland was one of the
six fastest growers, whereas Italy, with the fourth to last GDP per capita in 1870, was not one of
the six.) The richest five countries in 1870 (Australia, Great Britain, New Zealand, Belgium, and the

25
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FIGURE 3-4. Simulation of Divergence of per Capita GNP, 1870-1995 (showing only
selected countries). Note: Although the graph compares the poorest country to the United
States, the richest/poorest ratio refers to Australia as the richest country in 1870.

Source: Pritchett 1997:10.

Recall our discussion of the widening gap (or spreads) between the West and Afro-
Asia earlier in this chapter. For Lant Pritchett (1997:9-12), contemporary estimates
of relative national incomes; the estimates of DCs’ growth rate, 1870-1990; and the
assumption that PPP$250 in 1985 is the lower bound for subsistence income lead to
the inescapable conclusion that the last 150 years has seen “divergence, big time.”
This means that, similar to Figure 3-2 on regional spreads, Figure 3-4 also indicates
a widening relative gap but between GDP per capita of the richest country vis-a-vis
that of the poorest country. According to Pritchett (1997:1), “Divergence in relative
productivity levels and living standards is the dominant feature of modern economic
history.”

What if we start convergence comparisons during the late 20th century, when
most LDCs had attained independence and began systematic efforts to accelerate
growth? Paul Romer (1994b:3-22) shows that from 1960 to 1985 poor countries
grew at about the same rate as rich countries, so that income per capita of the devel-
oped countries was neither growing faster than (diverging with) nor growing slower
than (converging with) income per capita of the developing countries. Figure 3-5
shows that from 1980 to 2000 country averages diverge. However, Figure 3-6, which

Netherlands) had the five slowest growth rates, 1870-1960. Pritchett (1997:6), similar to de Long
(1988), recognizes that this convergence “is almost tautological.”
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FIGURE 3-5. Average Annual Growth (1980-2000) on Initial Level of Real
GDP per Capita. Note: The data are values for real GDP in U.S. dollars per
equivalent adult. Source: Fischer 2003:11.

graphs the same raw data using population weights, shows convergence between
rich and poor individuals (Bhalla 2003:205). China and India were both low-income
economies at the beginning of the period. The dominance of these two fast-growing
countries, which represent more than one-third of the world’s population, drives the
finding of convergence.

Figure 1-1 shows that incomes of the United States relative to the developing world
fell from 1960 to 2000. From 1960 to 2000, U.S. median (50th percentile) income fell
relative to the median in East Asia, South Asia, and the developing world generally.
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FIGURE 3-6. Population-Weighted Average Annual Growth (1980-2000) on Initial
Level of Real GDP per Capita (as in Figure 3-5, but with area proportional to
population in 1980). Note: The data are values for real GDP in U.S. dollars per
equivalent adult. Source: Fischer 2003:12.1.
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Likewise, for the same period, 20th percentile income in the United States fell relative
to that income in the Asian regions and LDCs. Both suggest that the incomes of poor
and rich people have converged, even if incomes of poor and rich countries have not
(Bhalla 2003:190-196).%¢

Finally, LDC regions show progress in the Human Development Index, 1980-
2000, based on life expectancy, education, and the logarithm of PPP$ GDP per capita.
Because “HDI is an index of relative performance, improvements in all regions rep-
resent a convergence of this more general measure of economic and social progress
across regions” [Fischer 2003:8, italics in original].

Robert Barro (1991) distinguishes between conditional convergence, with the pres-
ence of control variables, and their absence, unconditional convergence. With condi-
tional convergence, holding fertility rates, education, and government spending as a
share of GDP constant, income per capita in poor countries grows faster than in rich
countries (Mankiw, Romer, and Weil 1992:407-437), as expected with diminishing
returns in neoclassical growth theory (Chapter 5).2’

Figure 3-6 anticipates Chapter 6’ discussion of the trend of global income dis-
tribution, which considers both between-nation and within-nation inequalities and
weights nations according to population.

Conclusion

Capitalism rose in the West from the 15th to 18th centuries with the decline of
feudalism, the breakdown of church authority, strong nation-states supporting free
trade, a liberal ideology tailor made for the bourgeoisie, a price revolution that
speeded capital accumulation, advances in science and technology, and a spirit of
rationalism. In the last one to one and one-half centuries, sustained economic growth
occurred primarily in the capitalist West and Japan. During this period, the economic
growth rate of most of these countries was over 1.5 percent yearly. Thus, the gap
between these countries and the developing countries of Afro-Asia has increased
greatly.

During the late 19th century, the Japanese acquired foreign technology, established
a banking system, assisted private business people, aided technical improvement in
small industry, implemented universal education, and kept foreign exchange rates
close to market rates. However, LDCs can learn only limited lessons from Japan,
because of its historically specific conditions and because some components of Japan’s
model may have contributed to its recent growth collapse.

The South Korean and Taiwanese approaches have been similar to those of Japan.
Moreover, the Korean-Taiwanese model stressed government-business cooperation
alongside government creation of contested markets among businesses.

26 Zettelmeyer (2003:50) argues that convergence usually refers to cross-country effects, as in Figure 3-5,
not individuals or population-weighted countries, as in Figure 3-6.

27 Durlauf and Johnson (1995) discuss club convergence, convergence within groups or regimes. Keller
(2004:752-782) stresses the importance of technological diffusion in productivity convergence.
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The 1917 communist revolution in Russia provided an alternative to capitalism as
a road to economic modernization. The state took control of economic planning and
capital accumulation. In only a few decades, Soviet centralized socialism transformed
Russia. Yet the major sources for this rapid growth, increased capital formation and
increased labor participation rates, were exhausted in the decade or two before the
collapse of communism in 1991. China performed better than Russia during its
early industrialization, partly because of China’s institutional changes and market
reforms.

The economic growth of developing countries since World War II has been much
more rapid than before the war. Yet, the postwar growth of developing countries
has been no faster than the growth of developed countries. Whether this means
convergence or divergence depends on the time, scope, and definitions.

Moreover, this growth masks a wide diversity of performance among the develop-
ing countries. From 1960 to 1992, almost half the LDC population lived in countries
growing at an annual rate of 3 percent or better, but about one-fourth of this popu-
lation grew by no more than 1 percent yearly. Since 1980, East Asia has grown the
fastest and sub-Saharan Africa the slowest among world regions.

In the last decades of the 20th century, eight high-performing Asian economies
have experienced rapid growth, despite the Asian financial crisis of 1997-1999.
Since 1990, we can add India and other LDCs to this list. By contrast, some sub-
Saharan African and other LDCs have not only experienced a slowdown but also a
“meltdown,” resulting in declining health, nutrition, and other basic needs for most
of the country’s people.

This story of growth is important as it helps determine whether societies can meet
basic needs of food, clothing, housing, health, and literacy, and widen human choice
to enable people to control their environment, enjoy greater leisure, acquire learning,
and use more resources for aesthetics and humanistic endeavors.

TERMS TO REVIEW

Asian tigers

Association of South East Asian
Nations (ASEAN)

bourgeoisie

Bretton Woods international monetary
system

capitalism

cartels

Chaebol

club convergence

conditional convergence
contested markets

convergence

¢ Asian borderless economy * divergence

European Regional Development
Fund

Fel’dman model

Golden Age of Capitalist Growth
Green Revolution

Group of Seven

import substitutes

infrastructure

Japanese development model
keiretsu

labor participation rate
laissez-faire

modern economic growth
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e monopsony * surplus

* perestroika e terms of trade

¢ Protestant ethic e total factor productivity

e real domestic currency appreciation * unconditional convergence
e real domestic currency depreciation * zaibatsu

e Stalinist development model

QUESTIONS TO DISCUSS

1. Discuss and assess Diamond’s evolutionary biological approach to development.

2. Indicate the broad outlines of world leaders in national GDP per capita during
the medieval and modern periods. How do we explain the reasons for changes
in world leadership?

3. What are the characteristics of modern economic growth? Why was modern
economic growth largely confined to the West (Western Europe, the United States,
and Canada) before the 20th century?

4. How important were noneconomic factors in contributing to modern capitalist
development in the West?

5. How does the relative gap between the West and Afro-Asian LDCs today com-
pare to the gap a century and a quarter or half ago? How do we explain this
difference?

6. Which countries outside the West have had the most development success in
the last century? Are these non-Western development models useful for today’s
LDCs?

7. Evaluate Russia—Soviet Union as a model for today’s LDCs.

oo

. Compare the economic growth of today’s LDCs before and after World War II.
9. Indicate in some detail how sustained economic growth in North America has
changed the material level of living from about 100 to 150 years ago to today.
10. Has average income in the rich and poor countries converged since 1980? In the
past 100 to 150 years? Has the relative income of poor and rich people converged
since 19807 In the past 100 to 150 years?

GUIDE TO READINGS

Maddison (2001, 2003) are the definitive sources on long-term economic growth. See
Sharpe (2002:20-40) for a summary of Maddison’s contribution plus useful graphs.
Kuznets (1966, 1971) analyzes the origin of modern economic growth.

The World Bank’s annual World Development Indicators, World Development
Report, and World Bank Atlas; the UN’s yearly Human Development Report; other
sources indicated in Chapter 2’s Guide; and their corresponding CD-ROM:s are basic
sources on recent economic growth. Morawetz (1977) has an excellent analysis of
major trends in the economic growth of LDCs from World War II to 1975.

Initially, modern growth meant capitalist growth as Dillard indicates (1967:72~
149; 1979:69-76). For criticisms of Weber’s thesis on the Protestant ethic and
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capitalist development, see Tawney (1926), Samuelsson (1957), Robertson (1959),
and Chapter 12.

The annual World Development Report by the World Bank is the best of sev-
eral sources on recent economic growth of LDCs and DCs (see the bibliographical
note in Chapter 2). Morawetz’s book (Twenty-five Years) and Kuznets (1966, 1971),
although somewhat dated, are excellent sources on long-run economic growth.
Bairoch’s careful statistical work (1975, 1976, 1982) is worth perusing, although I
think Bairoch, unlike Kuznets, underestimates 19th-century differences between GNP
per capita in the DCs and the third world. Baumol et al. (1989) have detailed compa-
risons showing how rapid economic growth changed the welfare and lifestyle of
Americans since the 19th century. Gregory and Stuart (2001) on Russian—Soviet eco-
nomic development and Lichtenstein (1991) on Chinese development are excellent.

Ohkawa and Ranis (1985), Yoshihara (1994), Kunio (1994), and Nafziger (1986:
1-26; 1995) examine implications of the Japanese development experience for LDCs.
Katz (1998, 2003) explains the reasons for “miracle” growth in Japan after World
War II through the 1980s and for its current growth collapse. Ito (1992), although
dated, is an excellent source on the Japanese economy.

For students interested in the high-performing Asian economies, see World Bank
(1993a) and articles assessing that monograph in World Development (Amsden
1994:627-633; Kwon 1994:635-644; Lall 1994:645-654; Yanagihara 1994:663—
670); also see note 11). World Development 16 (January 1988) has a special issue
devoted to South Korea (Leipzinger 1988:1-5; Kim 1988:7-18). Hamilton (1984:38-
43), Moore (1984:57-64), and Amsden (1989) discuss South Korea and Rodrik
(2000:195-200) getting interventions in Korea and Taiwan right. Stein (1995) exam-
ines the implications of the Asian model for Africa.

Krugman (1994) debunks the Asian miracle, arguing that East Asia’s high-
performing economies’ growth is based largely on the growth of inputs rather than
technical progress. Despite the 1997-1999 Asian crisis, subsequent empirical studies
have proven Krugman wrong.

Maddison (2002), Pritchett (1997), Fischer (2003:8-11), and Barro (1991) discuss
whether convergence has occurred between DCs and LDCs. Islam (2003:309-362)
surveys the convergence literature, linking it to the growth theory debate.

Kennedy, The Rise and Fall of the Great Powers (1987), contends that great powers
emerge because of a strong economic base but decline (for example, Britain in the
mid-20th century and the United States recently) from military overcommitment
obstructing economic growth.

Alexander Gerschenkron, Economic Backwardness in Historical Perspective (New
York: Praeger, 1982) attributes the industrial strategies of latecomers (19th-century
France, Germany, Russia, and Italy) to the advantages of relative backwardness:
adopting the backlog of the most modern technologies of the leaders (Britain and
the United States), using strong ideological medicine to motivate entrepreneurs, and
intervening by the state to provide capital and technology for rapid industrialization.



4 Characteristics and Institutions of
Developing Countries

Scope of the Chapter

This chapter surveys the characteristics of developing countries, with particular
emphasis on low-income economies. It looks at income distribution, political frame-
work, family system, relative size of agriculture and industry, technology and capital
levels, saving rates, dualism, international trade dependence, export patterns, pop-
ulation growth, labor force growth, literacy, and skill levels, and the nature of eco-
nomic and political institutions, including governance; democracy and dictatorship;
transparency; social capital; the state bureaucracy; tax collecting capability; a legal
and judicial system; property and use rights; statistical services and survey data; and
land, capital, insurance, and foreign exchange markets. The last section examines
rent seeking and corruption and their relationships to state weakness and failure.
Subsequent chapters will expand on economic patterns of development.

Varying Income Inequality

As economic development proceeds, income inequality frequently follows an inverted
U-shaped curve, first increasing (from low-to middle-income countries), and then
decreasing (from middle-to high-income countries). Even so, the proportion of the
population in poverty drops as per-capita income increases (see Chapter 6).

Political Framework

VARYING POLITICAL SYSTEMS

In 2000-01, Freedom House (2002) ranked about one-fourth, 34 of 137 LDCs, as
free, that is, enjoying political rights and civil liberties. Political rights mean not just a
formal electoral procedure but that “the voter [has] the chance to make a free choice
among candidates...and candidates are chosen independently of the state.” Civil
liberties implies having rights in practice, and not just a written constitutional guar-
antee of human rights. Freedom House (2002) designates Belize, Bolivia, Bulgaria,
Cyprus, Dominican Republic, El Salvador, Ghana, Jamaica, Korea (South), Mali,
Malta, Mauritius, Mexico, Mongolia, Panama, Peru, Namibia, Romania, South
Africa, Suriname, Taiwan, Thailand, Uruguay, and the three Baltic countries as free
in 2000-01 but Argentina, Bangladesh, Brazil, Kenya, Nigeria, Paraguay, Russia,
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Senegal, Tanzania, Turkey, Venezuela, and Zimbabwe as not. If we assume that Free-
dom House’s free countries are democracies, they comprise about 40 percent of LDCs’
5 billion people, because democracies include populous India.!

A SMALL POLITICAL ELITE

Unlike Western democracies, political control in LDCs tends to be held by a relatively
small political elite. This group includes not only individuals who directly or indi-
rectly play a considerable part in government — political leaders, traditional princes
and chiefs, high-ranking military officers, senior civil servants and administrators,
and executives in public corporations — but also large landowners, major business
people, and leading professionals. Even an authoritarian leader cannot rule without
some consensus among this influential elite unless he or she uses police and military
repression, perhaps with the support of a strong foreign power.

LOW POLITICAL INSTITUTIONALIZATION

For the political elite, economic modernization often poses a dilemma. Although
achieving modernity breeds stability, the process of modernization breeds instabil-
ity. Certainly modernization enhances the ability of a governing group to maintain
order, resolve disputes, select leaders, and promote political community. But urban-
ization, industrialization, educational expansion, and so on, eventually involve pre-
viously inactive ethnic, religious, regional, or economic groups in politics. According
to Samuel Huntington, the explosion of mass participation in politics relative to insti-
tutional capacity to absorb new participants leads to political instability (Huntington
1968). (Of course, civil conflict is not confined to newly modernizing countries, as
Canada, Belgium, Spain, and the United Kingdom currently have ethnic, religious,
or regional conflict.)

EXPERIENCE OF WESTERN DOMINATION

Except for Japan, in the past 200 years — and especially in the first half of the 20th
century — most of Africa and Asia were Western-dominated colonies. Even countries
such as Afghanistan and Thailand, which were never Western colonies, experienced
Western penetration and hegemony. And although most of Latin America became
independent in the 19th century, it has been subject to British and U.S. economic and
political suzerainty since then. Thus, during the century or two of rapid economic
growth in the Western countries, most LDCs have not had the political independence
essential for economic modernization.

1 For the World Bank (2000b:8-9), about 95 (or 59 percent) of 161 LDCs are democracies. (Note that
I have subtracted figures for DCs, largely democracies, to get this percentage.)

The U.N. Development Program (1991:20) ranks countries on a human freedom index (HFI) on
civil and legal rights, freedom from torture and censorship, electoral and religious freedom, ethnic
and gender egalitarianism, independent media, courts, and trade unions, and related indicators. The
authors rank Sweden and Denmark 1st, the United States 13th, and China, Ethiopia, Romania, Libya,
and Iraq at the bottom of 88 countries.
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An Extended Family

The extended family, including two or more nuclear families of parent(s) and chil-
dren, is a common institution in developing countries. Although some scholars regard
the extended family as an obstacle to economic development, I disagree. To be sure, if
one family member earns a higher income and saves, others may demand the savings
be shared, which hinders development, as funds are diverted from capital formation.
However, if family members attend secondary school or university, acquire training,
seek urban employment, or start a new business, the larger family unit may pool risks
to support them financially and so contribute to economic development.

Peasant Agricultural Societies

Most low-income countries are predominantly peasant agricultural societies.
Peasants are rural cultivators. They do not run a business enterprise as do farmers in
the United States but, rather, a household whose main concern is survival. Although
patterns of land ownership, tenure, and concentration vary considerably, most of
the land in these societies is worked by landless laborers, sharecroppers, renters, or
smallholders rather than large commercial farmers. In Afro-Asia, the average farm
is usually less than § hectares or 12 acres in size (see Chapter 7).

A High Proportion of the Labor Force in Agriculture

In low-income countries, 45-70 percent of the labor force is in agriculture, forestry,
hunting, and fishing; 10-25 percent in industry (manufacturing, mining, construc-
tion, and public utilities); and 15-35 percent in services (see Table 4-1). In contrast,
high-income countries tend to have less than 5-10 percent of the labor force in
agriculture; 20-30 percent in industry; and 60-75 percent in services. (A generation
or two ago, the share of the labor force in agriculture in low-income countries may
have been 90 percent, about the same as that of the United States in the late 18th cen-
tury, when Thomas Jefferson saw the independent yeoman farmer as the wellspring
of virtue.)

In low-income countries, the average agricultural family produces a surplus large
enough only to supply a small nonagricultural population. In these countries, one-
half to two-thirds of the labor force produce food; one-thirty-third do so in the United
States. Obviously, agricultural productivity in low-income countries is much lower
than in the United States and other developed countries.

A High Proportion of Output in Agriculture

During the modern period, the shares of agriculture in output and the labor force
have declined. In recent decades, the percentage of the world’s labor force engaged
in agriculture fell from 53 percentin 1980 to 49 percent in 1990 to 44 percent in 2001



TABLE 4-1. Industrial Structure in Developing and Developed Countries

Percentage of labor force in

Percentage of GDP value added in

Agriculture Industry Services

(1998- (1998- (1998- Agriculture Industry Services
2001) 2001) 2001) (2001) (2001) (2001)
Categories of countries
Low-income 57 20 23 24 32 45
countries
Middle-income 46 25 29 10 36 54
countries
All developing 51 23 26 12 36 52
countries
High-income 4 28 68 2 29 70
countries

Low and middle income countries

Bangladesh 50 13 37 23 25 52
India 56 26 28 25 26 48
Pakistan 44 20 36 25 23 52
Philippines 39 16 45 15 31 54
Thailand 48 19 33 10 40 49
Malaysia 18 31 51 9 49 52
Indonesia 47 17 36 16 47 37
China 58 24 18 15 51 34
Tanzania 71 13 16 45 16 39
Kenya 18 17 65 19 18 63
Ethiopia 52 11 37
South Africa 13 34 53 3 31 66
Congo, Dem. Rep. 65 15 20 56 19 25
Cote d’Ivoire 58 9 33 24 22 54
Nigeria 38 26 34 30 46 25
Ghana 36 25 39
Egypt 31 20 49 17 33 50
Iran 19 33 48
Syria 18 33 49 22 28 50
Mexico 17 27 56 4 27 69
Costa Rica 16 24 60 9 29 62
Colombia 2 26 72 13 30 57
Brazil 23 20 55 9 34 57
Argentina 1 26 73 5 27 69
Poland 19 32 49 4 37 59
Russian Fed. 11 30 59 7 37 56
High-income countries

Korea, Rep. 11 28 61 4 41 54
U.S. 3 23 74 2 25 73
Canada“ 4 22 74 3 32 65
Germany 3 35 62 1 31 68
Japan 5 31 64 1 32 67
Australia 5 22 73 4 26 70
Notes:

Blank cells indicate no information available.

Figures may not add up to 100 percent because of rounding.

@ 1990 figures for GDP shares.

Sources: World Bank 2003h:41-47,189-192; and author’s interpolation based on U.N. Development
Program 1994:162-63; World Bank 1994i:166—67; World Bank 1992i:222-23.
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(Firebaugh 2003:188; World Bank 1997i:13; Table 4-1).2 Figure 4-1 indicates that as
countries develop, the output and labor force share in agriculture declines, and that
in industry and services increases. The least-developed and low-income countries of
Asia and Africa are now in the early part of the labor force change, whereas the
middle-income states of Latin America, East Asia, and the Middle East are in a later
part. In high-income countries, the rising output and labor force share of services
leads to stability and then an eventual decline in the share of industry.

Typically, the shift in labor force shares from agriculture to industry lags behind
the shift in production shares. One reason is the unprecedented growth of the labor

2 All figures are from the World Bank, including population data for low-, middle-, and high-income
countries from World Bank (2003c:40).
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force since the 1950s; it has far exceeded industry’s capacity to absorb labor (see
Chapter 9). In addition, partly because of advanced technology and greater capital
intensity, industry’s labor productivity is higher than agriculture’s. Thus, the output
percentage in agriculture for low-income countries, 20-35 percent, is lower than
the labor force percentage and higher in industry, 20-40 percent. (Note the range
of figures in Table 4-1.) Figure 4-1 indicates that although industry and agriculture
accounted for equal shares of output at an income level of just under $700 per capita
(in 1977 U.S. dollars), parity in labor force shares was not reached until income was
more than twice that level. In high-income countries, less than 5 percent of production
is in agriculture, 25-40 percent in industry, and more than half in services.

Although the relative size of the nonagricultural sector is positively related to per-
capita income, this relationship does not mean industrialization creates prosperity;
instead, industrialization may be a consequence of shifts in the composition of aggre-
gate demand caused by higher per-capita incomes. At the lowest levels of per-capita
income, almost one-half of total demand is for food, and relatively large shares are
for shelter and clothing. However, as average income increases, the percentage spent
on food and other necessities falls (Table 4-2, line 3b), and the percentage spent on
manufactured consumer goods and consumer services rises.

The correlation of increased shares of industry and services in output and employ-
ment with economic growth is closely related to shifts in economic activity from
rural to urban areas (Graph ¢, Figure 4-1). Modern, nonagricultural activities benefit
greatly from economies of location. As these activities increase their shares in output
and employment, they spur the growth of urban centers (World Bank 1979i:44-45).

Today, the DCs’ services sector’s shares are even larger than those in Figure 4-1,
reflecting the fast income and productivity growth in manufacturing, contributing to
its employment reduction® and its ability and willingness to pay more for dentistry,
banking, barbering, psychology, teaching, and other labor-intensive services, whose
productivity is growing slowly. DCs’ share of global manufacturing employment fell
from 37.0 percent in 1980 to 30.9 percent in 1997; transitional countries’ share fell
more, whereas LDCs increased their share (Ghose 2003:18). Manufacturing output
has been increasingly disaggregated (divided) into numerous service-oriented stages
of production with cheaper transport and communication and enhanced specializa-
tion. Bringing the stages together may involve services rendered at various geograph-
ical locations rather than mass production via an assembly line under one roof, as
with Henry Ford’s Model T. The following is part of the explanation for the service
sector’s rising share in the United States:

A key feature of US trade is the decomposing of the production process into separable
functions that can then be allocated around the world to countries that possess
comparative advantage in that particular phase of the production process. The pieces
are then brought together for final assembly and sale. (Mann 1999:39)

3 United States manufacturing jobs fell from more than 17 million annually in 1997-2000 to less than
15 million in 2003 (Hitt 2004:A2).
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Indeed, improved technology and increasing disaggregation have contributed to
a reduced labor share in industry not only in DCs but world-wide (Hilsenrath and
Buckman 2003:A2).

Inadequate Technology and Capital

Output per worker in LDCs is low compared to developed countries because capital
per worker is low. Lack of equipment, machinery, and other such capital and low
levels of technology, at least throughout most of the economy, hinder production.
Although output per unit of capital in LDCs compares favorably to that of rich
countries, it is spread over many more workers.

Production methods in most sectors are traditional. Many agricultural techniques,
especially in low-income countries, date from biblical times. Wooden plows are used.
Seed is sown by hand. Oxen thresh the grain by walking over it. Water is carried in
jugs on the head, and the wind is used to separate wheat from straw.

Generally, most manufacturing employment, although not output, is in the infor-
mal sector. These may be one-person enterprises, or at most, units with less than
10 workers, many of whom are apprentices or family workers. Production is labor-
intensive. Simple tools are used, and there is no mechanical power.

Low Saving Rates

Sustainable development refers to maintaining the productivity of natural, produced,
and human assets (or wealth) over time. The World Bank (2003h:13-18) uses a green
national accounts system of environmental and economic accounts, measuring these
changes in wealth as adjusted net savings.

From gross domestic savings, the Bank subtracts not only the consumption of
fixed capital but also energy depletion, mineral depletion, forest depletion, and car-
bon dioxide damage, while adding education spending, a proxy for human asset
accumulation. This adjusted net savings (Figure 4-2) gives lower than traditional
estimates for low- and middle-income countries, as resource depletion and envi-
ronmental damage are a higher proportion of savings and education spending a
lower proportion than those for high-income countries. (Figure 4-2 shows that high-
income countries’ net savings after adjustment are a higher percentage of gross
national savings than for developing countries.) Adjusted net savings as a percent-
age of GNI, 2001, is 6.6 percent for low-income countries, 9.3 percent for middle-
income countries, and 13.7 percent for high-income countries (World Bank 2003h:
176).

A country’s capital stock is the sum total of previous gross capital (including human
capital) investments minus physical capital consumption (or depreciation), natural
capital depletion, and environmental capital damage. Consistently low adjusted net
savings means that capital stock in low-income countries remains low.
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FIGURE 4-2. Adjusted Net Savings Tend to be Small in Low- and
Middle-income Countries. Source: World Bank 2003h:119, 174-176.

A Dual Economy

Although in the aggregate low-income countries have inadequate technology and
capital, this is not true in all sectors. Virtually all low-income countries and many
middle-income countries are dual economies. These economies have a traditional,
peasant, agricultural sector, producing primarily for family or village subsistence.
This sector has little or no reproducible capital, uses technologies handed down for
generations, and has low marginal productivity of labor (that is, output produced
from an extra hour of labor is less than the subsistence wage).

Amid this labor-intensive, subsistence, peasant agriculture (together with semisub-
sistence agriculture, petty trade, and cottage industry) sits a capital-intensive enclave
consisting of modern manufacturing and processing operations, mineral extraction,
and plantation agriculture. This modern sector produces for the market, uses repro-
ducible capital and new technology, and hires labor commercially (where marginal
productivity is at least as much as the wage). According to the Lewis model (Chap-
ter 5), the dual economy grows only when the modern sector increases its output
share relative to the traditional sector (Lewis 1954:139-191).

In the 1950s and 1960s, this modern sector tended to be foreign owned and man-
aged. Today, it is increasingly owned domestically, by either government or pri-
vate capitalists, and sometimes jointly with foreign capital. Despite local majority
ownership, operation of the modern sector often still depends on importing inputs,
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purchasing or leasing foreign patents and technology, and hiring foreign managers
and technicians.

Varying Dependence on International Trade

The ratio of international trade to GNP varies with population size but not income
per capita. Thus, the United States and India have low ratios and the Netherlands
and Jamaica high ratios.

Even so, a number of developing countries are highly dependent on international
trade and subject to volatile export earnings. Several low-income countries and oil-
exporting countries depend a great deal on a few commodities or countries for export
sales. For example, in 1992, primary commodity export concentration ratios, the
three leading primary products (food, raw materials, minerals, and organic oils and
fats) as a percentage of the fotal merchandise exports, were high for low-income
sub-Saharan Africa, Central America, and a few other LDCs. Percentages included
Nigeria (crude petroleum and petroleum products, cocoa) 96; Iran (crude petroleum,
petroleum products, miscellaneous fruits) 94; Ethiopia (coffee; undressed hides, skins
and furs; and crude vegetable materials) 87; Saudi Arabia (crude petroleum, fin fish,
shellfish) 87; Venezuela (crude petroleum, petroleum products, gas) 81; Ecuador
(crude petroleum, bananas, shellfish) 81; Zambia (copper, cotton, unmanufactured
tobacco) 80; Uganda (coffee, cotton, undressed hides, skins, and furs) 79; Togo
(natural phosphates, cotton, cocoa) 75; Papua New Guinea (copper, timber, coffee)
71; Cameroon (crude petroleum, cocoa, timber) 68; Myanmar or Burma (timber,
vegetables, shellfish) 67; Honduras (bananas, coffee, shellfish) 64; Trinidad and
Tobago (petroleum products, crude petroleum, gas) 64; Paraguay (cotton, soybeans,
vegetable meal) 61; Panama (bananas, shellfish, sugar) 60; Cote d’Ivoire (cocoa, tim-
ber, coffee) 59; Chile (copper, timber, animal feeds) 55; Bolivia (zinc, gas, tin ore)
53; Nicaragua (coffee, beef and cattle, cotton) 52; Kenya (tea, coffee, dried pre-
served fruit) 52; Madagascar (spices, shellfish, coffee) 52; Central African Republic
(coffee, timber, cotton) 52; and Syria (crude petroleum, petroleum products, shell-
fish) 51. But more diversified and industrially oriented South Korea had a percent-
age of 4, China 6, India 8, Turkey 10, the Philippines 11, Brazil 14, Thailand 14,
and Pakistan 15. In 19835, six primary products accounted for more than 70 per-
cent of sub-Saharan Africa’s export earnings (World Bank 1994f:82-83; Nafziger
1988a:595).

Furthermore, although 76 percent of the exports of developed countries is to other
DCs and only 24 percent with LDCs; 75 percent of LDC trade is with DCs and only
25 percent with other LDCs (Table 4-3). Some trade between rich and poor states —
very important to developing countries — is not nearly so essential to developed
countries. For example, in the 1980s, one-third of Ghana’s exports was cocoa to
Britain, corresponding to only a fraction of 1 percent of its imports. And one-third
of 1 percent of an English firm’s sales comprised all the machinery bought by Ghana’s
largest shoe manufacturer.
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TABLE 4-3. Patterns of Trade between Developed and
Developing Countries, 2001 (percentage of total exports)

Exports to
Developed Developing
Exports from countries countries
Developed countries 76 24
Developing countries 75 25
All countries 76 24
Source: World Bank 2003h:314.

Rapid Population Growth

About 5.3 billion people, or 82 percent of the world’s 6.5 billion people in 2004,
live in developing countries. Developing countries have a population density of 500
per arable square kilometer (63 per square kilometer or 162 per square mile) com-
pared to 263 per arable square kilometer (23 per square kilometer) in the developed
world. These figures contribute to a common myth that third-world people jostle each
other for space. However, India, with 625 inhabitants per arable square kilometer,
whereas more densely populated than Canada (67) and the United States (156), is less
densely populated than Germany (714) and Britain (1,000). Moreover China (1,000)
is not so dense as Japan (2,500), whereas both the Netherlands and Bangladesh have
1,667 (computed from World Bank 2003h:124-126; Population Reference Bureau
2002).

The problem in LDCs is not population density but low productivity (low lev-
els of technology and capital per worker) combined with rapid population growth.
Between 1945 and 2004, death rates in developing countries were cut more
than two-thirds by better public health, preventive medicine, and nutrition. Addi-
tionally, improved transport and communication made food shortages less likely.
Whereas the population growth rate in industrialized countries was 0.1 percent
in 2004, LDC birth rates remained at high levels, resulting in an annual growth
of 1.6 percent (a rate doubling population in 44 years). High fertility means a
high percentage of the population in dependent ages, 0—14, and the diversion of
resources to food, shelter, and education for a large nonworking population (see
Chapter 8).

The lagged effect of even more rapid population growth in past decades has gen-
erated an LDC labor force growth estimated at 1.9 percent yearly in 2004 — a much
faster labor force growth than that of industrialized Europe in the 19th century
(which grew at less than 1 percent a year). Industrial employment’s demand growth
lags behind this labor force growth, so that unemployment continues to rise in devel-
oping countries, especially in urban areas (Chapter 9).



106

Part One. Principles and Concepts of Development

Low Literacy and School Enroliment Rates

When compared to developed countries, literacy and written communication are
low in developing countries. Low-income countries have an adult literacy rate
of 61 percent; middle-income countries, 90 percent; and high-income countries,
(rounded up to) 100 percent. Among world regions, South Asia has a literacy rate
of 59 percent; sub-Saharan Africa, 65 percent; East Asia, 90 percent; the Middle
East, 69 percent; and Latin America, 89 percent (cover table). Although LDC liter-
acy rates are low compared to those of DCs, LDC rates have increased steadily since
1950 when a majority of third-world adults were illiterate, and substantially since
1900.

Recently, a number of low-income countries made primary education free or com-
pulsory, so that LDC primary enrollment rates (taken as a percentage of children
aged 6-11) doubled from 1960 to 2000 (except in East Asia and Latin America,
where 1960 rates were more than 60 percent). Enrollment was 95 percent in low-
income countries, virtually 100 percent in middle-income countries, 86 percent in
sub-Saharan Africa, 98 percent in South and Southeast Asia, 95 percent in the Middle
East, and virtually 100 percent in Latin America, East Asia, and DCs. Secondary
enrollment rates (children aged 12-17) were 44 percent in low-income countries,
70 percent in middle-income countries, 27 percent in sub-Saharan Africa, 48 percent
in South and Southeast Asia, 61 percent in East Asia, 76 percent in the Middle East,
86 percent in Latin America, and virtually 100 percent for high-income countries.
Tertiary (postsecondary, including university) rates were 8 percent in low-income
countries, 17 percent in middle-income countries, 4 percent in sub-Saharan Africa,
9 percent in East Asia, 10 percent in South and Southeast Asia, 21 percent in Latin
America, 22 percent in the Middle East, 44 percent in Eastern Europe and Central
Asia, and 62 percent in high-income countries (World Bank 2003h:82).

It is difficult to determine if education is a cause or effect of economic devel-
opment. A well-educated citizenry contributes to higher income and productivity,
which in turn lead to a greater investment in primary education and adult literacy
programs. In any case, literacy and enrollment rates are not so highly correlated
to GNP per head as might be expected. First, there is little correlation at upper-
income levels. Most countries have attained virtually universal primary education
(UPE) and nearly 100 percent literacy (lagging slightly behind UPE) by the time
average yearly income reaches $5,000-$10,000 (PPP$15,000-20,000). Second, such
places as Kerala (in southwestern India), Sri Lanka, and Vietnam, which have
tried to meet basic educational and other needs for even the poorest portion of
the population, have higher literacy rates (91 percent, 92 percent, and 93 percent,
respectively) than would be expected from a per capita GNP of $400-800 yearly
or less. Third, adult literacy rates in countries such as Saudi Arabia, the United
Arab Emirates, Iran, and Oman, all with no more than 75 percent, lagged behind
income levels, which were elevated by the sudden oil-created affluence of the 1970s
(World Bank 2003h:88-90; these anomalies are discussed by Hicks and Streeten
1979:572-573).
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Many LDCs discriminate against education and employment for women. Literacy
rates for women in low-income countries are three-fourths and enrollment rates 80
to 90 percent the rates for men (World Bank 2003h:90; U.N. Development Program
2001:221).

An Unskilled Labor Force

Production patterns and low literacy rates in LDCs correspond to a relatively
unskilled labor force. In 1960, 12 percent of the labor force in low-income coun-
tries (under $700 per capita GNP) were in white-collar jobs (professional, technical,
administrative, executive, managerial, clerical, and sales) compared to 21 percent in
middle-income countries ($700 to $1,500 per capita GNP), and 31 percent in high-
income countries (over $1,500 per capita GNP). In developing countries, a large
share of the labor force is unskilled and the population lower class (mostly peasants
and manual workers); in developed countries, the reverse is true.

As economic development occurs, the structure of the workforce changes. Capital
and skilled labor are substituted for unskilled labor. Thus from 1960 to 1980, LDC
white-collar worker shares increased by more than one-third. Moreover, in the United
States, the number of white-collar workers rose from 17 percent in 1900 to 45 percent
in 1960, whereas the share of manual laborers declined sharply from 71 percent to
45 percent (Squire 1981:49-51; Kuznets 1966:191-192).

Another characteristic of low-income countries is a small middle class of business
people, professionals, and civil servants. As economic development takes place and
the social structure becomes more fluid, the size of this middle class increases.

Poorly Developed Economic and Political Institutions

INSTITUTIONS

Economic policies are no better than the institutions that design, implement, and
monitor them (Aguilar 1997). Institution building takes time, evolving locally by
trial and error (Rodrik 2000b). Figure 4-3 shows that the development of institutions
is highly correlated with GDP per capita. Here institutional development measures
“the quality of governance, including the degree of corruption, political rights, public
sector efficiency, and regulatory burdens” (IMF 2003:97). Moreover, the protection
of property rights and the limits on the power of the executive are both highly cor-
related with income per capita. History, geography, and law influence institutional
development. History includes the legacy of 17th- to 19th-century European colo-
nization, including enforcement of law, ensurance of property rights, and, negatively,
the extraction of natural resources (as in much of sub-Saharan Africa and Latin
America). Another difference is that between Latin America, where institutions con-
centrated economic power in an elite, compared to North America, where institutions
permitted broader participation in economic and political life (ibid., pp. 98-100;
Acemoglu, Johnson, and Robinson 2001).
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Real income per capita is closely correlated with institutional quality.

Log of real GDP per capita in 1995

20 -6 -12 -08 04 -00 04 08 12 16 20
Aggregate governance measure
FIGURE 4-3. Relationship Between Income and Institutions.
The aggregate governance measures the overall quality of
governance, including the degree of corruption, political rights,
public sector efficiency, and regulatory burdens (see IMF
2003d:119-120). Sources: IMF 2003d:97; and Kaufman, Kraay,
and Zoido-Lobato’'n 1999.

Macroeconomic stabilization and adjustment programs, foreign aid, and foreign
investment are not likely to be effective in spurring a country’s economic develop-
ment if economic and political institutions are poorly developed. Building institutions
and investing in infrastructure are essential to spur investment by nationals and
foreigners in directly productive investment projects. Low-income countries and
other vulnerable countries need to develop a legal system; monetary and fiscal
institutions; capital, land, and exchange markets; a statistical system; and a civil
society independent of the state (for example, private and nongovernmental entities
such as labor unions, religious organizations, educational and scientific communities,
and the media) to achieve economic development.

Nobel laureate Douglass C. North (1997:2) indicates that “institutions are the
rules of the game of a society composed of the formal rules (constitutions, statute
and common law, regulations), the informal constraints (norms, conventions, and
internally devised codes of conduct) and the enforcement characteristics of each.
Together they define the way the game is played.” Richard Sandbrook (2002:158)
defines political institutions as the “rules of the game that shape the behavior of
people when they contest and exercise power, as well as their, and the general public’s,
expectations regarding the actions of others.”
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Many LDCs lack the economic institutions and governance structures (efficient and
transparent administration and legislature, enforcement of contracts and property
rights) of highly institutionalized democratic countries that reduce capriciousness,
predatory behavior, and potential conflict. Sandbrook (2002) stresses building the
rule of law, constructing an effective, efficient and nonpartisan civil service, circum-
scribing the patronage system so that it does not destroy the productive economy,
and instituting accountability at all levels, a daunting task of reform.* LDCs need
a legal and judicial system, with such components as trademarks, registration of
signed contracts, letters of credit, contract law with stipulated penalties for nonper-
formance, product liability suits, corporate and enterprise legislation, and a police
force to enforce against force, theft, fraud, and violation of contracts (Lin and Nugent
1995).°

Many low-income countries, especially in Africa, are characterized by predatory
rule, involving a personalistic regime ruling through coercion, material inducement,
and personality politics, which degrades the institutional foundations of the economy
and state (Nafziger and Auvinen 2002:154). Examples of predatory regimes include
Congo’s (Zaire’s) Mobutu Sese Seko (ruled from 1965 to 1997), Liberia’s warlord
and later ruler Charles Taylor (1990-), and Nigeria’s Sani Abacha (1993-98), whose
predation was limited because federalism enabled states to provide public services
separate from his patronage.

In the 1990s, North Korea’s leader Kim Jong Il experimented with economic
reforms, tolerating small vendors and South Korea’s development of a tourist resort,
a greenhouse complex, and a pig farm. Still, North Korea’s economy declined about
50 percent from 1990 to 1998, after the Soviet collapse and continuing Chinese
liberalization reduced the trade and aid that supported the Kim regime. Moreover,
Pyongyang’s reforms have been meant primarily to strengthen central government
control and Kim’s one-man rule. Economic reform, with its faster growth, was not
allowed to threaten Kim’s primary concern to stay in power and maintain control
(Fairclough 2003:A12).

Neopatrimonial or predatory rulers may not be interested in reform emphasizing
rule of law, as it would eliminate an important source of patronage (Sandbrook
2002:166). But a political elite interested in accelerating growth should put a priority
on legal and bureaucratic reform.

In most low-income countries, land, capital and credit, insurance, and forward and
other exchange-rate markets are poorly developed. As discussed later, land markets
should assign property rights to cultivators, but without undermining usufruct rights
for traditional community or village land-rights systems. Exchange markets that
increase the efficiency of transactions enhance growth and external adjustment.

4 Very different institutional structures are reasonable substitutes for each other, both in similar and
different contexts. History does not support the idea that any “particular institution, narrowly defined,
is indispensable for growth” (Engerman and Sokoloff 2003).

5 Posner (1998) argues that poor countries that lack the resources for a costly, ambitious creation of a
first-class judiciary or extensive system of civil liberties can support economic reform with more modest
expenditures on substantive and procedurally efficient rules of contract and property.
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Macroeconomic stability is enhanced by a robust capital market and financial
system, which select “the most productive recipient for [capital] resources [and]
monitor the use of funds, ensuring that they [continue] to be used productively”
(Stiglitz 1998:14). Government needs to develop a bond market to facilitate raising
resources for social spending and economic development. Also important is a central
bank, with a director and staff chosen for their technical qualifications, and who
use economic criteria for making decisions about monetary expansion (Uche 1997).
However, Ajit Singh (1999:341, 352) argues that, although improving the banking
system is important for increasing low-income countries’ savings and investment,
a stock market is “a costly irrelevance which they can ill afford”; for most oth-
ers, “it is likely to do more harm than good,” as its volatility may contribute to
“financial fragility for the whole economy,” increasing “the riskiness of investments
and [discouraging] risk-averse corporations from financing their growth by equity
issues.”

Low-income countries need to expand social overhead capital to increase the pro-
ductivity and attractiveness of both domestic and foreign private investment. This
includes investments in infrastructure such as transport (roads, railroads, coastal
shipping, ports, harbors, bridges, and river improvement), communication (tele-
graph, telephone, and postal services), electronics, power, water supply, education,
extension, research in science and applications of technology to commercial prac-
tice, and trade fairs and exhibitions. A high-quality communications system, with
competitive prices, is essential to increase the productivity and propensity to invest.
In transport, communication, education, and science, the state usually plays a major
role in making investments.

Still from Dakha to Dakar, mobile telephones, based on satellite technology, have
enabled poor countries to overcome backwardness in landline phone service. Fishers
and small farmers and traders can afford to buy cell phones to search prospective
buyers on the best time to sell. Most of these gains, from cheaply leapfrogging sev-
eral steps, have come from efforts by private firms or nongovernmental organizations
(NGOs), with government’s primary role not to minimize interference with techno-
logical progress.

A major investment in infrastructure is the development of a statistical service, with
timely, accurate, and comprehensive data, widely accessible to relevant publics. For
example, LDCs need poverty and income distribution data to provide safety nets and
more even development. The database should be national in coverage, comparable
across time and place, and include household surveys or censuses, with information
on noncash income such as food and other goods produced at home (Fields 1994;
see also Chapter 6). In addition, if investors and the public had access to better
information, LDCs would not continue unsustainable policies of bad debts to banks
or exchange transactions of the banking system (Fischer 1998).

In examining causation, we have problems analogous to the question: Which comes
first the chicken or the egg? While the development of institutions is highly corre-
lated with the level of economic development, we cannot establish the direction of
causation, as either stronger economic performance may spur institutional change or
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vice versa. Furthermore, it’s not clear which direction of causation is stronger: sound
economic policies contributing to better institutions or good institutions engendering
more efficacious policies.

Take, for example, the European Union accession countries, who joined in 2004 —
Poland, Hungary, Czech Republic, Slovakia, Estonia, Latvia, Lithuania, Slovenia
(eight countries making the transition from communism to capitalism), Malta, and
Cyprus. The prospect of membership, together with EU assistance, encouraged
removal of trade barriers, capital-account liberalization, legal reform, regulation of
financial markets, restructuring of state enterprises, the development and enforcement
of competition policy, reduction of corruption, and adoption of minimum standards
associated with the European Social Charter (in health, safety, and rights of workers,
worker representation and bargaining, and social welfare). Here external incentives,
membership in the EU, spurred the effort to improve domestic institutions, as exem-
plified by the faster progress of the eight compared to members of the Commonwealth
of Independent States (former Soviet Union minus Baltic countries Estonia, Latvia,
and Lithuania) in institutional and structural reforms (IMF 2003:101-105; European
Bank for Reconstruction and Development 2002).

Another example cited by the IMF (2003:102) in which prospective membership
aids institutional reform is the World Trade Organization, which administers rules
of conduct in international trade. Ironically, however, Rose (2003) shows that WTO
membership has no positive effect on international trade.

INSUFFICIENT STATE TAX COLLECTIONS AND
PROVISION OF BASIC SERVICES
One important institutional capability is the capacity to raise revenue and pro-
vide basic services. In several failed low-income countries, such as Sierra Leone,
Liberia, Sudan, and Somalia, the state has failed to provide minimal functions such
as defense, law and order, property rights, public health (potable water and sewage
disposal), macroeconomic stability, and protection of the destitute, to say nothing
of intermediate functions such as basic education, transport and communication,
pollution control, pensions, family allowances, and health, life, and unemployment
insurance (World Bank 1997i). A vicious circle of declining legitimacy, fiscal mis-
management, and the further erosion of legitimacy from a decline in public ser-
vices can contribute to a country’s economic incapability and political instability.
Examples include Mengistu Haile Mariam’s Ethiopia revolutionary socialist govern-
ment (1974-91), Russia, Georgia, and Tajikistan. Governments need to maintain or
reestablish a social compact with all their citizens, including the poor, in which some
basic needs are met in return for tax contributions according to the ability to pay.
One way to increase legitimacy and raise tax revenue is to replace widely evaded
direct taxes, such as personal income taxes, with indirect taxes. One example of such
tax is the value-added tax (VAT), which is simpler, more uniform, and less distortive
than a simple sales tax, and has a high income elasticity of revenue generation. Still,
the VAT can face administrative problems, especially among the numerous small
industrial firms and traders in low-income countries. Thus, the major point is that
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building economic institutions and infrastructure, including a tax system that raises
enough revenue for basic services, is essential for spurring investment to increase
economic growth and stability (Chapter 14).

LACK OF TRANSPARENCY

Transparency, political accountability, and knowledge transmission are key ingredi-
ents in effective development strategy (World Bank, 2002f:v—23).° Yet as the 2001
Nobel Prize economist Joseph Stiglitz (2002:27) explains, there are natural asym-
metries of information between governing elites and citizens. The most important
check against abuses, Stiglitz argues (2002:27-44), is the presence of a competitive
press that reflects a variety of interests. The media play a major role in the extent
of support (or opposition) for governing elites and industrial leaders, provision of
a voice for the people, and the spread of economic information. Media freedom
is highly correlated with democracy, food security (Sen in Chapter 2), efficiency,
and economic development (Islam 2002:1-3; Stiglitz 2002:29-35). The English
19th-century philosopher and political economist John Stuart Mill’s On Liberty
argued that public scrutiny is an effective way of sorting out good arguments from
bad ones (Mill 1961:2085; Stiglitz 2002:30).

POOR GOVERNANCE: DEMOCRATIC AND AUTHORITARIAN REGIMES
Democracy enhances and authoritarianism reduces openness and accountability. Still
many electoral democracies in Africa and Asia, just recently countries making the
transition from authoritarianism to democracy, have few civil and political freedoms.
Indeed, many are “virtual democraclies], . . . deliberately contrived to satisfy interna-
tional norms of presentability” (Joseph 1998:3-4).

Democratization includes the growth of civil society — institutions independent
of the state, such as private and nongovernmental entities such as labor unions,
religious organizations, educational and scientific communities, and the media. Social
capital includes tools and training that, similar to other forms of capital, enhance
individual productivity. Social capital “refers to features of social organization such
as networks, norms, and social trust that facilitate coordination and cooperation for
mutual benefit” (Putnam 95:67). In authoritarian regimes and virtual democracies,
the opposition parties, free press, unions, strong civil society, and networks of social
trust needed to support a transparent, accountable democratic society are still lacking
(Joseph 1998).

Democratically elected regimes in LDCs “routinely ignore constitutional limits
on their power and depriv|e] their citizens of basic rights and freedoms” (Zakaria

6 Tranparency International (2002) ranks 102 countries in a Corruption Perceptions Index (CPI). The
last 10, beginning with TT’s list of the most corrupt, are Bangladesh, Nigeria, Paraguay, Madagascar,
Angola, Kenya, Indonesia, Azerbaijan, Uganda, and Moldova. The top 10, beginning with TT’s least
corrupt, are Finland, Denmark, New Zealand, Iceland, Singapore, Sweden, Canada, Luxembourg,
Netherlands, and the United Kingdom. The United States ranks 16th. Luhnow and de Cordoba (2004:
A1) indicate that the average household in Mexico, which ranks 64th from the top in TI’s CPI in 2003,
pays 7 percent of annual income on bribes for public services.
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1997:22). Strongmen in these illiberal democracies create electoral rules of the game
to divide, coopt, and subdue the opposition; maintain private armed forces and death
squads; and detain political opponents in ways that distort democratic institutions
(Zakaria 1997; Joseph 1998; Barkan and Ng’ethe 1998; Gyimah-Boadi 1998).

Clientalism or patrimonialism, the dominant pattern in Africa and South and
Southeast Asia, is a personalized relationship between patrons and clients, com-
manding unequal wealth, status, or influence, based on conditional loyalties and
involving mutual benefits. For Sandbrook and Oelbaum (1997), patrimonialism is
associated with the power of government used to reward the rent-seeking behav-
ior of political insiders, the ruler’s acquiescence in the misappropriation of state
funds and the nonpayment of taxes by political cronies, the distribution of state
jobs by political patrons to followers (with corresponding incompetence, indisci-
pline, and unpredictability in government positions), and the nonexistence of the rule
of law.”

Whereas “even at its best, liberal democracy is inimical to . .. people having effec-
tive decisionmaking power,” Claude Ake (1996:42, 130) argues that in many low-
income countries, the state tends to become privatized, appropriated by the political
elite.

Amid state building, Sandbrook (2002:158-159) contends that democratization,
the movement from authoritarian to democratic rule, is a highly disruptive pro-
cess. Democratization, the process of getting to stable democracy, can trigger con-
flicts “to manifest themselves freely, but without the restraints of the checks and
balances, and of agreement on the basic rules that regulate conflict” (Ottaway
1995:235-236). Democratic contestation can heighten interethnic mistrust, animos-
ity, and polarization, contributing to political instability. However, one-party and
military governments are even less adept than newly democratizing states at avoid-
ing ethnic conflict. Moreover, democracies can manage ethnic divisions, facilitating
compromise, inclusion, and cooperation across cleavages, if its institutions encour-
age consensual governance rather than “winner-take-all” approaches (Sandbrook
2002:154-155,160-161). For Atul Kohli (1997:325), the key is for democracies
to accommodate movements for communal or ethnic self-determination. Although
mobilized groups in a well-established democratic state with firm but accommodat-
ing leaders are likely to confront state authority, “such movements eventually decline
as exhaustion sets in, some leaders are repressed, others are co-opted, and a modicum
of genuine power sharing and mutual accommodation between the movement and
the central state authorities is reached” (ibid., p. 326).

Sandbrook and Oelbaum (1997:643-646), although conceding that “institutional

]

performance is shaped by traditions established over many years,” contend that
donor pressure for liberalization and democratic governance, even with deeply rooted

patrimonialism, may facilitate the gradual institutional change essential to support

7 Brandt and Turner (2003) show that Chinese village-level elections, even when corruptible, reduce rent
seeking. Yet the widespread absence of rule of law in China could eventually limit its rapid growth and
internal political stability.
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FIGURE 4-4. Real GDP per Capita by Political Regime (© American Economic
Association). Note: Forty-seven countries of sub-Saharan Africa are classified
according to their political regime in 1988. Two are the “settler oligarchies”
of Namibia and South Africa and eight (Djibouti, Equatorial Guinea,
Ethiopia, Liberia, Sao Tome, Sierra Leone, Somalia, and Sudan) lack data.
The 37 for which there are data are divided into the following:

Multiparty systems: Botswana, Gambia, Mauritius, Senegal, Zimbabwe.

Military oligarchies: Burkina Faso, Burundi, Chad, Ghana, Guinea, Lesotho,
Mauritania, Nigeria, and Uganda.

Plebiscitary one-party systems: Angola, Benin, Cape Verde, Comoros, Congo,
Gabon, Guinea-Bissau, Kenya, Mozambique, Niger, Swaziland, and Zaire.

Competitive one-party systems: Cameroon, Central African Republic, Coéte
d’lvoire, Madagascar, Malawi, Mali, Rwanda, Seychelles, Tanzania, Togo, and
Zambia.

Sources: Bratton and van de Walle 1997; Ndulu and O’Connell 1999:51.

economic development. In a democratic society, where power is dispersed and “there
is rule of law, equal opportunity, accountability of power, and a leadership sensitive
to social needs, primary group identities [and enmities| will be less appealing. In such
circumstances, [economic collapse and civil war] are less likely to occur” (Ake 1997,
p. ix).

Benno Ndulu and Stephen O’Connell (1999:51) classify 45 sub-Saharan coun-
tries by political regime in 1988 (excluding settler oligarchies of Namibia and South
Africa): multiparty systems, one-party systems, and military oligarchies. Ndulu and
O’Connell show that, in total, the five multiparty systems — Botswana, Gambia,
Mauritius, Senegal, and Zimbabwe — started out richer (in 1960) and grew rapidly,
expanding their advantage in real GDP per capita over time (Figure 4-4). Although
one-party regimes, whether competitive or plebiscitary, grew in the 1960s, they barely
increased after 1970. Finally, military oligarchies started as the poorest of nations,
and despite limited growth in the 1970s, have remained the poorest. To Ndulu and
O’Connell, this reinforces the political scientist Seymour Martin Lipset’s hypothesis
(1959) of the correlation of economic development with democratic institutions (see
also U.N. Development Program 2002:38-41, 57; Quinn 2003:248). Democracy is
difficult to sustain where there is no accompanying economic development.
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Ndulu and O’Connell (1999:52-53) emphasize the association of good governance
with African growth and the neopatrimonial feature, or personalized patterns of
authority and obligation, with African authoritarian regimes, and their resulting slow
growth. Under neopatrimonial rulers, investment by African elites shifts from readily
taxable forms toward mobile capital and even capital flight (Ndulu and O’Connell
1999:54-535). African political elites also prefer quantitative restrictions and licensing
over price-based policies, because of the scope for targeting these benefits to favored
parties.

The struggle over declining economic benefits affects the composition of ruling
elites and the nature of patron—client patterns, thus potentially destabilizing the
polity. In return, these changes in the political system may constrain policies toward
economic growth and development.

RENT SEEKING

Economic rent is the payment above the minimum essential to attract the resource to
the market. Rents “include not just monopoly profits, but also subsidies and transfers
organized through the political mechanism, illegal transfers organized by private
mafias, short-term super-profits made by innovators before competitor imitate their
innovations, and so on” (Khan and Sundaram 2000:5).

Rent seeking is unproductive activity to obtain private benefit from public action
and resources. This activity ranges from legal activity, such as lobbying and adver-
tising, to illegal bribes or coercion (ibid.). The waste to society includes not only
resource misallocation but also the costs of working to get the monopoly or special
privilege (Tullock 2003), costs that are a substantial proportion of national income
in many LDCs.?

All societies are subject to illegal and corrupt behavior. Wraith and Simpkins (1963)
use the 19th-century United States and United Kingdom as case studies in their book,
Corruption in Developing Countries. Even today, Western polities encounter com-
panies contributing money and favors to skew policies, use of the state to favor
powerful economic interests or destroy political opponents, efforts to cover up illicit
use of government resources, and so forth.

But pervasive rent seeking occurs where the state is weak, decaying, venal, and
lacking rule of law, primarily among low- and middle-income economies. “Weak
and decaying” does not imply a benevolent ruler with a small military force. Indeed,
political power backed by military coercion is usually a key resource for access to
substantial rent seeking. Weak or soft LDCs are often authoritarian states, in which
the authorities that decide policies rarely enforce them (if enacted into law) and
only reluctantly place obligations on people (Myrdal 1968:2:895-900). These states
are dependent on buying political support through concessions to powerful interest
groups. In 1994, Nigeria’s military government and its civilian allies expropriated
“more than a thousand million dollars annually — equaling as much as 15 percent

8 Kenya’s legal system has been derided by Kenyans for decades. Some Kenyans joke: “Why hire a lawyer
when you can buy a judge” (Economist 2003d:44).



116

Part One. Principles and Concepts of Development

of recorded government revenues — flow[ing] to smuggling networks and confidence
teams, many of whom operated with connivance of top elites” (Lewis 1996:97).
Human Rights Watch reports that toward the end of a 27-year war, $4 billion
(10 percent of GDP) of oil revenue disappeared from Angolan government accounts,
1997-2002, from corruption and mismanagement. Although Angola is a leading oil
producer, most of its people are poor (BBC 2004).

Many LDC ruling elites may not benefit from avoiding political decay through
nurturing free entry and the rule of law and reducing corruption and exploitation.
Instead, political leaders may gain more from extensive unproductive, profit-seeking
activities in a political system they control than from long-term efforts to build a
well-functioning state in which economic progress and democratic institutions flour-
ish (Vayrynen 2000b:440; Keen 1998; Keen 2000). These activities tend to be per-
vasive in countries that have abundant mineral exports (for example, diamonds and
petroleum), such as Sierra Leone, Angola, the People’s Republic of Congo, and Liberia
(De Soysa 2000:123-24), whereas predatory economic behavior is less viable in
economies with few mineral exports such as India, Tanzania, and Togo, which have
too limited resources for extensive rent seeking (Vayrynen 2000b:440-448).

Clientelism or patrimonialism, the dominant pattern in many LDCs, is a personal-
ized relationship between patrons and clients, commanding unequal wealth, status,
or influence, based on conditional loyalties and involving mutual benefits. For Max
Weber (1978:1028-1029), “The patrimonial office lacks above all the bureaucratic
separation of the ‘private’ and the ‘official’ sphere. For the political administration is
treated as a purely personal affair of the ruler, and political power is considered part
of his personal property which can be exploited by means of contributions and fees.”

Clientelism overlaps with, but reaches beyond, ethnicity. The ethnic identity of
the client may be amalgamated with, widened, or subordinated to the identity of
the patron, who exchanges patronage, economic security, and protection for the
client’s personal loyalty and obedience. For Richard Sandbrook and Jay Oelbaum
(1997:604-605), patrimonialism is associated with the power of government used to
reward the rent-seeking behavior of political insiders, the ruler’s acquiescence in the
misappropriation of state funds and the nonpayment of taxes by political cronies,
the distribution of state jobs by political patrons to followers (with corresponding
incompetence, indiscipline, and unpredictability in government positions), and the
nonexistence of the rule of law.

Clientelism often operates within a political party, as in Mexico’s Institutional
Revolutionary Party (PRI) in the 1990s (World Bank 2004f:6), Parti Democratique de
la Cote d’Ivoire (PDCI), or in Nigeria’s parties, 1960-66, 1979-83, 1999—-. A demo-
cratically elected government, as Nigeria’s second republic, 1979-83, may be patri-
monial, with extensive rent seeking (see the discussion of prebendalism in Chapter 2).

Political institutional failure is characterized by failed states that provide virtually
no public goods or services to their citizens. A weakening or decaying state is one
experiencing a decline in the basic functions of the state, such as possessing author-
ity and legitimacy, making laws, preserving order, and providing basic social ser-
vices. A complete breakdown in these functions indicates a failing or collapsing state
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(Holsti 2000:246-250; Zartman 1995:1-7). State failure, with an inability of state
authorities to maintain public order, provides armed military and criminal groups the
opportunity to seize power. The paucity of public resources exacerbates the people’s
suffering (Vdyrynen 2000:451), although not the rulers or warlords, who usually use
their abundant resources for private militias and splendor.

In a weak or failed state, some rulers, warlords, and traders profit more from
political disorder than from order.” War and violence may be rational for the pow-
erful few, providing cover for crimes that benefit the perpetuators economically. The
objectives of war are not winning but economic benefits (Keen 2000:284-304). As
pointed out in Chapter 6, a failed state, a form of grand corruption or pervasive rent
seeking, is highly correlated with economic stagnation.

INSECURE PROPERTY RIGHTS

A major institution associated with development is laws and mores pertaining to the
rights of property owners and users. By providing insights to this truth, Hernando de
Soto, Director, the Institute of Liberty and Democracy, Lima, Peru, who “has scarcely
published an article in an academic journal, has had a major impact on development
economics” (Woodruff 2001:1215). De Soto’s Mystery of Capital (2000) attributes
the success of the West during the last 100 years and Japan in the last 50 years to
legally enforceable property titling, based on painstaking accrual of law written by
legislatures and consistent with the social contract, that is, the laws and principles
of political right that people live by.!° “One of the most important things a formal
property system [similar to that of the West] does is transform assets from a less
accessible condition to a more accessible condition, so that they can do additional
work. ... By uncoupling the economic features of an asset from their rigid, physical
state, a representation makes the asset ‘fungible’ — able to be fashioned to suit prac-
tically any transaction” (de Soto 2000:56). Whereas an asset such as a factory may
be indivisible, the concept of formal property enables Western citizens to “split most
of their assets into shares, each of which can be owned by different persons, with
different rights, to carry out different functions [so that] a single factory can be held
by countless investors” (ibid., p. 57).

In LDCs, however, de Soto indicates (ibid., pp. 6-7, 30-54), most potential capital
assets are dead capital, unusable under the legal property system, and inaccessible as
collateral for loans or to secure bonds. Formal credit markets do not exist for most
LDC business owners and residents. De Soto estimates dead (or informal) capital
in the five-sixths of the world without well-established property rights as $9.34 tril-
lion, about $4,100 for every LDC citizen. Even the critic Christopher Woodruff’s
(2001:1215-1221) conservative estimate of $3.6 trillion represents substantial capi-
tal that could be “unlocked” by clear property rights.

9 In Somalia, some business people thrived on the lack of taxes and regulations in the ungoverned state
of the 1990s, whereas others sought a return of state services and the rule of law. Regardless, daily life
goes on amid state collapse (Little 2003:124-125).

10 Law is to be discovered not enacted, so that de Soto (2000:162, 178), strolling through Indonesian rice
fields, could determine property boundaries by listening to the barking dogs!



118

Part One. Principles and Concepts of Development

De Soto (2000:20-21) provides this example: “In Egypt, the person who wants
to acquire and legally register a lot on state-owned desert land must wend his
way through at least 77 bureaucratic procedures at thirty-one public and private
agencies. ... This can take anywhere from five to fourteen years. To build a legal
dwelling on former agricultural land would require six to eleven years of bureau-
cratic wrangling, maybe longer. This explains why 4.7 million Egyptians have cho-
sen to build their dwellings illegally. If after building his home, a settler decides he
would not like to be a law-abiding citizen and purchase the rights to his dwelling,
he risks having it demolished, paying a steep fine, and serving up to ten years in
prison.”

De Soto (2000:86) notes the explosion of LDC extralegal activity, with rural squat-
ters and “sprawling illegal cities — Peru’s pueblos jovenes, Brazil’s favelas, Venezuela’s
ranchos, Mexico’s barrios marginales, and the bidonvilles of the ex-French colonies
as well as the shantytowns of the former British ones.” These are not just surges of
population or poverty but people stepping “outside the law because they [are] not
allowed inside. In order to live, trade, manufacture, transport, or even consume, the
cities’ new inhabitants had to do so extralegally” (ibid., p. 87).

What does de Soto recommend? “The poor can gain access to capital if they are
given formal property rights, i.e. legal title to the property that they actually possess.
Legal title gives property-owners greater access to credit by using their property as col-
lateral, thereby ‘unlocking’ their capital and enabling them to invest, or considerably
deepen their investment, in their own businesses. In the countryside farmers could
increase their agricultural productivity; in the cities, urban-dwellers could buy equip-
ment to establish themselves in...trade, for example, or expand their activities in
the service sector” (review of Mystery by Roy Culpeper, President, Ottawa, Canada’s
North-South Institute 2002).

Earlier in the chapter, I mentioned the informal sector, in which artisans, cot-
tage industrialists, petty traders, tea shop proprietors, hawkers, street vendors, shoe
shiners, street entertainers, garbage pickers, jitneys, unauthorized taxis, repair per-
sons, and other self-employed, sometimes with a few apprentices, family workers,
and employees, generate employment and income for themselves in activities with
little capital, skill, and entry barriers. Whereas the urban informal sector is teem-
ing with entrepreneurs, few become major engines of growth for the LDC industrial
economy. De Soto’s explanation is that these small enterprises face an iron ceiling to
growth: no legal title to property means lack of access to credit and secure expansion.

Additionally, the lack of secure property rights for farmland hampers the develop-
ment of countries undergoing transition from communism to capitalism. In China,
agricultural productivity increased substantially from 1979 to 1984 during the
change from collectives to a household responsibility system, enabling long-term
land contracts for family farms. However, after 1984, agricultural growth deceler-
ated partly because farmers, based on previous policy volatility, feared a reversal in
land tenure, becoming reluctant to invest and innovate (see Chapter 19).

Although in Russia, people can buy and sell farm land, the authorities have only
privatized some and reformed even fewer collective and state farms left from the
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Soviet period. The Communist Party and its allies in the legislature (Duma) supported
much of the rural population, satisfied with its wage security, in its opposition to
privatization. Yet maintaining state ownership hurt Russia’s agricultural economy,
as wages on state farms exceeded its output, when valued at world market prices.

Ethiopia has had state ownership of land since 1974, when Hailie Selassie’s feudal
regime was overthrown. Ethiopian cultivators have been vulnerable to recurring
famine, largely because of insecure land use rights. Land reform based on small-farm
private agriculture, together with the dissemination of improved technologies and
investment in infrastructure and farmer education, would increase productivity and
reduce the risk of famine (Berry 2002:112).!!

Inadequate property and use rights for traditional systems. Property rights usually
assign the rights to and rewards from using resources to individuals, thus providing
incentives to invest in resources and use them efficiently. Given the high cost of super-
vising agricultural wage labor, clearly allocating land rights to owner-operators gen-
erally increases the efficiency of farm production (Binswanger and Deininger 1997).
Chapter 7, however, argues that private property rights may not always produce the
most efficient farming arrangements where information costs are high and markets
for finance and insurance imperfect (ibid.).

Conclusion

Although LDCs are diverse, they have some common characteristics that especially
apply to low-income countries. Low-income economies tend to have a high percent-
age of production and labor force in agriculture, low savings rates and technology,
relatively rapid population growth, relatively low literacy and skills, and poorly devel-
oped institutions. Although a disproportional proportion is not democratic, their
political systems vary. Some lose substantial savings and income from widespread
rent seeking, acquiring private benefits from public resources. A few, especially in
sub-Saharan Africa, are failed states, providing virtually no public goods or services
to their people.

Despite this bleak portrait, LDCs generally have raised real incomes, reduced
poverty, increased life expectancy, lowered infant mortality, improved literacy and
educational access, narrowed gender disparities, and decelerated population growth,
especially in the last half century. The remaining chapters elaborate on patterns
of progress and regress, discussing development theories, poverty and inequality,

1 Leonce Ndikimana (1998:30) indicates that Burundi’s civil war and genocide in the mid-1990s con-
tributed to production disruptions that have reduced GDP per capita below its 1978 level. This political
and economic collapse was the result of a massive institutional failure that prevented “economizing,
reducing risk and uncertainty, and distributing wealth” (ibid., p. 39). Ndikimana discusses the legal,
judicial, and other institutional change essential for Burundi to get rid of the “monopolization of the
state [that] weakens its ability to enforce and protect property right™ (ibid., p. 40). Nafziger and Auvinen
(2003:77-79, 134, 150-153) examine how land disputes contributed to the interrelated humanitarian
disasters in Burundi and neighboring Rwanda in the 1990s.
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factors of production, technical progress, investment choice, education, employ-

ment, macroeconomic and international economic policies, and economic reform
and adjustment.

TERMS

TO REVIEW

capital stock

civil society

clientalism

democratization

dual economy

European Union accession countries
export commodity concentration
ratio

extended family

failed states

household responsibility system
informal sector

institutions

inverted U-shaped curve

QUESTIONS TO DISCUSS

nongovernmental organizations
(NGOs)

peasants

political elite

prebendalism

predatory (neopatrimonial) rulers
primary products

property rights

rent seeking

social capital

sustained development
transparency

value-added taxes (VAT)

World Trade Organization (WTO)

1. What are some common characteristics of LDCs? Which of these characteristics
are causes and which accompaniments of underdevelopment?
2. How might today’s LDCs differ from those of the 1950s?

. How might a list of common characteristics of low-income countries vary from

that of LDCs as a whole?

. How do production and labor force shares in agriculture, industry, and services

change as GNP per capita increases? Have production and labor force propor-
tions for low-and high-income economies changed from 1977 (Figure 4-1) to the
present?

. What is a dual economy? Are all LDCs characterized by economic dualism?
. Will the skill composition of the labor force change as rapidly in LDCs as it did

in the past in DCs?

. What are the major characteristics of economic and political institutions in low-

income economies?

. What are the major institutional changes that take place with economic

development? Are these institutional changes causes or mere correlations of
growth? Or is growth a cause of institutional change?

GUIDE TO READINGS

The World Bank’s World Development Indicators, World Development Report, and
World Bank Atlas and the U.N.’s Human Development Report have information on
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industrial structure, literacy and education, and other LDC traits. The World Bank’s
annual Global Economic Prospects and UNCTAD’s Trade and Development Report
have data on trade patterns. The Guide to Chapter 2 has details on statistical sources
that present data on the characteristics of LDCs. Population sources are listed in the
Guide to Chapter 8.

Although parts of Chenery and Syrquin (1975) and Kuznets (1971: Chapter 3) are
out of date, they contain useful data on growth patterns. Chenery, Robinson, and
Syrquin (1986) and Syrquin (1988:203-273) discuss structural change.

The best-known model of the dual economy is that of Lewis (1954:139-191),
discussed in Chapter 5.

Huntington (1968), although somewhat dated, is a standard work on the politics
of LDCs. Critics of Huntington’s approach are Cruise O’Brien (1972:353-80) and
Nardin (1971).

North (1990) is a major work on the effect of economic and political institutions on
economic development; Platteau (2000) writes on institutions, social norms, and eco-
nomic development. Meier (2000:421-5135) has readings on institutions and political
economy. See also Lin and Nugent (1995) on institutions.

De Soto (2000), Binswanger and Deininger (1997), and Landau (2003:217-235)
emphasize legally enforceable property rights, but Binswanger, Deininger, and Feder
(1995:2659-2772) and Cornia (1994) warn against abrupt titling on demand without
considering the traditional use rights of local communities (see Chapter 7).

The World Bank (2003i:38) has a diagram explaining social capital, and World
Bank (2001h:124-131) analyzes how social capital affects development. Three
papers in Economic Journal (2002:F417-F479) analyze social capital, a controversial
topic. Economists differ on the meaning of the term, with some “equat[ing] social cap-
ital with trust and trustworthiness whereas others. . . regard social capital as a form
of social networks” (Durlauf 2002: F417). Social capital increases cooperation and
reduces opportunism and the need for expensive legal precautions in economic trans-
actions (Nooteboom 2002:3). Glaeser, Laibson, and Sacerdote (2002:F437-F458)
examine social capital as an individual’s social skills, charisma, and social interactions
(the “size of his Rolodex”), thus eschewing aggregate approaches. They find (ibid.)
that social capital rises then falls with age, is community specific, thus declining with
emigration, rises in occupations with greater social skills, is higher among homeown-
ers, falls sharply with physical distance, and is correlated with investment in human
capital. The Nobel laureate Kenneth Arrow (2000), however, suggests that the con-
cept “social capital” be abandoned in favor of the study of alternative forms of social
interactions. The management scholar Nooteboom (2002) identifies trust as the oil
that lubricates interaction between people and reduces transaction costs.

Tullock (1967) is one of the first to write on rent seeking without, however, using
the term. Krueger (1974:291-302), whose emphasis was on the cost of government
restrictions to economic activity, coined the term “rent seeking,” being a more widely
used term than Bhagwati’s “directly unproductive profit seeking” (1982). Gallagher
(1991:55) broadens Krueger’s concept to include “not only the traditional waste of
resources devoted to attaining rents but also similar instances where resources are
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devoted to seeking profit or generating government revenues without adding to the
flow of goods and services.” My definition of rent seeking is close to Bhagwati’s and
Gallagher’s broader definition although I retain Krueger’s term. Khan and Sundaram
(2000) examine rent seeking and economic development in Asia.

Mancur Olson (2000) discusses the power of the Mafia, the stationary bandit, the
roving bandit, and the autocrat in an economic framework.

Transparency International (2003), published annually, ranks business peoples’
perceptions of 102 countries, from least to most corrupt. Miles, Feulner, and O’Grady,
2004 Index of Economic Freedom, weighs such factors as trade policy, fiscal burden,
government intervention, monetary policy, capital flows, banking and finance, wages
and prices, property rights, regulation, and informal markets. In 2004, Hong Kong
ranked #1, the United States #10, and Chile ranked #13 — highest among developing
countries.

Zartman (1995), Vayrynen (2000b:437-479), and Reno (2000:43-68) discuss the
concept of the failed or shadow state. McGuire and Olson (1996:72-96) examine
the limits that self-interested predatory rulers or stationary bandits can extract from
their population.



5 Theories of Economic Development

To many people, a theory is a contention that is impractical or has no factual support.
Someone who says that free migration to the United States may be all right in theory
but not in practice implies that, despite the merit of the idea, it would be impractical.
Likewise, the statement that the idea of lower wealth taxes in India stimulating
economic growth is just a theory indicates an unverified hypothesis.

For the economist, however, a theory is a systematic explanation of interrelation-
ships among economic variables, and its purpose is to explain causal relationships
among these variables. Usually a theory is used not only to understand the world
better but also to provide a basis for policy. In any event, theorists cannot consider
all the factors influencing economic growth in a single theory. They must determine
which variables are crucial and which are irrelevant. However, reality is so compli-
cated that a simple model may omit critical variables in the real world (Kindleberger
and Herrick 1977:40). And although complex mathematical models can handle a
large number of variables, they have not been very successful in explaining economic
development, especially in the third world.

Scope of the Chapter

This chapter discusses a few of the major theories of economic development, reserving
for subsequent chapters less comprehensive theories dealing with specific economic
questions. As they did in the 1950s and 1960s, economists recently have stressed all-
encompassing theories of development, including neoclassicism and rival theories.
The first two models with some application to LDCs today — those of the English
classical economists, and of their foremost critic, Karl Marx — were developed in
the 19th century during the early capitalist development in Western Europe and
the United States. The next theories include Walter Rostow’s model — written as
an alternative to Marx’s theory of modern history — which sets forth five stages of
economic growth for LDCs, based on DC experience; the vicious circle theory, focus-
ing on LDC low saving rates; and the debate on preventing coordination failures,
including balanced versus unbalanced growth, which clarifies issues concerning the
“big push,” economies of scale, complementarities, and differential productivity. The
Lewis—Fei—Ranis model views the accumulation of capital by profits from the indus-
trial capitalist sector hiring an unlimited supply of surplus labor from agriculture
as the impetus to economic growth in LDCs. Paul Baran’s coalitions model draws
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on Marx’s historical dynamics and Lenin’s theory of imperialism to analyze economic
backwardness in Asia, Africa, and Latin America. In addition, dependency theory,
which borrows from Baran’s approach, argues that underdevelopment in third-world
countries results from their participation in the international capitalist system.

During the 1980s and 1990s, a period of economic conservative governments in
much of the West and Japan, a leading approach among development economists
was neoclassicism, an economic theory and policy that stressed freedom from the
state’s economic restraint. Neoclassical economists dominate the two most powerful
international financial agencies in developing countries, the World Bank and Inter-
national Monetary Fund. Neoclassicism also includes a formal growth theory, which
emphasizes the importance of capital formation for economic growth. The fact that
the neoclassical growth theory assumed perfect competition and had no explanation
for the level of technology within the model motivated other economists to propose
an endogenous growth theory in which technical progress, the chief source of growth,
was explained within the model.

The Classical Theory of Economic Stagnation

MODEL

The classical theory, based on the work of the 19th-century English economist David
Ricardo, Principles of Political Economy and Taxation (1817), was pessimistic about
the possibility of sustained economic growth. For Ricardo, who assumed little con-
tinuing technical progress, growth was limited by land scarcity.

The classical economists — Adam Smith, Thomas R. Malthus, Ricardo, and John
Stuart Mill — were influenced by Newtonian physics. Just as Newton posited that
activities in the universe were not random but subject to some grand design, these
men believed that the same natural order determined prices, rent, and economic
affairs.

In the late 18th century, Smith argued that in a competitive economy, with no col-
lusion or monopoly, each individual, by acting in his or her own interest, promoted
the public interest. A producer who charges more than others will not find buyers,
a worker who asks more than the going wage will not find work, and an employer
who pays less than competitors will not find anyone to work. It was as if an invisible
hand were behind the self-interest of capitalists, merchants, landlords, and workers,
directing their actions toward maximum economic growth (Smith 1937, first pub-
lished 1776). Smith advocated a laissez-faire (governmental noninterference) and
free-trade policy except where labor, capital, and product markets are monopolistic,
a proviso some present-day disciples of Smith overlook.

The classical model also took into account (1) the use of paper money, (2) the devel-
opment of institutions to supply it in appropriate quantities, (3) capital accumulation
based on output in excess of wages, and (4) division of labor (limited primarily by
the size of the market). A major tenet of Ricardo was the law of diminishing returns,
referring to successively lower extra outputs from adding an equal extra input to fixed
land. For him, diminishing returns from population growth and a constant amount of
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land threatened economic growth. Because Ricardo believed technological change or
improved production techniques could only temporarily check diminishing returns,
increasing capital was seen as the only way of offsetting this long-run threat.

His reasoning took the following path. In the long run, the natural wage is at
subsistence — the cost of perpetuating the labor force (or population, which increases
at the same rate). The wage may deviate but eventually returns to a natural rate at
subsistence. On the one hand, if the wage rises, food production exceeds what is
essential for maintaining the population. Extra food means fewer deaths, and the
population increases. More people need food and the average wage falls. Population
growth continues to reduce wages until they reach the subsistence level once again. On
the other hand, a wage below subsistence increases deaths and eventually contributes
to a labor shortage, which raises the wage. Population decline increases wages once
again to the subsistence level. In both instances, the tendency is for the wage to return
to the natural subsistence rate.

With this iron law of wages, total wages increase in proportion to the labor force.
Output increases with population but, other things being equal, output per worker
declines with diminishing returns on fixed land. Thus, the surplus value (output minus
wages) per person declines with increased population. At the same time, land rents
per acre increase with population growth, as land becomes scarcer relative to other
factors.

The only way of offsetting diminishing returns is by accumulating increased capi-
tal per person. However, capitalists require minimum profits and interest payments
to maintain or increase capital stock. Yet because profits and interest per person
declines and rents increase with population growth, there is a diminishing surplus
(profits, interest, and rent) available for the capitalists’ accumulation. Ricardo feared
that this declining surplus reduces the inducement to accumulate capital. Labor force
expansion leads to a decline in capital per worker or a decrease in worker produc-
tivity and income per capita. Thus, the Ricardian model indicates eventual economic
stagnation or decline.

CRITIQUE

Paradoxically, the stagnation theory of Ricardo was formulated amid numerous sci-
entific discoveries and technical changes that multiplied output. Clearly, he underes-
timated the impact of technological advance in offsetting diminishing returns. The
steam engine (1769), the spinning jenny (1770), the Arkwright water frame (1771),
the puddling process for making wrought iron (1784), the power loom (1785), the
cotton gin (1793), interchangeable parts (1798), improved soil tillage and improved
breeds of livestock (around 1800), the steamboat (1807), the water mill for power-
ing factories (1813), and the three-piece iron plow (1814) were all developed before
he wrote his theory. Since Ricardo’s time, rapid technological progress contributed
to unprecedented economic growth.! Furthermore, the iron law of wages did not

1 Some 20th-century economists, culminating with Meade (1963), have added a variable reflecting tech-
nical progress while retaining most of the classical premises.
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foresee the extent to which population growth could be limited, at least in the West,
through voluntary birth control.

Moreover, it did not occur to Ricardo that private ownership of land and capital
is not an economic necessity. Land and capital would still be used even if rents
and interest were not paid, as in state ownership of these means of production.
Ironically, Ricardian stagnation might result in a Marxian scenario, in which wages
and investment would be maintained only if property were confiscated by society
and payments to private capitalists and landlords stopped (Enke 1963:70-90).

As discussed later in this chapter, contemporary neoclassical economists take the
classical stress on savings, free trade, and freedom from government restriction, and
add an emphasis on technological change as an important component of economic
growth. These ideas are major features of the neoclassical theory of growth, a dom-
inant present-day theory of economic growth.

Marx's Historical Materialism

Karl Marx’s views were shaped by radical changes in Western Europe: the French
Revolution; the rise of industrial, capitalist production; political and labor revolts;
and a growing secular rationalism. Marx (1818-83) opposed the prevailing philos-
ophy and political economy, especially the views of utopian socialists and classical
economists, in favor of a worldview called historical materialism.

THEORY

Marx wanted to replace the unhistorical approach of the classicists with a histor-
ical dialectic. Marxists consider classical and later orthodox economic analysis as
a still photograph, which describes reality at a certain time. In contrast, the dialec-
tical approach, analogous to a moving picture, looks at a social phenomenon by
examining where it was and is going and its process of change. History moves from
one stage to another, say, from feudalism to capitalism to socialism, on the basis of
changes in ruling and oppressed classes and their relationship to each other. Conflict
between the forces of production (the state of science and technology, the organiza-
tion of production, and the development of human skills) and the existing relations
of production (the appropriation and distribution of output as well as a society’s
way of thinking, its ideology, and worldview) provide the dynamic movement in the
materialist interpretation of history. The interaction between forces and relations of
production shapes politics, law, morality, religion, culture, and ideas.

Accordingly, feudalism is undercut by (1) the migration of serfs to the town;
(2) factory competition with handicraft and manorial production; (3) expanded
transport, trade, discovery, and new international markets on behalf of the new
business class; and (4) the accompanying rise of nation-states. The new class, the
proletariat or working class, created by this next stage, capitalism, is the seed for
the destruction of capitalism and the transformation into the next stage, socialism.
Capitalism faces repeated crises because the market, dependent largely on worker
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consumption, expands more slowly than productive capacity. Moreover, this unuti-
lized capacity creates, in Marx’s phrase, a reserve army of the unemployed, a cheap
labor source that expands and contracts with the boom and bust of business cycles.
Furthermore, with the growth of monopoly, many small businesspeople, artisans,
and farmers become propertyless workers who no longer have control over their
workplaces. Eventually the proletariat revolts, takes control of capital, and estab-
lishes socialism. In time, socialism is succeeded by communism, and the state withers
away.

Marx’s ideas were popularized by his collaborator, Friedrich Engels, especially
from 1883 to 1895, when he finished Marx’s uncompleted manuscripts, interpreted
Marxism, and provided its intellectual and organizational leadership.

From the late 19th century through the first three-quarters of the 20th century,
Socialist, Social Democratic, and Labor parties in Western Europe have tried to
introduce socialism through parliamentary democracy rather than violent revolu-
tion. Since the 1970s and 1980s, however, these parties, some with Marxist origins,
have limited their goals to a welfare state, social market capitalism, or social reform
under capitalism.

CRITIQUE

Marx’s main analysis was of capitalism, but his discussions of socialism and com-
munism were not well developed. Even his analysis of capitalism, and the transition
to socialism, had a number of flaws. He had theorized worker revolt in the indus-
trialized West, but the revolution occurred first in Russia, one of the least developed
capitalistic countries in Europe.

Marxists suggest several reasons why Western workers have yet to overthrow
capitalism. Having realized the dangers of a rebellious working class at home, the
capitalists have developed a tactic of divide and rule that depends on exploitation
of workers outside the West. Furthermore, the news media, educational institutions,
and churches create a false consciousness supporting ruling-class ideologies. And the
capitalist state has powerful legal, police, military, and administrative machinery to
quell potential resistance.

Marx also overlooked the possibility that the interests of workers and capitalists
might not conflict. Thus, workers in the West may have supported capitalism because
they gained more in the long run by receiving a relatively constant share of a rapidly
growing output than by trying to acquire a larger share of what might have been a
more slowly growing output under an alternative system.

Regardless of how we view Marxism, it remains a rallying point for discon-
tented people. The irony is that nationalist groups that overthrow their rulers in
the name of Marxism are frequently threatened by class antagonisms from those
they rule. Almost no other socialist government is willing to go as far as the late
Chairman Mao Zedong of China, who recognized the existence of classes under
socialism, and called for a continuing revolution to oppose the encrusted, social-
ist, upper classes. Other theorists have revised or added to Marxism, including
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Paul Baran and the dependency theorists. We consider these views in later sections
of this chapter.

Rostow’s Stages of Economic Growth

People existed for centuries with little change in their economic life. When major
changes occurred, as in the last 500 years or so, they often took place abruptly. In
The Stages of Economic Growth (1961), Walter W. Rostow, an eminent economic
historian, sets forth a new historical synthesis about the beginnings of modern eco-
nomic growth on six continents.

FIVE STAGES

Rostow’s economic stages are (1) the traditional society, (2) the preconditions for
takeoff, (3) the takeoff, (4) the drive to maturity, and (5) the age of high mass con-
sumption.

Rostow has little to say about the concept of traditional society except to indicate
that it is based on attitudes and technology prominent before the turn of the 18th
century. The work of Isaac Newton ushered in change. He formulated the law of grav-
ity and the elements of differential calculus. After Newton, people widely believed
“that the external world was subject to a few knowable laws, and was systematically
capable of productive manipulation” (Rostow 1961:4).

PRECONDITIONS STAGE

Rostow’s preconditions stage for sustained industrialization includes radical changes
in three nonindustrial sectors: (1) increased transport investment to enlarge the mar-
ket and production specialization; (2) a revolution in agriculture, so that a growing
urban population can be fed; and (3) an expansion of imports, including capital,
financed perhaps by exporting some natural resources. These changes, including
increased capital formation, require a political elite interested in economic devel-
opment. This interest may be instigated by a nationalist reaction against foreign
domination or the desire to have a higher standard of living.

TAKEOFF

Rostow’s central historical stage is the takeoff, a decisive expansion occurring over
20 to 30 years, which radically transforms a country’s economy and society. During
this stage, barriers to steady growth are finally overcome, while forces making for
widespread economic progress dominate the society, so that growth becomes the
normal condition. The takeoff period is a dramatic moment in history, corresponding
to the beginning of the Industrial Revolution in late-18th-century Britain; pre-Civil
War railroad and manufacturing development in the United States; the period after
the 1848 revolution in Germany; the years just after the 1868 Meiji restoration in
Japan; the rapid growth of the railroad, coal, iron, and heavy engineering industries
in the quarter-century before the 1917 Russian Revolution; and a period starting
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within a decade of India’s independence (1947) and the communist victory in China
(1949).
Rostow indicates that three conditions must be satisfied for takeoff.

1. Net investment as a percentage of net national product (NNP) increases sharply —
from 5 percent or less to over 10 percent. If an investment of 3.5 percent of NNP
leads to a growth of 1 percent per year, then 10.5 percent of NNP is needed for
a 3-percent growth (or a 2-percent per-capita increase if population grows at
1 percent).

2. At least one substantial manufacturing sector grows rapidly. The growth of a
leading manufacturing sector spreads to its input suppliers expanding to meet its
increased demand and to its buyers benefiting from its larger output. In the last
three decades of the 1700s, for example, the cotton textile industry in Britain
expanded rapidly because of the use of the spinning jenny, water frame, and
mule in textiles and the increased demand for cotton clothing. The development
of textile manufactures, and their exports, had wide direct and indirect effects
on the demand for coal, iron, machinery, and transport. In the United States,
France, Germany, Canada, and Russia, the growth of the railroad, by widening
markets, was a powerful stimulus in the coal, iron, and engineering industries,
which in turn fueled the takeoff.

3. A political, social, and institutional framework quickly emerges to exploit expan-
sion in the modern sectors. This condition implies mobilizing capital through
retained earnings from rapidly expanding sectors; an improved system to tax
high-income groups, especially in agriculture; developing banks and capital
markets; and, in most instances, foreign investment. Furthermore, where state
initiative is lacking, the culture must support a new class of entrepreneurs pre-
pared to take the risk of innovating.

DRIVE TO MATURITY

The drive to maturity, a period of growth that is regular, expected, and self-sustained,
follows takeoff. A labor force that is predominantly urban, increasingly skilled, less
individualistic, and more bureaucratic and looks increasingly to the state to provide
economic security characterizes this stage.

AGE OF HIGH MASS CONSUMPTION

The symbols of this last stage, reached in the United States in the 1920s and in
Western Europe in the 1950s, are the automobile, suburbanization, and innumerable
durable consumer goods and gadgets. In Rostow’s view, other societies may choose
a welfare state or international military and political power.

CRITIQUE

Rostow’s theory was the vogue among many U.S. government officials in the 1960s,
especially in the international aid agencies, because it promised hope for sustained
growth in LDCs after substantial initial infusions of foreign assistance. But among
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scholars, Rostow’s work met with, at best, mixed reviews. Rostow is accused of over-
ambition. Tan Drummond complains that “probably no theory has been so widely
circulated from so slight a base of organized fact and careful analysis” (Drummond
1961:112-113).

Another economic historian, A. K. Cairncross (1961:454), argues that one can
believe in an abrupt takeoff, or industrial revolution, only if one’s knowledge of
history is flimsy and out of date. Cairncross argues that many of Rostow’s conditions
are defined so vaguely that they stretch to cover any case and he seems only too willing
to admit exceptions when takeoff occurs at a time other than his theory suggests.

Indeed, Rostow’s stages, imprecisely defined, are difficult to test scientifically. For
a theory to be meaningful, it must be possible to prove it wrong. If the stages are to
explain how economic development is caused, the relationships cannot be circular.
The stages must be defined in terms other than economic development, the variable
the theory is trying to explain. For example, the concepts of #raditional society and
high mass consumption society define rather than explain reasons for the level of
economic development. Furthermore, past economies — primitive, ancient, medieval,
and those of the presently developed countries of a century or two ago — are all
grouped with presently underdeveloped countries in a single category, the traditional
society.

The designation of traditional societies as pre-Newtonian neglects the dualism of
many present-day LDCs. Much of the large manufacturing, plantation, and mining
sectors of India, Indonesia, Nigeria, and Pakistan use modern methods and techniques
and cannot be considered traditional in Rostow’s sense.

Much of Rostow’s thesis about conditions for takeoff is contradicted by empirical
data. Increases in investment rates and growth do not occur in the 20-30 year span
Rostow designates for takeoff. Growth in investment rates and net national product
in Great Britain, Germany, Sweden, and Japan indicate a slow and relatively steady
acceleration rather than an abrupt takeoff.

Frequently, the characteristics of one of Rostow’s stages are not unique to it. Why
would the agricultural revolution, capital imports, and social overhead investment
of the preconditions stage not be consistent with the abrupt increase in investment
rates during the takeoff stage? Why could the development of leading sectors or
the emergence of an institutional framework exploiting growth not take place in
the preconditions stage as well as the takeoff stage? Why would the abrupt increase
in growth and investment rates during takeoff not continue through the drive to
maturity?

Unlike Marx’s dialectical materialism, Rostow’s approach does not show how the
characteristics and processes of one stage move a society to the next stage. How do
we explain the relatively effortless self-sustained growth after takeoff? Presumably,
some obstacles to growth have been removed. What are they, and how does his theory
explain their removal?

Rostow’s premise that economic modernization implies a change from an underde-
veloped economy to one similar to those in North America and Western Europe today
poses another problem. Rostow compares LDCs at independence to the formation
of nation-states in the West. He assumes that the development of underdeveloped
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countries will parallel earlier stages of today’s advanced countries, but he neglects
the relationship of contemporary underdeveloped countries with developed countries
as well as each LDC’s highly individual history.

Rostow is ethnocentric when he chooses a high mass consumption society, charac-
terized by automobiles, suburbanization, and consumer gadgets, as the culminating
stage of economic growth. For him, today’s modernized societies, the archetype of
which is the United States, are an image of the future of traditional societies. Surely
the study of comparative history should alert us to the danger of using the experi-
ence of the United States (or any other country) as a model for countries with very
different cultural and political backgrounds to emulate.

Vicious Circle Theory

The vicious circle theory indicates that poverty perpetuates itself in mutually rein-
forcing vicious circles on both the supply and demand sides.

SUPPLY SIDE

Because incomes are low, consumption cannot be diverted to saving for capital for-
mation. Lack of capital results in low productivity per person, which perpetuates
low levels of income. Thus, the circle is complete. A country is poor because it was
previously too poor to save and invest. Or as Jeffrey Sachs (2005:56) explains the
poverty trap: “Poverty itself [is the] cause of economic stagnation.”

Japan’s high savings rates during periods of rapid economic growth during the
1950s, 1960s, and 1970s, and the high savings rates of the Asian tigers, Malaysia,
and Thailand imply the other side of the coin of the vicious circle. As countries grow
richer, they save more, creating a virtuous circle in which high savings rates lead to
faster growth (Edwards 1995; Economist 1995b:72; World Bank 2003i:218-220).

DEMAND SIDE

Furthermore, because incomes are low, market size (for consumer goods such as
shoes, electric bulbs, and textiles) is too small to encourage potential investors. Lack
of investment means low productivity and continued low income. A country is poor
because it was previously too poor to provide the market to spur investment.

Insufficient Saving: A Critique

The vicious circle theory seems plausible to those Westerners who imagine that the
entire population of the third world is poor and hungry. They are surprised that
anyone in the LDCs saves. But you can probably identify some flaws in these views.
Westerners may be judging the saving potential in LDCs on the basis of Western
standards of living. Of course, most Westerners find it difficult to imagine saving
on the $8,000 annual salary received by a middle manager in India. But remember
the relative position that $8,000 represents in India. There is reason for believing
that low-income countries can save substantially more than they do. The highest
income groups in low-income LDCs live far above subsistence levels. India’s richest
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10 percent receive about 34 percent of national income, an amount per head 9 to 10
times that of the poorest 10 percent of the people (World Bank 2003i:65). Because
evidence indicates that consumption levels are determined less by absolute levels of
income than by relative income (income in comparison to neighbors and members
of the community), the higher income classes in LDCs could save considerably if
they were sufficiently motivated. One reason they may not do so is because of the
demonstration effect of consumption levels in the West and of elites in the LDCs.
That is, people may spend beyond their income in order to keep up with the Joneses,
the Sridhars, or the Abdullahis.

You also should keep in mind that personal saving is usually a small proportion
of total saving in a LDC. Corporate saving, government saving, public enterprise
profits, social security contributions, life insurance premiums, and provident and
pension fund reserves may be other sources for saving (Nafziger 2006b).

If we look at saving from this broader viewpoint, there are additional arguments to
suggest that poor countries have a substantial capacity to save. Throughout history,
few societies have been too poor to wage war. Yet any war requires a share of the
country’s resources that would be sufficient for a significant rate of capital formation.
2.3 percent of GNP and 12.9 percent of central government expenditures of low-
income countries go for military expenditures (World Bank 2003h:288). Perhaps
if countries mobilized for economic development as they did for war, they could
increase saving.

Furthermore, some poor societies have been able to build magnificent monuments.
As A. K. Cairncross (1963) argues, “Anyone who looks at the pyramids, cathedrals,
and pagodas that civilizations have bequeathed, can hardly regard the construction
of railways, dams, and power stations as imposing an unprecedented burden on a
poor community.”

SMALL MARKETS: A CRITIQUE

Everett E. Hagen (1962:42-43) contends that the market is ample for using modern
production methods effectively for products commonly consumed by low-income
people — sugar, milled rice, milled flour, soap, sandals, textiles, clothing, cigarettes,
matches, and candies. He argues that even a fairly small improvement in productivity
for any of these commodities would capture a sizable market.

Moreover, large establishments require not only large markets but, more impor-
tant, complex machinery and processes, which demand entrepreneurial, manage-
rial, and technical skills and experience that are frequently scarce in developing
countries. Hla Myint (1954:132-163) argues that cost advantages from early entry,
or “economies of experience,” are more important for large-scale production than
economies of scale from increased market size.

Balanced Versus Unbalanced Growth

A major development debate from the 1940s through the 1960s concerned balanced
growth versus unbalanced growth. Some of the debate was semantic, as the meaning
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of balance can vary from the absurd requirement that all sectors grow at the same
rate to the more sensible plea that some attention be given to all major sectors —
industry, agriculture, and services. However, absurdities aside, the discussion raised
some important issues. What are the relative merits of strategies of gradualism versus
a big push? Is capital or entrepreneurship the major limitation to growth?

BALANCED GROWTH

The synchronized application of capital to a wide range of different industries is called
balanced growth by its advocates. Ragnar Nurkse (1953) considers this strategy
the only way of escaping from the vicious circle of poverty. He does not consider
the expansion of exports promising, because the price elasticity of demand (minus
percentage change in quantity demanded divided by percentage change in price) for
the LDCs’ predominantly primary exports is less than one, thus reducing export
earnings with increased volume, other things being equal.

BIG PUSH THESIS

Those advocating this synchronized application of capital to all major sectors support
the big push thesis, arguing that a strategy of gradualism is doomed to failure. A
substantial effort is essential to overcome the inertia inherent in a stagnant economy.
The situation is analogous to a car being stuck in the snow: It will not move with a
gradually increasing push; it needs a big push.

For Paul N. Rosenstein-Rodan (1943:202-211), the factors that contribute to
economic growth, such as demand and investment in infrastructure, do not increase
smoothly but are subject to sizable jumps or indivisibilities. These indivisibilities
result from flaws created in the investment market by external economies, that is,
cost advantages rendered free by one producer to another. These benefits spill over
to society as a whole, or to some member of it, rather than to the investor concerned.
As an example, the increased production, decreased average costs, and labor train-
ing and experience that result from additional investment in the steel industry will
benefit other industries as well. Greater output stimulates the demand for iron, coal,
and transport. Lower costs may make vehicles and aluminum cheaper. In addition
other industries may benefit later by hiring laborers who acquired industrial skills
in the steel mills. Thus, the social profitability of this investment exceeds its private
profitability. Moreover, unless government intervenes, total private investment will
be too low.

Indivisibility in infrastructure. For Rosenstein-Rodan, a major indivisibility is in
infrastructure, such as power, transport, and communications. This basic social cap-
ital reduces costs to other industries. To illustrate, the railroad from Kanpur to the
Calcutta docks increases the competitiveness of India’s wool textiles domestically
and abroad. However, the investment for the 950-kilometer, Kanpur—Calcutta rail
line is virtually indivisible, in that a line a fraction as long is of little value. Building
the Aswan Dam or the Monterrey—Mexico City telegraph line is subject to similar
discontinuities.
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Indivisibility in demand. This indivisibility arises from the interdependence of invest-
ment decisions; that is, a prospective investor is uncertain whether the output from
his or her investment project will find a market. Rosenstein-Rodan uses the example
of an economy closed to international trade to illustrate this indivisibility. He assumes
that there are numerous subsistence agricultural laborers whose work adds nothing
to total output (that is, the marginal productivity of their labor equals zero). If 100 of
these farm workers were hired in a shoe factory, their wages would increase income.

If the newly employed workers spend all of their additional income on shoes they
produce the shoe factory will find a market and would succeed. In fact, however, they
will not spend all of their additional income on shoes. There is no “easy” solution of
creating an additional market in this way. The risk of not finding a market reduces
the incentive to invest, and the shoe factory investment project will probably be
abandoned. (Rosenstein-Rodan 1951:62)

However, instead, let us put 10,000 workers in 100 factories (and farms) that
among them will produce the bulk of consumer goods on which the newly employed
workers will spend their wages. What was not true of the shoe factory is true for
the complementary system of 100 enterprises. The new producers are each others’
customers and create additional markets through increased incomes. Complementary
demand reduces the risk of not finding a market. Reducing interdependent risks
increases the incentive to invest.

THE MURPHY-SHLEIFER-VISHNY MODEL

Kevin Murphy, Andrei Shleifer, and Robert Vishny (1989:537-564) analyze an econ-
omy in which world trade is costly — perhaps today, Bolivia, where a majority of the
population live on a high plateau between two north-south Andes mountain chains;
landlocked east-central African states Rwanda, Burundi, Uganda, or Malawi; or iso-
lated islands Papua New Guinea; or, in the 19th century, the United States, Australia,
or Japan. Domestic agriculture or exports may not be sufficient for industrialization,
so these economies need large domestic markets, a la Rosenstein-Rodan. For increas-
ing returns from sliding down the initial part of a U-shaped long-run average cost
curve (representing successive plants with more specialized labor and equipment),
sales must be high enough to cover fixed setup costs.

To illustrate, “in the first half of the nineteenth century, the United States greatly
surpassed England in the range of consumer products it manufactured using mass
production techniques” (ibid., p. 538). In contrast to high-quality English artisan
products for a quality-conscious upper class, American producers offered standard-
ized mass-produced utilitarian items, largely bought by relatively well-off farmers and
other middle classes. Colombia’s tobacco export boom failed to lead to widespread
economic development, as incomes went to a few plantation owners who spent on
luxury imports. Later, from 1880 to 1915, however, the boom in coffee exports,
grown on small family enterprises, benefited large numbers demanding domestic
manufactures (ibid., p. 539). For industrialization, incomes from the leading sector
must be broadly distributed, providing demand for manufactures.
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CRITIQUE OF BALANCED GROWTH

Advocates of balanced growth emphasize a varied package of industrial investment
at the expense of investment in agriculture, especially exports. But Chapter 17 shows
that a country cannot grow rapidly if it fails to specialize where production is most
efficient. Recent experience indicates that LDCs cannot neglect agricultural invest-
ment if they are to feed their population, supply industrial inputs, and earn foreign
currency. Chapter 14 points out that the recent demand for primary product exports
increased so that their value grew as fast as GNP.

Furthermore, infrastructure is not so indivisible as Rosenstein-Rodan implies.
Roads, rivers, canals, or air traffic can substitute for railroads. Roads may be dirt,
graveled, blacktopped, or paved and of various widths. Power plants can differ
greatly in size, and telegram and telephone systems can be small, large, or inter-
mediate. Large infrastructure facilities, although perhaps economical at high levels
of economic development, are not essential for LDC growth (Hagen 1980:89-90).

Some critics argue that the resources required for carrying out a policy of balanced
growth are so vast that a country that could invest the required capital would not, in
fact, be underdeveloped. In fact, farm workers with zero marginal labor productivity
are not available (Chapter 9). In any case, where will a LDC obtain the capital, skilled
labor, and materials needed for such wide industrial expansion? We cannot forget
that although new industries may be complementary on the demand side, they are
competitors for limited resources on the supply side.

Advocates of balanced growth assume LDCs start from scratch. In reality every
developing country starts from a position that reflects previous investment decisions.
Thus, at any time, there are highly desirable investment programs not balanced in
themselves but well integrated with existing capital imbalances (Singer 1958; Fleming
1955:241-256).

But perhaps the major discreditor of the balanced growth strategy was the
widespread evidence in the 1960s and 1970s that LDCs were growing rapidly —
without any attempt at the massive investments in the wide range of industries that
advocates of the strategy considered essential.

HIRSCHMAN'’S STRATEGY OF UNBALANCE
Albert O. Hirschman (1958) develops the idea of unbalanced investment to comple-
ment existing imbalances. He contends that deliberately unbalancing the economy,
in line with a predesigned strategy, is the best path for economic growth. He argues
that the big push thesis may make interesting reading for economists, but it is gloomy
news for the LDCs: They do not have the skills needed to launch such a massive effort.
The major shortage in LDCs is not the supply of savings, but the decision to invest by
entrepreneurs, the risk takers and decision makers. The ability to invest is dependent
on the amount and nature of existing investments. Hirschman believes poor countries
need a development strategy that spurs investment decisions.

He suggests that since resources and abilities are limited, a big push is sensible only
in strategically selected industries within the economy. Growth then spreads from one
sector to another (similar to Rostow’s concept of leading and following sectors).
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However, investment should not be left solely to individual entrepreneurs in the
market, as the profitability of different investment projects may depend on the order
in which they are undertaken. For example, assume investment in a truck factory
yields a return of 10 percent per year; in a steel factory, 8 percent, with the interest
rate 9 percent. If left to the market, a private investor will invest in the truck factory.
Later on, as a result of this initial investment, returns on a steel investment increase
to 10 percent, so then the investor invests in steel.

Assume, however, that establishing a steel factory would increase the returns in
the truck factory in the next period from 10 to 16 percent. Society would be better
off investing in the steel factory first, and the truck enterprise second, rather than
making independent decisions based on the market. Planners need to consider the
interdependence of one investment project with another so that they maximize overall
social profitability. They need to make the investment that spurs the greatest amount
of new investment decisions. Investments should occur in industries that have the
greatest linkages, including backward linkages to enterprises that sell inputs to the
industry, and forward linkages to units that buy output from the industry. The steel
industry, with backward linkages to coal and iron production, and forward linkages
to the construction and truck industries, has good investment potential, according
to Hirschman.

Even a government that limits its major role to providing infrastructure can time
its investment projects to spur private investments. Government investment in trans-
port and power will increase productivity and thus encourage investment in other
activities.

Initially, planners trying to maximize linkages will not want to hamper imports
too much, because doing so will deprive the country of forward linkages to domestic
industries using imports. In fact, officials may encourage imports until they reach
a threshold in order to create these forward linkages. Once these linkages have
been developed, protective tariffs will provide a strong inducement for domestic
entrepreneurs to replace imports with domestically produced goods.

CRITIQUE OF UNBALANCED GROWTH

Hirschman fails to stress the importance of agricultural investments. According to
him, agriculture does not stimulate linkage formation so directly as other indus-
tries. However, empirical studies indicate agriculture has substantial linkages to other
sectors; moreover, agricultural growth makes vital contributions to the nonagricul-
tural sector through increased food supplies, added foreign exchange, labor supply,
capital transfer, and larger markets (Johnston and Mellor 1961:571-581).

What constitutes the proper investment balance among sectors requires careful
analysis. In some instances, imbalances may be essential for compensating for existing
imbalances. By contrast, Hirschman’s unbalanced growth should have some kind of
balance as an ultimate aim. Generally, the concepts of balance and imbalance are of
limited value. To be helpful, their meanings need to be defined carefully in specific
decision-making contexts.
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Coordination Failure: The O-Ring Theory
of Economic Development

Balanced and unbalanced growth advocates focus on preventing or overcoming coor-
dination failure. Michael Kremer (1993) uses the 1986 space shuttle Challenger as a
metaphor for coordinating production in “The O-Ring Theory of Economic Devel-
opment.” The Challenger had thousands of components, but it exploded because the
temperature at which it was launched was so low that one component, the O-rings,
malfunctioned. In a similar fashion, Kremer proposes a production function in which
“production consists of many tasks, [either simultaneous or sequential], all of which
must be successfully completed for the product to have full value” (ibid., p. 551).
To illustrate, a violinist who plays off key or misses the beat can ruin a whole sym-
phony orchestra. This function describes production processes subject to mistakes
in any of several tasks. You cannot substitute quantity for quality; indeed, “quality
is job one.” This production function does not allow the substitution of quantity
(two mediocre violinists, copyeditors, chefs, or goalkeepers) for quality (one good
one). Highly skilled workers who make few mistakes will be matched together, with
wages and output rising steeply with skill.”> Rich countries specialize in complicated
products, such as aircraft, whereas poor countries produce simpler goods, such as
textiles and coffee. Kremer thinks the O-ring theory can explain why rich countries
specialize in more complicated products, have larger firms, and have astonishingly
higher worker productivity and average incomes than poor countries.

Taiwan and South Korea, otherwise ready for takeoff in the mid-1960s, relied on
government action to override coordination failure. Both countries have a reasonably
skilled labor force but a low endowment of physical capital, especially for taking
advantage of scale economies. Additionally, some labor skills are not available locally
and some technologies are not readily transferable internationally (Rodrik 2000:195-
201).

Korea’s government provided the initiative, subsidized capital, and guaranteed
markets to chaebols, such as Hyundai and Lucky Goldstar, allowing them to inter-
nalize spillovers from one affiliate to another (ibid., p. 197). For example, “Hyundai
used its cement plant. . . to train its managers with background in construction, before
assigning them to other manufacturing affiliates” (Amsden 1989).

Taiwan’s government took the initial steps in establishing enterprises such as plas-
tics, textiles, fibers, steel, and electronics. In some instances, such as plastics, the state
firm was handed over to private entrepreneurs on completion (Rodrik 2000:198-
199).

For Mankiw, Romer, and Weil (1992:407-437), human capital, and for Romer,
endogenous (originating internally) technology, when added to physical capital and
labor in neoclassical growth theory, are important factors contributing to economic
growth. Microeconomic studies by Gregory Clark (1987:141-173) indicate that an

2 This is similar to the marriage model of Becker (1981:72), in which marriage partners of similar quality
are matched together.
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early-20th-century New England (U.S.) cotton textile mill operative, with the same
equipment, “performed as much work as 1.5 British, 2.3 German, and nearly 6
Greek, Japanese, Indian, or Chinese workers.”

The Lewis—Fei—-Ranis Model

The purpose of the Lewis—Fei—Ranis model is to explain how economic growth gets
started in a less-developed country with a traditional agricultural sector and an indus-
trial capitalist sector. In the Lewis—Fei-Ranis model, economic growth occurs because
of the increase in the size of the industrial sector, which accumulates capital, relative
to the subsistence agricultural sectors, which amasses no capital at all. The source of
capital in the industrial sector is profits from the low wages paid an unlimited supply
of surplus labor from traditional agriculture.

THE LEWIS MODEL

Urban industrialists increase their labor supply by attracting workers from agricul-
ture who migrate to urban areas when wages there exceed rural agricultural wages.
Sir W. Arthur Lewis elaborates on this explanation in his explanation of labor transfer
from agriculture to industry in a newly industrializing country. In contrast to those
economists writing since the early 1970s, who have been concerned about overur-
banization, Lewis, writing in 1954, is concerned about possible labor shortages in
the expanding industrial sector.

Lewis believes in zero (or negligible) marginal productivity of labor in subsistence
agriculture, a sector virtually without capital and technological progress. Yet he con-
tends that the wage (w) in agriculture is positive at subsistence (s): w; (see Figure 5-1).
For this to be true, it is essential only that the average product of labor be at a sub-
sistence level, as agricultural workers divide the produce equally among themselves
until food availability is above subsistence. Lewis feels equilibrium wages in agricul-
ture stay at ws through the classical mechanism of the iron law of wages, in which
higher wages are brought down by population growth, and lower wages raised as
output spread over a smaller population is reduced by an increased mortality rate.

For the more capital-intensive urban industrial sector to attract labor from the
rural area, it is essential to pay w; plus a 30-percent inducement, or w;, (the capitalist
wage). This higher wage compensates for the higher cost of living as well as the
psychological cost of moving to a more regimented environment. At w, the urban
employer can attract an unlimited supply of unskilled rural labor. The employer will
hire this labor up to the point Qy,, where the value of its extra product (or the left
marginal revenue product curve MRP},) equals the wage w,. The total wages of
the workers are equal to OQy,, the quantity of labor, multiplied by w,, the wage
(that is, rectangle OQj,BA). The capitalist earns the surplus (ABC in Figure 5-1),
the amount between the wage and that part of the marginal product curve above the
wage.

Lewis assumes that the capitalist saves the entire surplus (profits, interest, and
rent) and the worker saves nothing. Furthermore, he suggests that all the surplus is
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Wages

Quantity of labor

FIGURE 5-1. Industrial Expansion in the Lewis Model. An unlimited
supply of labor available to the industrial sector facilitates capital
accumulation and economic growth. Source: Based on Lewis
1954:146.

reinvested, increasing the amount of capital per worker and thus the marginal product
of labor to MRPy,, so that more labor Q7, can be hired at wage rate wy,. This process
enlarges the surplus, adds to capital formation, raises labor’s marginal productivity,
increases the labor hired, enlarges the surplus, and so on, through the cycle until all
surplus labor is absorbed into the industrial sector. Beyond this point Qj,, the labor
supply curve (S;) is upward-sloping and additional laborers can be attracted only
with a higher wage. As productivity increases beyond MRP;, to MRP;,, the MRP;,
(or demand for labor) curve intersects the labor supply curve at a wage wr and at a
quantity of labor Qy, in excess of surplus rural labor (Lewis 1954:139-191).

In the Lewis model, capital is created by using surplus labor (with little social
cost). Capital goods are created without giving up the production of consumer goods.
However, to finance surplus labor, additional credit may sometimes be needed.

The significance of Lewis’s model is that growth takes place as a result of structural
change. An economy consisting primarily of a subsistence agricultural sector (which
does not save) is transformed into one predominantly in the modern capitalist sector
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(which does save). As the relative size of the capitalist sector grows, the ratio of
profits and other surplus to national income grows.

CRITIQUE

Critics question the theoretical underpinning of the Lewis model, the assumption of
an unlimited labor supply.? They believe the capitalist wage rate may rise before all
surplus rural labor is absorbed. As workers with zero marginal productivity migrate
from the subsistence agricultural sector, those workers remaining in this sector will
then divide constant output among fewer persons resulting in a higher wage. Indus-
trial wages, then, must increase to motivate rural workers to migrate. Lewis’s critics
argue that the larger industrial labor force contributes to greater food demand, but
the capacity to produce food is unchanged. Thus, food prices rise. Accordingly, the
industrial sector must increase wages to pay for the increased price of food. Lewis
overestimates the extent that the availability of cheap rural migrant labor can stim-
ulate industrial growth.

THE FEI-RANIS MODIFICATION

How can LDCs maintain subsistence output per farm worker in the midst of popula-
tion expansion? John Fei and Gustav Ranis, in their modification of the Lewis model,
contend that the agricultural sector must grow, through technological progress, for
output to grow as fast as population; technical change increases output per hectare
to compensate for the increase in labor per land, which is a fixed resource. Gustav
Ranis and John C. H. Fei (1961:533-565; Fei and Ranis 1964) label w;, from 0 to
Oy, an institutional wage supported by nonmarket factors such as the government
minimum wage or labor union pressure. This institutional wage can remain infinitely
elastic even when the marginal revenue productivity of labor is greater than zero; this
wage remains at the same level as long as marginal productivity is less than the wage.
However, the threshold for both agricultural and industrial sectors occurs when the
marginal revenue productivity in agriculture equals the wage. At this point, the turn-
ing point or commercialization point, industry abandons the institutional wage, and
together with agriculture, must pay the market rate. As with the Lewis model, the
advent of fully commercialized agriculture and industry ends industrial growth (or
what Fei—Ranis labels the takeoff into self-sustained growth).

One problem is to avoid increasing the average product of labor in agriculture and
the industrial institutional wage that would halt industrial expansion. Fei and Ranis
solve this with a sleight of hand; the LDC maintains a constant institutional wage
until Oy, but at the expense of realism: each migrating farm worker takes his or her
own subsistence bundle to the industrial sector.

How do Fei and Ranis prevent rises in food prices (and the agricultural terms
of trade) from increasing the industrial wage? They propose a balanced growth

3 In the early 21st century, China, with substantial rural populations, may be the closest to an unlimited
labor supply.
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between agriculture and industry. However, agricultural growth increases farm
income, undermining the restraints on the institutional wage.

APPLICATION OF THE LEWIS-FEI-RANIS MODEL TO JAPAN

Fei and Ranis believe their model applies to Japan from 1888 to 1930. Indeed, unlike
Lewis’s assumption, the marginal productivity of labor in Japanese agriculture during
this period was always positive. And Japan’s industry paid a low premium for labor
after 1873, when land reform displaced a large number of landless workers, who
could no longer lease land. Because much of industry’s wage laborers — women,
second and third sons with no inheritance rights, or off-farm part-time workers —
merely supplemented household income, employers paid them less than subsistence
wages.

However, subsistence levels rose over time during the late 19th and early 20th
centuries as the minimum maintenance expected by society increased with growth.
The relatively stable agricultural (and thus industrial) real wages can be attributed
partly to technical progress and increased productivity in agriculture (and cheap
food from the colonies of Taiwan and Korea after 1911), which enabled the indus-
trial sector to buy food without declining terms of trade. These low real industrial
wages increased industrial profits, business savings, and labor-intensive manufac-
tured export competitiveness, consistent with the Lewis—Fei-Ranis model. Indeed,
the large wage differential between France and Italy, on the one hand, and Japan, on
the other, was a major contributor to Japan’s comparative advantage in textiles, a
labor-intensive commodity.

In Japan, over a normal range, where product and labor demand increased grad-
ually, labor supply elasticities (percentage change in quantity supplied/percentage
change in wage) were high (although not infinite, with a perfectly horizontal supply,
as in Lewis—Fei—Ranis), benefiting from vast reserves in the agricultural and informal
industrial sectors. But the 1915-19 increase in demand for Japanese industrial prod-
ucts and labor resulting from World War I was too substantial to be satisfied by labor
from the elastic portion of the supply curve. Wage equilibrium could only be attained
at the inelastic portion of the labor supply curve, thus increasing industrial wages and
subsequently, through greater food demand by new workers, increasing agricultural
product (especially rice) and labor prices. In the 1920s and early 1930s, industrial
wages — rigid in the downward direction because of emerging unions — remained
high, whereas agricultural (and informal industrial sector) wages declined from their
war peak. Nevertheless, during the 1920s and early 1930s, Japan’s rapid increase
in labor productivity relative to labor remuneration increased its export competi-
tiveness, especially in textiles. Following the war and recovery years from 1935 to
1955, the labor surplus ended and industrial sector supply turned inelastic perma-
nently, as innovation-led demand for industrial products and labor increased rapidly,
whereas labor supply growth from agriculture and population growth was drying up
(Shinohara 1962, 1970; Minami 1973; Ohkawa and Rosovsky 1973; Hayami 1975;
Tsurumi 1990; Nafziger 1995:103-105).
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In Japan, unlike Lewis—Fei—-Ranis, the capitalist wage rate was raised during World
War I before all surplus rural labor was absorbed. As workers with low (not zero, as
in Lewis’s model) marginal productivity migrated from the subsistence agricultural
sector, that sector than divided its growing output among fewer persons, resulting in
a gradually increasing wage. Industrial wages then had to increase to motivate rural
workers to migrate. The larger industrial labor force contributed to a growing food
demand that rose more rapidly than the capacity to produce food, resulting in food
price increases. Accordingly, the industrial sector had to raise wages to pay for the
increased price of food. In the Japanese case, the Fei-Ranis model overestimated the
time that cheap labor could stimulate industrial growth.

Indeed, empirical studies by neoclassical critics show that (1) both farm and indus-
trial wages fluctuate in response to changes in supply and demand; and (2) the supply
curve is upward sloping, showing a positive relationship between the wage and quan-
tity of labor. The supply curve is not infinitely elastic, as for portions of the supply
curves in Figure 5-1, but inelastic, meaning that the percentage change in quantity is
less than the percentage change in wage (Hansen 1966:367-407; Hansen 1969:298—
313; Richards 1993:239-261). Evidence by these critics suggest that the period of
unlimited supply of labor is more restricted than either Lewis or Fei—-Ranis indicate.

Baran’s Neo-Marxist Thesis

Africa, Asia, and Latin America were not of major interest to Marx. He regarded pro-
duction in these regions as feudal and backward compared to the more progressive
modes of capitalism. Thus, he saw the introduction of European capitalism in these
regions as beneficial. But in the 20th century, Marxian analysis came to encompass an
international class struggle, including the conflict between rich and poor countries.
Vladimir I’ich Lenin, who not only furnished intellectual and organizational lead-
ership for the revolutionary takeover of power by the Communist Party in Russia
in October 1917 but was also chairman of the party from then until his death in
1924, provided much of this new Marxian revision. He argued that it was essential
to recognize the difference between the monopoly capitalism of his period and the
competitive capitalism of Marx’s day. According to Lenin, a logical outgrowth of the
monopoly stage of industrial and financial capitalism is the imperialist domination
of poor countries by rich countries.

THESIS

The late U.S. Marxist Paul A. Baran incorporated Lenin’s concepts of imperialism
and international class conflict into his theory of economic growth and stagnation.
For Baran capitalist revolution, homegrown variety, in LDCs was unlikely because
of Western economic and political domination, especially in the colonial period.
Capitalism arose not through the growth of small competitive firms at home but
through the transfer from abroad of advanced monopolistic business. Baran felt
that as capitalism took hold, the bourgeoisie (business and middle classes) in LDCs,
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lacking the strength to spearhead thorough institutional change for major capital
accumulation, would have to seek allies among other classes.

Thus, in certain instances, the bourgeoisie would ally itself with the more moderate
leaders of the workers and peasants to form a progressive coalition with a New Deal
orientation (such as the Congress Party governments under Prime Minister Jawahar-
lal Nehru, 1947-64, in India). At the outset, such a popular movement would be
essentially democratic, antifeudal, and anti-imperialist and in support of domestic
capitalism. However, the indigenous capitalist middle classes would ultimately be
either unwilling or unable to provide the leadership for a sustained economic devel-
opment that also would greatly reduce poverty and liberate the masses. In time, the
bourgeoisie, frightened by the threat of labor radicalism and populist upheaval and
the possible expropriation of their property, would be forced into an alliance with
the landed interests and the foreign bourgeoisie in their midst, whose governments
could provide economic and military assistance to stave off impending disaster.

The differences within this counterrevolutionary coalition would not interfere
with the overriding common interest in preventing socialism. Even so the coalition
would be unable to raise the rate of capital accumulation significantly. A progres-
sive income tax system to eliminate nonessential consumption; channeling savings
from the landed aristocracy into productive investment; and undertaking substan-
tial public investment in sectors in which private capital does not venture, in which
monopolistic controls block expansion, or in which infrastructure is required, would
be beyond the coalition’s ability or desire. Thus, this conservative alliance thrusts
the popular forces even further along the road of radicalism and revolt, leading to
further polarization. Finally, Baran theorizes that the only way out of the impasse
may be worker and peasant revolution, expropriating land and capital, and estab-
lishing a new regime based on the “ethos of collective effort,” and “the creed of the
predominance of the interests of society over the interests of a selected few” (Baran
1957; more succinctly presented in Baran 1952:66-84).

CRITIQUE

Although Baran’s approach explains the difficulties that some reformed capitalist
LDC:s face in spurring economic development, the theory fails to examine a number
of economic and political conflicts of interest. Although there are certainly many
local agents, managers, merchants, industrialists, bureaucrats, and politicians who
benefit considerably from foreign-controlled capital and technology, there are also
some local capitalists whose interests compete with foreign business. These capital-
ists and their allies frequently lead movements for independence. (For example, Cote
d’Ivoire cocoa farmers who opposed the formation of French cocoa plantations were
major supporters of the nationalist Democratic Party in the 1950s.) After indepen-
dence, these nationalist elements may become even stronger as colonial economic ties
are gradually weakened. Economic policy under a coalition of domestic capitalists,
politicians, and bureaucrats may erode the power of foreign capital. The allies and
competitors of foreign business people are often locked in economic and political
conflict.
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Baran also ignores the probability that power is more frequently transferred from
one elite to another when revolution occurs, rather than from the advantaged classes
to the politically dispossessed masses: Very few of the Soviet and Chinese revolution-
ary leaders were workers or poor peasants.

For Baran (1952:84), the society closest to “a new social ethos [that] will become
the spirit and guide of a new age” is the Soviet Union after 1917. He argues that
despite the political violence used by Stalin in the 1930s, and the loss of several mil-
lion lives during this period, the collectivization of agriculture in the Soviet Union
was the only possible approach to economic growth, given an irrational and illiter-
ate peasantry. However, he ignores the substantial growth in both agriculture and
industry from 1921 to 1928 under the Soviet New Economic Policy of market social-
ism. This policy consisted of widespread reliance on market prices, limited private
ownership (especially in agriculture), and state ownership of most of the largest
industrial enterprises. After Stalin began collectivization, agricultural production
declined, the peasant’s standard of living dropped significantly, and even the sav-
ings agriculture contributed to the industrial sector probably did not increase. There
were widespread violence, famine, forced labor, and purges during collectivization.
Although the performance of Soviet agriculture since then has improved, the rela-
tively slow growth in agricultural productivity has frustrated Soviet leadership in its
attempt to increase average consumption levels to those expected in a high-income
economy.

Baran does not ask whether a more gradual, less-centralized approach to agri-
cultural production would have resulted in more rapid development. But perhaps
such a question cannot be resolved. Some historians argue that raising living lev-
els, increasing life expectancy, and improving literacy during economic growth have
inevitable human costs. Squalor, poverty, an unhealthy environment, a high infant
mortality rate, and a high premature death rate among the working poor may mark
the economic transition, as occurred during Europe’s Industrial Revolution, or by
the disruption, famine, and death among peasants in the Soviet Union in the 1930s.
But, in any case, the human costs cannot be avoided.

Several Marxian economists have argued that the Russian Revolution of 1917
did not erase divergent class interests. One French economist argues that the USSR
abandoned the socialist road, creating a new ruling class — made up of the Com-
munist Party, the Praesidium, and the bureaucracy — whose economic interests are
antagonistic to those of Soviet workers (Bettelheim 1978).

Dependency Theory

Celso Furtado (1970, 1968), a Brazilian economist with the U.N. Economic Com-
mittee for Latin America, was an early contributor to the Spanish and Portuguese
literature in dependency theory in the 1950s and 1960s. According to him, since the
18th century, global changes in demand resulted in a new international division of
labor in which the peripheral countries of Asia, Africa, and Latin America specialized
in primary products in an enclave controlled by foreigners while importing consumer
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goods that were the fruits of technical progress in the central countries of the West.
The increased productivity and new consumption patterns in peripheral countries
benefited a small ruling class and its allies (less than a tenth of the population), who
cooperated with the DCs to achieve modernization (economic development among
a modernizing minority). The result is “peripheral capitalism, a capitalism unable
to generate innovations and dependent for transformation upon decisions from the
outside” (Furtado 1973:120).

A major dependency theorist, Andre Gunder Frank, was a U.S. expatriate recently
affiliated with England’s University of East Anglia. Frank, writing in the mid-1960s,
criticized the view held by many development scholars that contemporary underde-
veloped countries resemble the earlier stages of now-developed countries. Many of
these scholars viewed modernization in LDCs as simply the adoption of economic
and political systems developed in Western Europe and North America.

For Frank, the presently developed countries were never underdeveloped, although
they may have been undeveloped. His basic thesis is that underdevelopment does not
mean traditional (that is, nonmodern) economic, political, and social institutions
but LDC subjection to the colonial rule and imperial domination of foreign powers.
In essence, Frank sees underdevelopment as the effect of the penetration of mod-
ern capitalism into the archaic economic structures of the third world.* He sees the
deindustrialization of India under British colonialism, the disruption of African soci-
ety by the slave trade and subsequent colonialism, and the total destruction of Incan
and Aztec civilizations by the Spanish conquistadors as examples of the creation of
underdevelopment (Frank 1969).

More plainly stated, the economic development of the rich countries contributes to
the underdevelopment of the poor. Development in an LDC is not self-generating nor
autonomous but ancillary. The LDCs are economic satellites of the highly developed
regions of Northern America and Western Europe in the international capitalist sys-
tem. The Afro-Asian and Latin American countries least integrated into this system
tend to be the most highly developed. For Frank, Japanese economic development
after the 1860s is the classic case illustrating his theory. Japan’s industrial growth
remains unmatched: Japan, unlike most of the rest of Asia, was never a capitalist
satellite.

Brazil best illustrates the connection between the satellite relationship and under-
development. Since the 19th century, the growth of major cities, Sao Paulo and Rio
de Janeiro, has been satellite development — largely dependent on outside capital-
ist powers, especially Britain and the United States. As a result, regions in interior

4 Wilmsen’s (1989) political economy of Botswana’s Kalahari provides excellent anthropological support
for dependency analysis. The author, who worked in the Kalahari for more than 15 years, criticizes eth-
nologists for analyzing the San-speaking peoples (or Bushmen) on the rural fringe of southern African
economies without considering their historical context and contemporary condition. In previous millen-
nia, the San were enmeshed in the pastoralist economies of the region through production and kinship
networks. The poverty, remoteness, and foraging of the San are not unchanging attributes bequeathed
by ancient ancestors, Wilmsen contends, but results of subjugation under capitalist penetration and
state expansion during the past four to five centuries.
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Brazil have become satellites of these two cities and, through them, of these Western
capitalist countries.

Frank suggests that satellite countries experience their greatest economic develop-
ment when they are least dependent on the world capitalist system. Thus, Argentina,
Brazil, Mexico, and Chile grew most rapidly during World War I, the Great Depres-
sion, and World War II, when trade and financial ties with major capitalist countries
were weakest. Significantly, the most underdeveloped regions today are those that
have had the closest ties to Western capitalism in the past. They were the greatest
exporters of primary products to, and the biggest sources of capital for, developed
countries and were abandoned by them when for one reason or another business
fell off. Frank points to India’s Bengal; the one-time sugar-exporting West Indies and
Northeastern Brazil; the defunct mining districts of Minas Gerais in Brazil, highland
Peru, and Bolivia; and the former silver regions of Mexico as examples. He contends
that even the latifundium, the large plantation or hacienda that has contributed so
much to underdevelopment in Latin America, originated as a commercial, capitalist
enterprise, not a feudal institution, which contradicts the generally held thesis that a
region is underdeveloped because it is isolated and precapitalist.

It is an error, Frank feels, to argue that the development of the underdeveloped
countries will be stimulated by indiscriminately transferring capital, institutions, and
values from developed countries. He suggests that, in fact, the following economic
activities have contributed to underdevelopment, not development:

1. Replacing indigenous enterprises with technologically more advanced, global,
subsidiary companies.

2. Forming an unskilled labor force to work in factories and mines and on planta-
tions.

3. Recruiting highly educated youths for junior posts in the colonial administrative
service.

4. Workers migrating from villages to foreign-dominated urban complexes.

5. Opening the economy to trade with, and investment from, developed countries.

According to Frank, a third-world country can develop only by withdrawing from
the world capitalist system. Perforce, such a withdrawal means a large reduction in

trade, aid, investment, and technology from the developed capitalist countries.’

CRITIQUE

Many economic historians would agree with Frank that colonies paid dearly for
economic dependency under foreign rule. They grant that development was not self-
directed. Production was directed toward external rather than domestic needs; eco-
nomic policies inhibited local industrial activity and led to uneven ethnic and regional

5 Richard DuBoff (2003:11-15) argues that the military superiority of major capitalist countries (pri-
marily the United States) is the key to support for the world’s open trade and investment and LDC
dependence.
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economic progress; an elite oriented to foreign interests arose. However, these costs
were offset, at least in part, by the development of schools, roads, railroads, and
administrative service under the colonial powers.

Moreover, it is unfair to compare the experience of these countries under colo-
nialism to what might have happened without foreign domination. The internal
economic and political weaknesses of Afro-Asian and Latin American countries dur-
ing the last part of the 19th and early part of the 20th centuries probably made
it inevitable that most of them would be economically dependent on some foreign
power. The acute underdevelopment of Afghanistan, Thailand, and Ethiopia, which
were not colonized, although the West influenced them, suggests that colonialism
by itself may not have had so negative an impact as Frank indicates. Furthermore,
cutting economic ties with developed capitalist countries, as Frank recommends,
is more likely to inhibit than expedite LDC development. To be sure, the People’s
Republic of China (through 1976) and the Soviet Union (from the 1930s through
the 1950s) were not much hurt by a policy of economic self-sufficiency because they
had large resource bases. However, Frank’s recommendation is often costly for small
countries. Ghana’s President Kwame Nkrumah lost a 1957 wager to President Felix
Houphouet-Boigney of neighboring Cote d’Ivoire, similar in resource endowment
to Ghana, that history would judge Ghana, which cut economic ties with capitalist
countries, more successful economically than Cote d’Ivoire, dependent on the French
for the majority of industrial investment (through the early 1970s) and for interna-
tional trade. Cote d’Ivoire outperformed Ghana in annual growth: from 1950 to
1960, 1.5 percent to —0.3 percent; from 1960 to 1970, 4.2 percent to —0.3 per-
cent (Nkrumah was overthrown by a military coup in 1966); and from 1970 to
1980, 1.4 percent to —3.2 percent. However, after Nkrumah died, 1972, and before
Houphouet-Boigney died, 1993, the same year he left office, Ghana’s annual growth
exceeded Cote d’Ivoire’s 1.1 percent to —4.7 percent (1980-92) (Nafziger 1988:54,
72-74; World Bank 1994i:162-2135), suggesting problems with the Ivorian long-term
growth strategy. Moreover, Cuba also stagnated during a period of drastically reduced
economic ties to foreign capital. By contrast, Taiwan and South Korea both experi-
enced annual real growth of at least 7 percent (World Bank 1994i:162-215; Nafziger
1997:16) and decreased income inequality from 1960 to 1980 while being highly
dependent on trade, assistance, and investment from the United States and other
capitalist countries.®

Some changes to cut dependence have not had the anticipated effect. Dependence
took new forms in the last quarter of the 20th century. Beginning in the mid-1970s,
Nigeria took several steps that, on the face of it, should have reduced its depen-
dence on the West. The Lagos government cut substantially the share of its trade
with the colonial power, Britain. Lagos acquired majority equity holdings in local

6 Warren (1980), a Marxist economist, argues that the LDC state can control foreign multinational
corporations, using contact with advanced capitalist economies to strengthen the development of an
indigenous capitalist class that can play a leading role in industrialization.
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petroleum extracting, refining, and distribution and promulgated an indigenization
decree shifting the majority of ownership in manufacturing from foreign to indige-
nous hands. But these measures did not greatly reduce dependence on the West.
Nigeria’s trade was still virtually all with capitalist DCs (with the United States replac-
ing Britain as the chief trading partner). In contrast to more diversified exports in
the 1960s, petroleum comprised more than 90 percent of export value since 1974.
Moreover, only 15-20 percent of the petroleum industry’s total expenditure on goods
and services was spent on locally produced items, which do not include most basic
requirements, such as drilling rigs, platforms, heavy structures, underwater engineer-
ing systems, and other advanced technologies. Furthermore, multinational corporate
(MNC) ownership was replaced by MNC-state joint enterprises, which enriched
private middlemen and women and enlarged the patronage base for state officials
but did little to develop Nigerian administrative and technological skills for subse-
quent industrialization. Kenya, Tanzania, Zaire, Malawi, and Bangladesh made even
less progress than Nigeria in using indigenization requirements to reduce external
dependence (Nafziger 1988:53-54).

There are, however, several instances in which countries might have devel-
oped more rapidly with less dependence on foreign economic initiative. Pakistan,
Bangladesh, Honduras, Guatemala, Zaire, and the Philippines were probably hurt
by excessive economic dependence on the United States and other Western countries.
But the solution to these problems is not withdrawal from the world capitalist system
but, rather, a more selective policy in dealings with capitalist countries. Trade, eco-
nomic aid, capital movements, and technological borrowing from developed coun-
tries should be such that investment is directed into priority industries. Discouraging
foreign monopoly power, encouraging domestic enterprise, preventing heavy debt
burdens, avoiding substantial technological dependence on outsiders, and protecting
infant domestic industries should all be part of this selective policy. (Chapters 15-17
discuss further foreign trade and investment strategies.)

What characteristics of dependent economies are not found in independent ones?
Frank defines dependence in a circular manner. The LDCs are underdeveloped
because they are dependent. But the features Frank concentrates on in defining depen-
dence are those characteristics of underdevelopment. Thus, the theory does not offer
an independent and verifiable explanation of the processes causing underdevelop-
ment.

Are there degrees of economic dependence? Dependency theory fails to distinguish
between regional powers in the third world, such as Brazil and OPEC countries,
Venezuela, Libya, Saudi Arabia, and Nigeria, and more dependent countries, such as
Senegal, Niger, Uganda, Nepal, and Lesotho.

Finally, most developed countries are also dependent on foreign economic ties. In
fact, Canada and Belgium may be more dependent on foreign investment than India
or Pakistan, but Frank does not consider them dependent countries. Rather than
divide the world into dependent and independent countries, it seems more sensible
to think in terms of a continuum of dependence from the weakest LDC to the most
powerful capitalist country.
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The Neoclassical Counterrevoluation

In the 1980s, the governments of economic conservatives, American President Ronald
Reagan, British Prime Minister Margaret Thatcher, Canadian Prime Minister Brian
Mulroney, German Chancellor Helmut Kohl, and a series of Japanese Liberal Demo-
cratic Party prime ministers coincided with a neoclassical counterrevolution in eco-
nomic policy and analysis. “Liberal” here, and among Europeans, refers to economic
liberalism (the ideology of Adam Smith, Milton Friedman, and Ludwig von Hayek),
which stresses freedom from the state’s economic restraint (see the discussion on
factors influencing capitalism in Chapter 3), and not left-of-center politics and eco-
nomics, as used in North America. (Another usage refers to the “liberal” arts and
sciences worthy of a free person.) Support of neoclassicism continued regardless of
ruling party in Western nations, as indicated by the presidencies of George H. W.
Bush, Bill Clinton, and George W. Bush in the United States; the premierships of
John Major and Tony Blair in Britain; and heads of state in continental Europe, even
when Social Democratic parties formed the government.

The governments of the United States, Canada, Western Europe, Japan, Australia,
and New Zealand, high-income members of the Organization for Economic and
Cooperation and Development (OECD), largely supportive of the market, privati-
zation, supply-side economics, and other neoclassical positions, were influential as
majority holders in two international financial institutions created at Bretton Woods,
New Hampshire, in July 1944 as part of a new post-World War II international eco-
nomic order, the World Bank and International Monetary Fund (IMF). The World
Bank (or International Bank for Reconstruction and Development) initially envi-
sioned as a source for loans to areas devastated during World War II, is now the
major source of development loans to LDCs. The IMF, an agency charged with pro-
moting exchange stability to provide short-term credit for international balance of
payments deficits, is a lender of last resort, where borrowers agree to adopt acceptable
adjustment policies. Neoclassicists dominated policy positions in the World Bank and
IMF, and even had substantial influence in the U.N. Development Program (UNDP)
and the regional development banks (especially African, Asian, and Middle East-
ern), although failing to penetrate the U.N. Conference on Trade and Development
(UNCTAD) and International Labor Organization (ILO), which, like the 1960s and
1970s, are still dominated by third-world ideologies demanding a more just world
economic order.

The neoclassicists contend that slow or negative growth results from poor resource
allocation from nonmarket prices and excessive LDC state intervention. They argue
that promoting competitive free markets, privatizing public enterprises, supporting
exports and free international trade, liberalizing trade and exchange rates, allowing
exchange rates to attain a market-clearing rate, removing barriers to foreign invest-
ment, rewarding domestic savings, reducing government spending and monetary
expansion, and removing regulations and price distortions in financial, resource, and
commodity markets will spur increased efficiency and economic growth. The World
Bank and IMF point to South Korea, Taiwan, Singapore, Hong Kong, Malaysia,
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Thailand, and Indonesia as examples of the free market approach, although we have

seen in Chapter 3 that governments have played major roles in their economic devel-

opment.

Neoclassicism’s policies are reflected in the Washington consensus, a term coined

by Washington’s Institute of International Economics’ economist John Williamson
(1993:1329-1936; 1994b:26-28). This consensus includes the World Bank, the IMF,
and the U.S. government, based in Washington, D.C., and other major Bank-IMF

shareholders, the high-income OECD governments, although perhaps not the OECD

bureaucracy itself in Paris, France.

The following are the components of the neoclassical Washington consensus:

(1)
(2)

(3)

Price decontrol. Neoclassicists favor immediate lifting of controls on commod-
ity, factor, and currency prices.

Fiscal discipline. Budget deficits of governments or central banks should be
small enough to be financed without using inflationary financing.

Public expenditure priorities. LDCs should reduce government spending, and
redirect expenditures from politically sensitive areas such as administration,
defense, indiscriminate subsidies, and “white elephants” to infrastructure, pri-
mary health, and education.

Tax reform. This includes broadening of the tax base, improved tax adminis-
tration, sharpening of tax incentives, reduced marginal tax rates, diminished
tax evasion and loopholes, and taxing interest on assets held abroad.
Financial liberalization. The immediate objectives are to abolish preferential
interest rates for privileged borrowers and charge nominal interest rates in
excess of inflation rates, whereas the ultimate objective is market-determined
interest rates to improve capital’s allocative efficiency.

Exchange rates. Countries need a unified, competitive rate to spur a rapid expan-
sion in exports.

Trade liberalization. LDCs should replace quantitative restrictions with tariffs,
and progressively reduce tariffs until they achieve a uniform low tariff rate
(about 10-20 percent).

Domestic savings. Fiscal discipline, cutbacks in government spending, tax
reform, and financial liberalization divert resources from the state to highly pro-
ductive private sectors, where savings rates are higher. The neoclassical growth
model, discussed later, emphasizes the importance of savings and capital for-
mation for rapid economic development.

Foreign direct investment. Neoclassicists favor abolishing barriers to the entry
of foreign firms; additionally, foreign firms should compete with domestic firms
on equal terms.

Privatization. State enterprises should be privatized.

Deregulation. Governments should abolish regulations that impede new-firm
entry and restrict competition unless safety or environmental protection justifies
regulations.
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(12) Property rights. The legal system should provide secure property rights without
excessive costs to all land, capital, and buildings (Williamson 1993:1329-1936).

Williamson (1993:1329), prodded by both economists from Washington and
LDCs, indicates that “Washington consensus” is a misnomer, and that these poli-
cies more accurately reflect a “universal convergence” of DC and LDC (especially
Latin American) capitals, albeit with support from the three major Washington
institutions. Indeed, there is widespread (although not universal) consensus among
economists favoring more reliance on market prices to improve the efficiency of
resource allocation, monetary and fiscal discipline, improved tax administration,
trade and exchange liberalization, and secure and exclusive user or property rights.
Although few economists argue with the need for selective deregulation, opponents
of neoclassicals feel they fail to realize the extent to which externalities, public goods,
and income distribution limit the scope of deregulation. Additionally, although many
of these opponents support liberalization of entry and improved competition policy
for activities previously restricted to the public sector, they oppose the neoclassical
emphasis on rampant privatization.

Critics see other problems with the neoclassicals. Cutbacks in government spending
may depress the economy, and usually require that spending on education, nutrition,
and social services be reduced. The neoclassicals’ concern with decontrol and dereg-
ulation may turn a blind eye toward preventing global industrial concentration (such
as the coffee roasting and processing oligopoly discussed in Chapter 7 and oligopolies
in athletic footwear and agricultural biotechnology). Even when privatization is desir-
able, government may want to proceed slowly to avoid a highly concentrated business
elite being created from newly privatized firms falling into a few hands, as was true in
Nigeria and many other African countries during the 1970s. The emphasis on open-
ness to foreign investment and abolition of lending to preferred domestic borrowers
may increase monopolistic power within the economy and restrict opportunities for
domestic capitalists and entrepreneurs to learn from experience. Paul Mosley, Jane
Harrigan, and John Toye (1991, vol. 1:110-116) argue that, given LDC labor and
resource immobility, immediate liberalization of external trade and supply-side stim-
ulation in “one glorious burst” result in rising unemployment, inflation, and capital
flight, and the undermining of efforts to bring the international balance of payments
into adjustment. Although few would dispute the advantages of a single country
striving for competitive exchange rates to expand exports, a given LDC may face an
export trap, in which its export growth faces competition from other LDCs under
pressure to expand exports. Furthermore, critics charge that the neoclassical model
for liberalization and adjustment hurts disadvantaged portions of the population
without providing safety nets for the poor.

Neoclassicals generally favor comprehensive change to liberalization, an immedi-
ate “big bang” or “shock therapy” (see Chapter 19) rather than a gradual adjustment
in price decontrol, market creation, reduction in government spending, monetary
restriction, deregulation, legal changes, and privatization. Historical experience in
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the 19th-century and 20th-century West and Japan indicates that economic liberal-
ization requires changes in economic institutions, which can only occur step by step.
As the economic historian Douglass C. North (1994:359) argued in his Nobel lecture:

Neoclassical theory is simply an inappropriate tool to analyze and prescribe policies
that will induce development. It is concerned with the operation of markets, not with
how markets develop. How can one prescribe policies when one doesn’t understand
how economies develop?

According to Moisés Naim (2002), the Washington consensus’s “core ideas are far
better than the damaged brand [that] now emits the poisonous odours of a recipe
concocted in Washington by a cabal of inept technocrats who are out of touch with the
realities of poor countries or, even worse, are in the pockets of Wall Street.” For Nobel
laureate Joseph Stiglitz, “the net effect of the policies set by the Washington Consensus
has all too often been to benefit the few at the expense of the many, the well-off at the
expense of the poor.” Williamson (2003a:326) “once attempted to engage Stiglitz in
a debate about the Washington Consensus. He declined to participate on the ground
that he and I disagree little about substance as opposed to semantics and he did not
consider semantics to be worth debating.”

Williamson (2003b:11) argues that the Washington consensus, interpreted as the
position of the IMF, World Bank, and U.S. administration, is “inoperative” today.
The World Bank’s increased focus on reducing LDC income inequality (Chapter 6)
contrasts with “the Bush administration’s disdain for any concern about income dis-
tribution” (ibid., p. 12). Moreover, since the 1997-98 Asian crisis (Chapter 16), the
IMF has retreated on the necessity of capital account liberalization, whereas the U.S.
administration, Williamson indicates, is using “trade agreements to bully countries
like Chile and Singapore into emasculating even the most enlightened capital con-
trols” (ibid., p. 12). Finally, the IMF has disapproved of the U.S. administration’s
large budget deficits, whereas both the Bank and Fund have been critical of U.S. pro-
tectionism on agriculture, steel, and textiles. Any post—Washington consensus must
preclude procyclical (and lax) fiscal policy, excessive capital inflows, comprehensive
capital account liberalization, weak prudential banking supervision, currency rigidity
and overvaluation (especially currency boards that tie currencies to the U.S. dollar or
other hard currencies), emphasis on import liberalization without attention to export
market access, and inattention to institutional reform (Williamson 2003b:10-13;
Kuczynski and Williamson 2003:1-19). With differences among Washington insti-
tutions on income distribution and capital controls, and the U.S. administration
straying from orthodoxy on trade liberalization and fiscal policy, the Washington
consensus is not “inoperative” but slightly altered.

Much more needs to be said about the neoclassical position, the leading approach
in economics departments in the United States, Canada, and the United King-
dom, and among the world’s major lending institutions, and an important influence
among economists in most of the rest of the world. But the subject is too large
to be covered in a single chapter. Chapters 6 and 7 examine income distribution
policies, Chapters 8-12 factor market policies, Chapter 13 environmental policies,
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Chapter 14 monetary and fiscal policies, Chapters 15-17 international trade and
exchange-rate liberalization, Chapter 18 government planning, and Chapter 19 poli-
cies toward financial stabilization, external adjustment, and privatization. The neo-
classical agenda is at the center of these controversies about prices, markets, own-
ership, and financial policies. These controversies will help you arrive at a clearer
position concerning neoclassical economics.

The Neoclassical Growth Theory

The MIT economist Robert Solow won a Nobel Prize for his formulation of the
neoclassical theory of growth, which stressed the importance of savings and capi-
tal formation for economic development, and for empirical measures of sources of
growth. Unlike the Harrod—-Domar model of growth, discussed in the appendix to
this chapter, which focused on capital formation, Solow allowed changes in wage
and interest rates, substitutions of labor and capital for each other, variable factor
proportions, and flexible factor prices. He showed that growth need not be unstable,
because, as the labor force outgrew capital, wages would fall relative to the interest
rate, or if capital outgrew labor, wages would rise. Factor price changes and factor
substitution mitigated the departure from the razor’s edge of the Harrod-Domar
growth path.

Because aggregate growth refers to increases in total production, we can visualize
growth factors if we examine the factors contributing to production. We do this in a
production function stating the relationship between capacity output and the volume
of various inputs.

Solow used the following Cobb-Douglas production function, written in the 1920s
by the mathematician Charles Cobb and the economist Paul Douglas (later U.S.
Senator from Illinois), to distinguish among the sources of growth — labor quantity
and quality, capital, and technology. The equation is

Y = TK“L? (5-1)

where Y is output or income, T the level of technology, K capital, and L labor. T
is neutral in that it raises output from a given combination of capital and labor
without affecting their relative marginal products. The parameter and exponent «
is (AY/Y)/(AK/K), the elasticity (responsiveness) of output with respect to capital
(holding labor constant). (The symbol A means increment in, so that, for example,
AY/Y is the rate of growth of output and AK/K the rate of growth of capital.) The
parameter B is (AY/Y)/(AL/L), the elasticity of output with respect to labor (hold-
ing capital constant) (Cobb and Douglas 1928:139-165; Thirlwall 1977:52-54).
If we assume o + B = 1, which represents constant returns to scale (that is, a 1 per-
cent increase in both capital and labor increases output by 1 percent, no matter what
present output is), and perfect competition, so that production factors are paid their
marginal products, then o also equals capital’s share and B labor’s share of total
income. (Constant returns to scale, where output and all factors of production vary
by the same proportion, still entail diminishing returns, where increments in output
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BOX 5-1. ARE SOLOW MODEL PREDICTIONS PLAUSIBLE?

We can illustrate the neoclassical bias toward convergence if we compare the United
States and the Philippines in 1992. The United States had 110 times the Philippines’
net national product (Y'), 3.67 times the Philippines’ labor force (L), and, according
to neoclassical assumptions, the same level of technology (T). A growth rate by the
United States at the same rate as the Philippines’ requires either capital formation
rates or B values that are not plausible.

A benchmark for 8 is 0.6, so that « is 0.4. Plugging these values and Y and L into
Equation 5-1 requires that K (capital stock) in the United States be 18,050 times that
of the Philippines for the United States to attain the same growth rate as that of
the Philippines. But assume, as the neoclassicals do, that the capital requirement
per unit of output is fixed, so that the ratio of capital to income is the same as the
ratio of savings or investment to additional income (savings and investment rates
are the same, given the neoclassical assumption of a closed economy, one with no
foreign trade or investment); then the U.S. capital stock is only 92 times that of the
Philippines’. For the Philippines’ savings rate to be its 1992 rate (18 percent) and
for Kin the United States to be 18,050 times that of the Philippines, the neoclassical
model requires the United States to save 2,943 percent, a preposterous figure, instead
of its 1992 figure, 15 percent.

What are @ and 8 if the U.S. net national product is 110 times that of the Philip-
pines, the U.S. labor force is 3.67 times that of the Philippines, and U.S. capital stock
92 times that of the Philippines (Mankiw, Romer, and Weil 1992: 407—437; World
Bank 1994i)? The answer is « = 1.05 and f = —0.05. But a negative g is absurd,
meaning that labor’s share and marginal product are both negative.

fall with each successive change in one variable factor.) The Cobb-Douglas produc-
tion function allows capital and labor to grow at different rates (Solow 1956:65-94;
Solow 1970; Kindleberger and Herrick 1977:81; Chenery, Robinson, and Syrquin
1986:17).

The neoclassical model predicts that incomes per capita between rich and poor
countries will converge. But empirical economists cannot find values for parame-
ters and variables (such as «, B, and capital formation rates) that are consistent
with neoclassical Equation 5-1 and the evidence of lack of convergence presented in
Chapter 3 (see Box 5-1). Without modification or augmentation, the Solow model is
a poor predictor.

Can we modify neoclassical assumptions to arrive at plausible numbers that are
consistent with no convergence? Gregory Mankiw, David Romer, and David Weil
(1992:407-437) argue that although the direction of the variables, the growths in
capital and labor, is correct, the magnitudes of these growths on income growth are
excessive. These three economists propose an augmented Solow neoclassical model,
which includes human capital as an additional explanatory variable to physical cap-
ital and labor.

Human capital, as well as physical capital, can yield a stream of income over time.
The Nobel economist Theodore W. Schultz (1964) argues that a society can invest
in its citizens through expenditures on education, training, research, and health that
enhance their productive capacity. Although there are diminishing returns to physical
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capital by itself, there are constant returns to all (human and physical) capital (Lucas
1998:3-42).

Given the fact that such a large percentage of capital stock is human capital,
Mankiw, Romer, and Weil (1992:407-437) expected that adding a human capital
variable, the fraction of the working-age population that attends secondary school,
would improve the explanation of the model. Mankiw et al.’s augmented model
substantially reduces labor’s share of income from about 0.60 to 0.33. They modify
Equation 5-1 to

Y =TK'3LY3HY3 (5-2)

where H is human capital. H’s positive correlation with savings rates and population
growth substantially alters the results. Adding human capital, which explains 80 per-
cent of the variation between rich and poor countries, does indeed give plausible
values for the neoclassical growth model. Mankiw et al.’s model means that, with sim-
ilar technologies and rates of capital and labor growths, income growth should con-
verge, but much more slowly than that predicted by Solow’s model (Equation 5-1).

CRITIQUE

But although Mankiw et al. salvaged the neoclassical growth model, it still has sev-
eral weaknesses, including the assumptions that markets are perfectly competitive
(essential for computing the marginal products that are components of «, 8, and the
human capital exponent), that technological change is exogenous (explained out-
side the model), and that the level of technology is the same throughout the world.
Indeed, neoclassical technical progress takes place completely independent of deci-
sions by people, firms, and governments.

The New (Endogenous) Growth Theory

The University of Chicago’s Robert Lucas finds that international wage differences
and migration are difficult to reconcile with neoclassical theory. If the same technol-
ogy were available globally, skilled people embodying human capital would 7ot move
from LDCs, where human capital is scarce, to DCs, where human capital is abundant,
as these people do now. Nor would a given worker be able to earn a higher wage
after moving from the Philippines to the United States (Lucas 1988:3-42; Romer
1994:11). Moreover, Harvard’s Robert Barro and Xavier Sala-i-Martin observe that
diminishing returns to capital in the neoclassical model should mean substantial
international capital movements from DCs, with high capital-labor ratios, to LDCs,
with low capital-labor ratios. These capital movements should enhance the conver-
gence found in Solow’s model, in contrast to the lack of convergence found in the
real world.” Additionally, most LDCs attract no net capital inflows, and many LDCs

7 Barro and Sala-i-Martin (1992:223-251). Barro, Mankiw, and Sala-i-Martin (1995:103-115), who
examine samples of U.S. states and OECD countries (but not DCs and LDCs together), find that, in
neoclassical models, the quantitative effect of including capital mobility in explaining convergence is
small.
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even experience domestic capital flight. New growth theorists think their model is
closer to the realities of international flows of people and capital than the neoclassical
model.

Paul Romer (1994:8-9; 1986:1002-1037; 1990:S71-5102), a University of
California-Berkeley economist, believes that if technology is endogenous, explained
within the model, economists can elucidate growth where the neoclassical model fails.
When the level of technology is allowed to vary, you can explain more of growth,
as DCs have higher level than LDCs. Variable technology means that the speed of
convergence between DCs and LDCs is determined primarily by the rate of diffu-
sion of knowledge. For new growth theorists such as Romer, innovation or technical
change, the embodiment in production of some new idea or invention that enhances
capital and labor productivity, is the engine of growth. The endogenous theorists,
whose message is continuous technological innovation, are the strongest antidotes
to the limits-to-growth literature discussed in Chapter 13.

Neoclassical theorists assume that technological discoveries are global public
goods, so that all people can use new technology at the same time. Indeed, it is
technologically possible (but not historically accurate) for every person and firm
to use the internal-combustion engine, the transistor, the microcomputer, and other
innovations. For new growth economists, however, technological discovery results
from an LDC’s government policies (the neoclassical growth theorists have no role
for the state) and industrial research.

Neoclassical economists assume that the innovator receives no monopoly profits
from their discoveries. However, because individuals and firms control information
flows, petition for patents to restrict use by rivals, and charge prices for others to use
the technology, new growth economists assume a temporary monopoly associated
with innovation (see the discussion of the Schumpeterian entrepreneur in Chapter
12). Note the concentration of high-technology industries in particular locations such
as the Silicon Valley, in Santa Clara County, California, and Route 128, which runs
around Greater Boston. Private and government support for technological concen-
tration and control breaks down the assumption of perfect competition, as well as
the ability to compute factor shares.

Neoclassical economists emphasize capital formation. New growth economists,
by contrast, stress external economies to capital accumulation that can permanently
keep the marginal product of physical or human capital above the interest rate,
and prevent diminishing returns from generating stagnation (Romer 1994:3-22;
Grossman and Helpman 1994:23-44).

CRITIQUE

The endogenous growth model, like Mankiw et al.’s neoclassical model enhanced by
human capital, generates plausible numbers and is consistent with persistent differ-
ences in income per capita between nations (that is, no or little convergence between
nations). Indeed, both models are consistent with a large number of observations
concerning aggregate output and capital. Howard Pack (1994a:55-56), however,
considers endogenous growth theory as only a rich expansion of neoclassical growth
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theory rather than a powerful organizing framework about actual growth. Also, as
Solow (1994:50-51) argues, the knife-edge character of the model means that any
disequilibrium can cause the model to break down. Moreover, technology is growth
in output unexplained by the increase in measured factors of production. Could
we explain technical advance by increased investment in resources, such as research
and development (R&D)? Surely purposive, profit-seeking investment in knowledge
is a key to explaining technological progress (Pack 1994a:55-72; Grossman and
Helpman 1994:24). Others suggest international trade, government macroeconomic
policies, learning by doing, or other variables discussed in future chapters. Further-
more, the endogenous growth theory, similar to the neoclassical growth theory, fails
to discuss how changes in incentives or institutions affect the variables of the model
and the rate of economic growth.

Solow (1994:52) contends that “the ‘production’ of new technology may not be
a simple matter of inputs and outputs.” Indeed, R&D is an inadequate measure of
resources devoted to increasing productivity. A producer’s investment in research and
development may contribute to growth that is disseminated to other producers. In
many instances, however, as in microcomputers, economies may require substantial
time before production reorganization contributes to increased productivity. More-
over, some investment in R&D may net no growth at all. Furthermore, some LDCs
may be able to increase capital and labor productivity by using existing technologies
without any new investment in R&D. For Solow (1994:45-54), the lack of corre-
spondence between investment in technology and economic growth means that much
of R&D is, as neoclassicists contend, exogenous to the economy. Neither the new
growth theorists’ measures of R&D nor the neoclassicals’ measures of human capital
explain much of the extraordinary growth of Asian NICs — South Korea, Taiwan,
and Singapore — during the last quarter of the 20th century (Pack 1994a:60-63).
Econometric models have not yet been able to break down technological innova-
tions and economic growth into measured inputs, and it is doubtful that they will.

Conclusion

The English classical economist David Ricardo feared eventual stagnation from slow
capital accumulation, and diminishing returns from population growth on fixed nat-
ural resources. However, he failed to see the possibility of sustained, rapid, eco-
nomic growth because his theory understated scientific discoveries and technological
progress.

Marx saw history dialectically — as progressing from feudalism to capitalism to
socialism on the basis of class conflict. The oppressed classes overthrow the classes
controlling the prevailing means of production. Nevertheless, the socialist revolution
did not take place in the most advanced capitalist countries, nor did workers over-
throw capitalism when they became a majority of the labor force, as Marx expected.

Rostow’s economic model has five stages; its central historical stage is the takeoff, a
decisive period of increased investment, rapid growth in leading sectors, and institu-
tional change during which the major blocks to steady growth are finally overcome.
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Rostow’s theory has several weaknesses: insufficient empirical evidence concerning
conditions needed for takeoff; imprecise definitions; no theoretical ground for a soci-
ety’s movement from one stage to another; and the mistaken assumption that eco-
nomic development in LDCs will parallel the early stages of DC development.

The vicious circle theory contends that a country is poor because its income is too
low to encourage potential investors and generate adequate saving. However, high
income inequality, funds spent on prestige projects and the military, and numerous
products requiring few economies of scale suggest that the savings potential of LDCs
is much greater than this theory envisions.

Balanced growth advocates argue that a big push is needed to begin economic
development because of indivisibilities in demand and infrastructure. Critics indicate
that most LDCs do not have the resources essential for launching such a big push.

Hirschman supports a deliberate unbalancing of the economy to facilitate eco-
nomic decision making and investment. However, he fails to stress the importance of
agricultural investment.

Kremer’s O-ring theory of development emphasizes that production consists of
many tasks, all of which must be successfully completed for the product to have full
value and to prevent coordination failure.

For Lewis, economic growth takes place as a result of growth in the size of the
industrial sector, which saves, relative to the subsistence agricultural sector, which
saves nothing. In the Lewis model, an unlimited supply of surplus farm labor migrates
to urban areas for wages in excess of rural, subsistence wages. This supply of cheap
labor to the industrial sector is the basis for profits and capital accumulation. How-
ever, critics question Lewis’s premise of zero marginal productivity of labor and
believe that the capitalist wage rate will rise before all surplus rural labor is absorbed.

Fei and Ranis, too, believe that the capitalist wage will increase before surplus labor
is absorbed, unless agriculture and industry can achieve balanced growth. However,
contrary to the Lewis—Fei—Ranis model, Japan raised its capitalist wage rate before
all surplus rural labor was absorbed.

For Baran, the coalition of the bourgeoisie and landed classes, helped by foreign
capitalist governments, is incapable of undertaking the capital formation and political
reform required for rapid economic growth and alleviation of mass poverty. Although
Baran’s vision of a ruling progressive coalition is intriguing, he underestimates
the conflicts of interest and class antagonism that are likely to occur under its rule.

Furtado’s dependency theory contends that increased productivity and new con-
sumption patterns resulting from capitalism in the peripheral countries of Asia,
Africa, and Latin America benefit a small ruling class and its allies.

Frank’s dependency approach maintains that countries become underdeveloped
through integration into, not isolation from, the international capitalist system. How-
ever, despite some evidence supporting Frank, he does not adequately demonstrate
that withdrawing from the capitalist system results in faster economic development.

The neoclassical counterrevolution to Marxian and dependency theory emphasized
reliance on the market, private initiative, and deregulation in LDCs. Neoclassical
growth theory emphasizes the importance of increased saving for economic growth.
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The Washington institutions of the World Bank, IMF, and the U.S. government have
applied neoclassical analysis in their policy-based lending to LDCs.

The new endogenous growth theory arose from concerns that neoclassical eco-

nomics neglected the explanations of technological change and accepted an unreal-

istic assumption of perfect competition. The new growth theory, however, does no

better than an enhanced neoclassical model in measuring the sources of economic

growth.

TERMS

TO REVIEW

accelerator

backward linkages

balanced growth

big push thesis

classical theory

closed economy
commercialization (turning) point
demonstration effect
dependency theory

economic liberalism
endogenous

external economies

forward linkages

historical materialism

human capital

ICOR (incremental capital output
ratio)

indivisibilities

infrastructure

innovation

institutional wage
International Monetary Fund
(IMF)

invisible hand

iron law of wages

QUESTIONS TO DISCUSS

labor supply elasticities
laissez-faire

law of diminishing returns
Lewis—Fei—Ranis model
neoclassical counterrevolution
neoclassical theory of growth
neoclassicism

new (endogenous) growth theory
Organization for Economic and
Cooperation and Development
(OECD)

O-ring theory of economic
development

preconditions stage

price elasticity of demand
production function

reserve army of the unemployed
surplus

takeoff

theory

unbalanced growth

vicious circle

virtuous circle

Washington consensus

World Bank

1. Is Ricardian classical economic theory applicable to LDCs?

2. How valid is the assumption that the development of LDCs will parallel the

earlier stages of today’s DCs?

3. Choose one developed country (or one LDC that Rostow says has already expe-

rienced takeoff). How well does Rostow’s stage theory explain that country’s

economic growth?
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4.

5.

6.

7.

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

Which historical theory — Marx’ or Rostow’s — is more useful in explaining
Western economic development? Contemporary LDC development?

Are some of today’s LDCs closer to Marx’s feudal stage than his capitalist stage?
What might a Marxist recommend for a LDC in the feudal stage? Would a
Leninist or Baranist prescription for a feudal LDC be any different from Marx’s?
How might Marxian economic analysis (like Mao’s or Bettelheim’s) threaten
political elites in socialist countries?

How valid is Baran’s theory in explaining contemporary underdevelopment in
Asia, Africa, and Latin America? Are revolution and a Soviet-type government
essential for removing this underdevelopment?

How valid is Baran’s theory in explaining the weaknesses of New-Deal-type
regimes in LDCs?

How does Andre Gunder Frank differ from Karl Marx in judging Western capi-
talism’s influence in Asia, Africa, and Latin America?

For which country has dependence on Western capitalist economies been most
costly? For which country has dependence on Western capitalist economies been
most beneficial? On the basis of arguments about these two countries, how per-
suasive is Frank’s dependency theory?

What are some potential LDC vicious circles? How plausible are these as barriers
to development?

How are wages determined in the subsistence and capitalist sectors in the Lewis
model?

What is Lewis’s explanation for the expansion of the industrial capitalist sector?
Why do critics think that the Lewis model overstates rural-urban migration and
industrial expansion?

How well does the Lewis—Fei—-Ranis model explain Japan’s economic growth in
the early part of the 20th century?

How important are supply and demand indivisibilities in influencing LDC invest-
ment strategies?

How well does coordination failure or its overcoming explain the economic
development of LDCs? Give examples.

What is the neoclassical theory of economic development? Theory of economic
growth? What are the policy implications of the neoclassical theory of develop-
ment and growth? How effective have neoclassical policy prescriptions been for
stimulating economic growth in developing countries?

How effective was Mankiw, Romer, and Weil’s modification in increasing the
plausibility of neoclassical growth theory?

What were the weaknesses of the neoclassical theory of growth and develop-
ment that gave rise to the new endogenous growth theory? How does the new
growth theory address the neoclassical weaknesses? What are the strengths and
weaknesses of new growth theory?

Choose a country or world region. Which economic development theory best
explains development in that country or region?
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GUIDE TO READINGS

Higgins (1968) has a detailed discussion and evaluation of the models of classical
economists, Marx, Rostow, and balanced and unbalanced growth theorists. Adelman
(1961) on growth and development theories analyzes the classical and Marxian
models, as well as several other major theories. Enke (1963) has a concise outline
and critique of the classical approach. Eatwell, Milgate, and Newman (1989) dis-
cuss Lewis, Nurkse, Rosenstein-Rodan, balanced growth, Hirschman, linkages, and
Fei and Ranis’s labor surplus economy.

Rostow’s stage theory was criticized by economists and historians at the 1963 Inter-
national Economic Association meetings in Konstanz, West Germany. The papers
have been compiled in a book edited by Rostow (1963).

Nurkse (1953) presents his views of the vicious circle and balanced growth theo-
ries. Nurkse’s summary article, Rosenstein-Rodan’s (1943) article on indivisibilities,
Fleming’s (19535) criticism of balanced growth, Myint’s (1954) article, Rostow’s pre-
sentation of his stage theory in condensed form, Lewis (1954), and Baran’s (1952)
article on economic backwardness are included in Agarwala and Singh (1958).

The major statements of the dependency theory are Furtado (1968, 1970, 1973)
and Frank (1969b, 1969a). Lall (1975) has a useful critique and bibliography of
dependence theory.

Immanuel Wallerstein’s view of core-periphery and Samir Amin’s perspective on
nationalism are in Eatwell, Milgate, and Newman (1989).

Weaver and Jameson (1981) discuss competing approaches for explaining eco-
nomic development, including orthodox and Marxist theories.

Lewis (1954), Ranis and Fei (1961:533-565), and Fei and Ranis (1964) present
the Lewis—Fei-Ranis model.

On neoclassical growth theory, see Solow (1956, 1970) and Mankiw et al. (1992).
Lucas (1988) and Romer (1994) discuss new growth theory. For a highly accessible
discussion and bibliography of both neoclassical and new growth theory, see Romer
(1994), Grossman and Helpman (1994), Solow (1994), and Pack (1994). On con-
vergence, see Romer (1994) and Barro and Sala-i-Martin (1992). Bardhan (1995)
evaluates endogenous growth theory.

Khan, Montiel, and Haque (1990:155-179) present IMF-World Bank macroeco-
nomic models. For various macroeconomic adjustment models, including those for
Iran, Venezuela, Singapore, and South Korea, see Khan, Montiel, and Haque (1991).

Weeks (1993) criticizes neoclassical development economics and the Washington
consensus.

Some may prefer to include Joseph A. Schumpeter’s theory of growth and business
cycles (Chapter 12) with the theories of this chapter.
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The Harrod—-Domar Model

The Harrod-Domar Model and Capital Requirements
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Capital formation and the ICOR, the incremental capital output ratio, the inverse
of the ratio of increase in output to investment, are fundamental variables in the
Harrod-Domar growth model. If Y is income, K capital stock, and I investment,
then the ICOR is (AK/AY), the increment in capital divided by the increment in
income, the same as (I/AY), since AK = I by definition.

Evsey D. Domar (1947:34-55) emphasizes that present investment, while con-
tributing to aggregate demand today, also provides new productive capacity. If this
capacity is not adequately used, it discourages future investment, thus increasing
surplus capital and depressing the economy. But if investment increases at the cor-
rect rate, aggregate demand will be sufficient to use fully the newly added capacity.
Domar indicates the rate at which investment would have to grow for this process
to take place. Investment must grow at a constant percentage rate

AI/I = (1/ICOR) (@) (5-3)

since «, the marginal propensity to save, the ratio of the increment in savings to the
increment in income, and the ICOR are both constant.

Roy E Harrod (1939:14-33) is also concerned with keeping total spending and
productive capacity in balance, but he focuses on the growth path of income, unlike
Domar’s concentration on the growth rate of investment. In the Harrod model,
the equilibrium (or warranted) growth rate keeps planned savings equal to planned
investment, that is,

sY; =ICOR (Y, — Y1) (5-4)
(Y = Y1)/ Y = s/ICOR (5-5)

where s is (S;/Y;), the average propensity to save.

Harrod goes beyond Domar’s explanation of what investment must be for sustain-
able growth to include a theory of what determines investment. He calls his notion the
accelerator theory of investment; that is, investment today (I,) is partly dependent on
income today minus that of yesterday (Y; — Y;_1), reflected in the ICOR relationship.

Harrod also discusses what happens if the actual growth rate does not equal
the warranted rate, that is, planned savings does not equal planned investment. He
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concludes that the warranted growth path is like a razor’s edge, since a departure
of the actual growth rate [(Y; — Y, — 1)/ Y;] from the warranted path causes a fur-
ther departure in the same direction, throwing the economy into a period of either
explosive growth (producing inflation) or stagnation.

The model’s instability follows from some peculiar assumptions about producer
behavior. If producers guessed correctly yesterday about demand and their supply
just equaled market demand, they will plan today to increase their output by the
same percentage as they increased it yesterday. If they produced too much, they will
reduce yesterday’s growth rate of output and again produce too much today because
demand will fall below expectations. If they produced too little yesterday, so there
was excess demand, today’s output growth will increase over yesterday’s and there
will again be excess demand. One possibility Harrod considers is that the warranted
growth path may not be attainable because of limitations in the growth of capacity,
that is, his “natural” growth rate.

There are several problems with the Harrod—-Domar model. The first is Harrod’s
assumption about producer behavior, including the premise that producers do not
modify behavior as they learn how the economy previously responded to divergences
between warranted and actual growths. Harrod’s behavioral assumptions may be
even less relevant when the state has a major role in planning output expansion. The
second problem is that Harrod’s accelerator has no lag, implying that capital goods
are produced simultaneously with the increased output requiring this production. A
third problem, which is also characteristic of the Domar model, is the assumption of
fixed capital-labor proportions, which omits the possibility of adjusting capital-labor
ratios to avoid surplus capital, and output ceilings that might cause the warranted rate
to be the actual rate. Models that allow for substitution between factors — such as the
neoclassical growth model and others using a Cobb-Douglas approach — overcome
this last problem of the Harrod-Domar model.®

Nafziger’s supplement (2006b) discusses ICORs and capital requirements in
Lewis’s and Rostow’s focus on increasing investment rates.

8 Ackley (1961:513-526); Shapiro (1978:402-413). T am grateful for the help of Edgar S. Bagley.
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6 Poverty, Malnutrition, and
Income Inequality

How can we provide a good quality of life and productive work for the 700-1000
million people (10-15 percent) of the world’s 6.5 billion people who are poor or
living on no more than $1 a day?! Economic growth is the most important factor
contributing to poverty reduction. Figure 6-1 shows that, for 99 DCs and LDCs, the
growth rates of national income per capita for 1950 to 1999 are closely correlated
with the growth of income per capita of the poorest 20 percent. The country in which
you live, more than any other fact, determines your position within the world’s
economic class system. Branko Milanovic (2002b:78) indicates that 88 percent of
total world inequality in 1993 results from between-country inequality, 2 percent
from within-country inequality, and 10 percent from an overlap between inter-and
intracountry inequality. Still, while the ratio of between-country to within-country
income inequality increased globally, 1820 to 1960, from 1960 to the present this
ratio has fallen back slightly to its level in the 1940s (Firebaugh 2003:23-30).

Information Sparsity

Gary S. Fields (1994:87) finds it regrettable that standard studies of country devel-
opment provide great detail about macroeconomic conditions and the balance of
payments without providing “information on who has benefited how much from
economic growth and...who has been hurt how much by economic decline.” Esti-
mates of income distribution in most developing countries are, at best, approxima-
tions of the underlying distribution we wish to measure. Despite efforts since the
early 1970s to investigate income inequality, these data are weaker than national
income statistics.

The International Labor Organization (1981:29) suggests that using many of these
data to make policy is like trying to run through the forest in the dark without a
flashlight. Many of the official figures of government and international agencies on
income distribution are not reliable or compatible over time or space (Lecaillon,
Paukert, Morrisson, and Germidis 1984; Moll 1992:689-704). Frequently, the sam-
ple procedure for looking at inequalities is not adequate. Also income is understated
not only for subsistence farmers (see Chapter 2) but also for the rich, who often
understate income for tax purposes.

1 $1/day in 1985 PPP; $1.50/day in 1993 PPP; and about $2/day in 2005 PPP.
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FIGURE 6-1. Incomes of the Poor and Average Incomes. Source: Dollar and Kraay
2002:223.

Moreover, scholars often do not indicate how income and the units sharing it are
defined. Also, the factual basis of the estimates is sometimes unclear. Some figures
appear to be produced on a very slender basis, but are frequently cited, gaining cre-
dence with each subsequent citation. A case in point is World Bank economist Montek
S. Ahluwalia (1974:x), whose source for Sierra Leone cites the Freetown Daily Mail,
which drew its information from the advance report of a 1966-68 household survey
of the urban Western province, not representative of a primarily rural country. Addi-
tionally, the report measured only money income. Furthermore, it is not possible to
compute Ahluwalia’s figures from the original data (Rimmer 1984:43).

Good data are essential to know where to concentrate antipoverty programs.
Regions, such as sub-Saharan Africa, which lack measures of incidence, intensity, and
intrapoor income distribution, are also likely to have weak or nonexistent antipoverty
policies (Lipton and van der Gaag 1993:3).

Economists need minimal standards for data admissibility. Fields indicates the
following: (1) the database must be an actual household survey or census; (2) they
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should encompass all income, including nonwage income; (3) data should include
local price information, including rural-urban cost-of-living differences; (4) the data
must be national in coverage; (5) they should be disaggregated at the canton, district,
or county level to pinpoint programs of poverty reduction; (6) they should avoid
lags between collection and publication, and long gaps between survey rounds; and
(7) to compare across time, surveys, measures, and the income concept and recipient
unit must be constant. For time-series consumption or income, household data and
poverty lines need to be adjusted for inflation, frequently with high inflation rates.
Although economists would prefer information on noncash income such as food and
other goods produced at home, we may sometimes have no choice but to accept
household surveys that ask for cash income (Fields 1994:89-90, 97; Deininger and
Squire 1997:39; Ravallion 1996:201-208; World Bank 2003i:185-186).

Scope of the Chapter

Despite data weaknesses, a few careful studies can help us answer some questions
about global income distribution and aggregate national poverty and income inequal-
ity, and suggest policies to reduce them. We begin by indicating the multifaceted
nature of poverty. We examine global income inequality, and then discuss $1/day
and $2/day poverty, global and regional poverty, the effect of poverty on access to
education and health, what has happened to poverty since the beginning of the 19th
century, the three measures of poverty and deprivation of the Nobel laureate Amartya
Sen, his capabilities approach to poverty, the Lorenz curve and Gini index for measur-
ing global and country income distribution, views of poverty by the World Bank and
two critics, Kuznets’s inverted-U explanation for changes in income distribution with
growth, Adelman and Morris’s dual-economy stage theory of the inverted-U curve,
and the differences in poverty and inequality by (1) low-, middle-, and high-income
countries; (2) DCs and LDCs; (3) slow- and fast-growing countries; and (4) gender.
We analyze accompaniments of absolute poverty, identify subgroups within a coun-
try’s population that are most hurt by poverty, and present several case studies of
policies developing countries have used to influence poverty and income distribution.
Finally, we suggest policies for reducing poverty and improving income distribution
and discuss the relationship between inequality and political instability.

Poverty as Multidimensional

Deepa Narayan et al.’s (2000:4-5) study is based on numerous World Bank surveys
and reports of a representative sample of 60,000 poor people from 60 developing
countries during the 1990s. The World Bank and the authors ask two major questions:
How do poor people view poverty and well-being? What are their problems and
priorities? The poor see that

Poverty is multidimensional. ... Six dimensions feature prominently in poor peo-
ple’s definition of poverty. First, poverty consists of many interlocked dimensions.
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Although poverty is rarely about the lack of only one thing, the bottom line is
always hunger — the lack of food. Second, poverty has important psychological
dimensions, such as powerlessness, voicelessness, dependency, shame, and humilia-
tion. The maintenance of cultural identity and social norms of solidarity helps poor
people to continue to believe in their own humanity, despite inhumane conditions.
Third, poor people lack access to basic infrastructure — roads (particularly in rural
areas), transportation, and clean water. Fourth, while there is a widespread thirst
for literacy, schooling receives little mention or mixed reviews. Poor people realize
that education offers an escape from poverty — but only if the economic environment
in the society at large and the quality of education improve. Fifth, poor health and
illness are dreaded almost everywhere as a source of destitution. This is related to the
costs of health care as well as to income lost due to illness. Finally, the poor rarely
speak of income, but focus instead on managing assets — physical, human, social,
and environmental — as a way to cope with their vulnerability. In many areas, this
vulnerability has a gender dimension.

Caterina Ruggeri Laderchi, Ruhi Saith, and Francis Stewart (2003:243-274) dis-
cuss four approaches to defining and measuring poverty: the monetary, capability,
social exclusion, and participatory approaches. The U.N. Development Program’s
Human Development Report (HDR) (2003:245-249, 342), assuming that poverty
is multidimensional, calculates a human poverty index (HPI-1), based on three mea-
sures of deprivation: (1) probability at birth of not surviving to age 40; (2) adult
illiteracy rate; and (3) lack of a decent standard of living, as measured by the average
of the percentage of the population without sustainable access to improved water
source and the percentage of children underweight under the age of five. In Costa
Rica, with high human development, the probability of not surviving is 3.7 percent,
illiteracy is 4.3 percent, the population without improved water is 5 percent, and
children who are underweight is 5 percent. Other LDCs with low HPI-1 and high
human development include Uruguay, Chile, and communist Cuba, with excellent
health care and education, despite a low per-capita income.

Ethiopia, with low human development, has a 43.3 percent chance of surviving, a
59.7 illiteracy rate, 76 percent with no improved water, and 47 percent underweight.
Nigeria, with low development, has percentage rates of 34.9, 34.6, 38, and 27,
respectively. The African economies of Cameroon, Zimbabwe, Senegal, Rwanda,
Tanzania, Cote d’Ivoire, Zambia, Angola, Congo (Kinshasa), and Burkina Faso, plus
Pakistan and Haiti, also have low human development (U.N. Development Program
2003:245-247).

The World Bank (2001i:1) points out:

Poor people live without fundamental freedoms of action and choice that the better-
off take for granted. They [suffer] deprivations that keep them from leading the kind
of life that everyone values. They also face extreme vulnerability to ill health, eco-
nomic dislocation, and natural disasters. And they are often exposed to ill treatment
by ...the state and society.

Poverty reduces access to education (Chapter 10) and health and nutrition (Fig-
ure 6-6), increasing child mortality rates (number of deaths per 1,000 live births over
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FIGURE 6-2. Evolution of International Inequality in Life
Expectancy (Theil Index). Source: Bourguignon and
Morrisson 2002:741.

the first five years) from 38 per 1,000 among the richest quintile (fifth) to 143 among
the poorest quintile in Bolivia. Other LDCs, for example, Armenia, Central African
Republic, and Cambodia, show similar differences between rich and poor within the
same country. The World Bank (2004i:9) indicates similar differences between the
top and bottom quintile in access to safe water and sanitation.

Yet the U.N.>s HDR (2003:2) indicates that

The past 30 years saw dramatic improvement in the developing world. Life
expectancy increased by eight years. Illiteracy was cut nearly in half, to 25%. And
in East Asia the number of people surviving on less than $1 a day was almost halved
just in the 1990s.

Still, human development is proceeding too slowly. For many countries the 1990s
were a decade of despair. Some 54 countries are poorer now than in 1990. In 21 a
larger proportion of people is going hungry. In 14, most children are dying before age
five. In 12, primary school enrollments are shrinking. In 34, life expectancy has fallen.
Such reversals in survival were previously rare. A further sign of a development crisis
is the decline in 21 countries in the human development index (HDI), a summary
measure of three dimensions of human development — living [a] long and healthy
life, being educated and having a decent standard of living. This too was rare until
the late 1980s, because the capabilities captured by HDI are not easily lost.

Globally, however, “inequality in HDI declined sharply in the first half of the
20th century, and then declined even more dramatically in the second half” (Fire-
baugh 2003:118-119). Two of the three components of HDI have unambiguously
converged: (1) global inequality in life expectancy has fallen dramatically since 1920
(Figure 6-2); and (2) world educational inequality has also continually declined. What
has happened to the third component of HDI, income or standard of living? Global
income distribution (if weighted by population) increased during the first half of the
20th century (ibid.) but has fallen since the 1970s (Figure 6-3) (Bhalla 2002:174,
181; Sala-I-Martin 2002:43-58; Firebaugh 2003:126-133).
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How can we reconcile this with the HDR’s previous statement? As highly populated
Asian countries such as China, India, and Indonesia accelerate their growths during
the 1980s and 1990s, a large share of their incomes shift to the world’s middle
class, increasing its share in the global income distribution and thus reducing overall
inequality (Sala-i-Martin 2002:13-15, 25-27). At the same time, a large number of
sub-Saharan African countries increased their poverty rates, but, because of their
relatively small populations, had little impact on global distribution. Indeed, sub-
Sahara’s total population weight during the early period, about 600 million, was
far exceeded by Asia’s more than three billion, of which China and India were each
about one billion.

$1/Day and $2/Day Poverty

Absolute poverty, a different concept from income inequality, is below the income
that secures the bare essentials of food, clothing, and shelter. Other essentials may be
added, as for Indonesia, Bangladesh, Nepal, Kenya, Tanzania, and Morocco. Thus,
determining this level is a matter of judgment, so that it is difficult to make com-
parisons between countries. Moreover, what is considered poverty varies according
to the living standards of the time and region. The World Bank economists Martin
Ravallion, Gaurav Datt, and Dominique van de Walle (1991:347-49) show that
national poverty lines increase with mean consumption, although poverty lines are
below the mean in all cases.

Accordingly, many Americans classified as poor by their government are mate-
rially better off than many Americans of the 1950s or Africans today who are not
considered poor. The U.N. Development Program’s HDR (2002:160) recognizes that
the perception of poverty has evolved and varies tremendously across cultures, with
the poverty line changing as economic growth takes place. Thus, as pointed out in
Chapter 3, the poverty rate for DCs, HPI-2, includes functional literacy, survival rate
to age 60, and a higher poverty line than for LDCs. Figure 6-4 shows the case in
which the left tail of the DC (right) curve exceeds the LDC poverty line (P), which
corresponds to 30 percent of the population in the LDC (left) curve.

Still, despite poverty’s cultural relativity, Ravallion, Datt, and van de Walle
(1991:345-361) set poverty lines at $PPP1 a day and $PPP2 a day in 1985, cor-
responding to $PPP1.08/day and $PPP2.15/day in 1993 (World Bank 2003i:246)
and annual incomes of $PPP532 and $PPP1,064 in 1998 (Sala-i-Martin 2002:17).
The lower line, $1 per day, recognized as the absolute minimum by international
standards, is based on a standard set in India, the country with the most extensive
literature on the subject and close to the poverty line of perhaps the poorest country,
Somalia (Ravallion, Datt, and van de Walle 1991:348). The assumption is that two
persons with the same purchasing-power-adjusted income (not including nonincome
factors, such as access to public services) living in different countries will have the
same measured poverty.

The Bank uses a definition based on previous work by its economists Montek
S. Ahluwalia, Nicholas G. Carter, and Hollis B. Chenery (1979:299-341). These
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economists, who assume a population with a “normal” distribution by age and gen-
der, define the lower poverty line as the income needed to attain basic nutritional
needs, that is, a daily supply of 2,250 calories per person.? The 2,250 calories would
be met by the following diet: 5 grams of leafy vegetables, 110 grams of other vegeta-
bles (potatoes, root vegetables, gourds, and so on), 90 grams of milk, 35 grams of oil,
35 grams of sugar, 10 grams of flesh foods (fish and meats), 45 grams of pulses (peas
or other legumes), and 395 grams of cereals (rice, corn, millet, or wheat).? To illus-
trate, the 395 grams of cereals might consist of about two cups of hot prepared rice,
equivalent in weight to 54 percent of the total diet.* Data on income distribution for

2 Dasgupta (1993:404) indicates that undernourishment studies for LDCs focus on calorie deficiency,
as “diets are such that protein requirements could be expected to be met if calorie needs were met.”
He also discusses tropical calorie requirements for maintenance, for physical activities, and for heavy
manual work for a male subsistence farmer (ibid., pp. 422-423).

There are several problems with defining a poverty line in terms of income needed to ensure a given
supply of calories: (1) there is a substantial variation in the age and gender composition from one pop-
ulation to another; (2) caloric intakes at a given level of expenditure vary considerably; (3) specifying
a single caloric norm is questionable; (4) variations in caloric requirements for the same individual
occur; and (5) other nutrients, such as protein, vitamins, and minerals, are not considered. Neverthe-
less, Scrimshaw and Taylor (1980:81) indicate that as income rises, the consumption of other nutrients
rises along with caloric consumption.

The adequacy of calories and other nutrients also depends on nonnutritional factors as well, includ-
ing potable water, immunization, general medical care, sanitation, and personal hygiene (Dasgupta
1993:405).

For criticisms of the World Bank approach and a proposal for an improved method of measuring

poverty, see Bhanoji Rao (1981:337-353). Feres (1997:122) indicates that the approach “assumes that
households that can satisfactorily meet their food needs also satisty the minimum levels of all their
other basic needs,” an assumption not necessarily so. See also Alderman (1993:115-131).
The figure for flesh foods is an average for a population that includes high Hindu castes who do not
eat meat for religious reasons. For these castes, pulses combined with additional cereals make up the
amino acids provided by meat. Rajalakshmi (1975:106-109) refers to a usual adult Indian diet. I am
grateful for the help of the nutritionist Meredith Smith in preparing this material.

w
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1985 indicate that 33 percent of the Indian population was below the $1/day poverty
line (or potentially undernourished).’

Tying the initial $1/day poverty line to food makes it more tangible. “However,
in both India [and other countries], the poverty line has been held constant in real
terms, updated in nominal terms by a price index, and no attempt has been made
to preserve the original link with food” (Deaton 2003). Moreover, India’s $1/day
poverty may be less useful for other LDCs, even if you are careful in choosing the
$PPP exchange rate.

Lant Pritchett (1997:8-9) indicates that

the five lowest levels of caloric availability ever recorded in the FAO data for var-
ious countries — 1610 calories/person during a famine in Somalia in 1975; 1,550
calories/person during a famine in Ethiopia in 1985; 1,443 calories/person in Chad
in 1984; 1,586 calories/person in China in 1961 [during the famines and disrup-
tion associated with the “Great Leap Forward”]; and 1,584 calories/person in
Mozambique in 1987 — reveal that nearly all of the episodes of average daily caloric
consumption below 1,600 are associated with nasty episodes of natural and/or man-
made catastrophe. A second use of caloric requirements is to calculate the subsistence
income as the cost of meeting caloric requirements. Bairoch (1993) reports the results
of the physiological minimum food intake at $291 (at market exchange rates) in 1985
prices. These calculations based on subsistence intake of food again suggest P$250
is a safe lower bound.

The $2/day poverty line provides for consumption in excess of the bare physical
minimum but varies from country to country, reflecting the cost of participating in
the everyday life of society. The $2 line is more subjective than the $1 line, including
indoor plumbing and potable water as a “necessity” in some countries but not in
others. At this upper poverty line, 55 percent of the Indian population was below
the poverty line in 1985 (Ravallion, Datt, and van de Walle 1991:354), just before a
recent growth spurt.

The World Bank estimates that $1/day poverty (1985PPP) in 2000 was 17.6 for
the world (21.6 percent for LDCs) and $2/day poverty 43.7 percent (53.6 percent
for LDCs) (see Table 6-1, which estimates LDC poverty rates; rates for DCs are
consistent with assumptions behind Figure 6-4).

Global and Regional Poverty

Table 6-2 estimates poverty in the developing world, 5.4 percent of the world (and
6.7 percent of LDCs) at $1/day and 15.1 percent of the world (and 18.6 percent
of LDCs) at $2/day in 1998. Table 6-3 indicates that the lowest poverty rates
are in formerly communist Eastern Europe (not including former Soviet Central
Asia) even with the diminished social safety net since the transition to capitalism in
1989-91.

5 In comparison, Sala-i-Martin (2002:38), discussed later, estimates India’s $1/day poverty rate at 17 per-
cent in 1980 and S percent in 1990.



TABLE 6-1. Regional Poverty Rates in Developing Countries, 2000

Poverty line (PPP $1.00/day)” Poverty line (PPP $2.00/day)”
Number Number
(millions) Percent (millions) Percent
East Asia 261 14.5 873 48.3
China 204 16.1 599 47.3
Rest of East Asia 57 10.6 274 50.8
South Asia 432 31.9 1,052 77.7
India 352 34.7 810 79.9
Rest of South Asia 80 23.5 242 71.2
Sub-Saharan Africa 323 49.0 504 76.5
Middle East & 8 2.8 72 24.4
North Africa
Latin America 56 10.8 136 26.3
Eastern Europe & 20 4.2 101 21.3
Central Asia
Total 1,100 21.6 2,737 53.6
Notes:
East Asia includes Pacific Islands and Southeastern Asia.
Middle East and North Africa includes Cyprus, Iran, Israel, Malta, and Turkey.
Eastern Europe includes Russia.
Latin America includes the Caribbean.
¢ $PPP in 1985 prices.
Sources: World Bank 2004h:46; World Bank 2003f:59.

TABLE 6-2. How Much Poverty Is There in the Developing World? The Situation in 1998

$1/day $2/day
Population Headcounts  Rates Headcounts  Rates
Region (millions) (millions) (percent) (millions) (percent)
Asia 3,084 52.1 1.7 480.3 15.6
China 1,239 32.4 3 231.8 19
India 980 6.4 1 140.5 14
Latin America 486 10.7 2.2 51.1 10.5
Brazil 166 1.73 1 21.41 12.9
Mexico 96 0.01 0 1.76 1.8
Africa 579 234.7 40.5 368.4 63.6
Nigeria 120.8 55.50 45.9 84.38 70
Ethiopia 61.3 37.43 61.1 50.25 82
South Africa 41.4 1.78 4.3 7.73 19
Tanzania 32.1 22.56 6.3 28.65 85
Kenya 29.3 10.25 35 18.47 63
All developing 5,240 352.9 6.7 973.7 18.6
countries
Source: Sala-i-Martin 2002:34—42.
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FIGURE 6-5. Percentage Rates of Poverty ($2/day in
1985 PPP) and Extreme Poverty ($1/day in 1985
PPP), 1820-2000. Source: Bourguignon and
Morrisson 2002:731-732, with linear extrapolation
for years between the points for 1820, 1850, 1870,
1890, 1910, 1929, 1950, 1960, 1970, 1980, 1992, and
2000. The figures for 2000 are based on the
percentage reduction from Bhalla (2002:144) and
the relationship between poverty and extreme
poverty in Sala-i-Martin (2002:34).

Let’s focus on Afro-Asia and Latin America. Latin America has the lowest poverty
rates; extreme poverty has fallen over the last half of the 20th century but $2/day
poverty has increased slightly. But Table 6-2 indicates Asia has a lower $1/day poverty
rate than Latin America, but the same source, Xavier Sala-i-Martin (2002:37), indi-
cates Latin America’s upward trend in the $1/day poverty rate while $2/day poverty
is unchanged since 1980.

The Middle East and North Africa, included in Table 6-3, has a lower $2/day
poverty rate than either East or South Asia but higher $1/day poverty than East
Asia and the same as South Asia. India, three-fourths of South Asia’s population,
has 1 percent $1/day and 14 percent $2/day in Table 6-2 and 13 percent $1/day
and 26 percent (the Government of India estimate) $2/day in Bhalla (2002:125), a
contrast to the World Bank’s poverty figures for India of 35 percent for $1/day and
80 percent for $2/day in Table 6-1. China, with 93 percent of developing East Asia’s
population, has both poverty rates lower than India’s with Table 6-1, Bhalla (source
for Table 6-3), and (except for $1/day) Table 6-2.

Africa’s poverty rate (Table 6-2) is higher than Asia’s and Latin America’s. Indeed,
Africa (sub-Saharan Africa in Table 6-3) experienced virtually no rate reduction from
1950 to 2000. The combined poverty rates of the two major Asian regions did not fall
lower than sub-Saharan Africa’s until the 1980s or 1990s. The World Bank, by con-
trast, ranked South Asia’s $2/day poverty rate higher than that of sub-Saharan Africa
in both 1990 and 2000 (Table 6-1). (Below, after the section on the Lorenz curve and
Gini index, we discuss the differences among the sources for the three tables.)

Concepts and Measures of Poverty: Amartya Sen’s Approach

The Cambridge University economist—philosopher Amartya K. Sen contends that tra-
ditional welfare economics, which stresses the revealed preferences or desire-based
utilities of individuals in their acts of choice, lacks enough information about people’s
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FIGURE 6-6. Child Mortality Is Substantially Higher in Poor Households. Source: World
Bank 2004:20.

preferences to assess the social good. Accordingly, as an alternative, Sen’s welfare
theory relies not on individuals’ attainments (for example, of basic needs) but indi-
viduals’ capabilities, an approach he believes can draw on a richer information base.
From a feasible capability set, Sen focuses on a small number of basic functionings
central to well-being.® For Sen, living consists of the effective freedom of a person to
achieve states of beings and doings, or a vector of functionings. He does not assign
particular weights to these functionings, as well-being is a “broad and partly opaque
concept,” which is intrinsically ambiguous.

Sen focuses on a small number of basic functionings central to well-being, such
as being adequately nourished, avoiding premature mortality, appearing in public
without shame, being happy, and being free. This freedom to attain, rather than the
functionings themselves, is the primary goal, meaning that capability does not cor-
relate closely to attainment, such as income. One example is life expectancy, a proxy
for health, which, at 77 years, is as high for Costa Rica as for the United States, which

6 Lacerchi, Saith, and Stewart (2003:255) are diagramatically clear: From a capability set, each individual
chooses functionings or achievements.
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has an income per head nine times as high. Moreover, men in the Harlem district of
New York City, despite the capability sets and choices available to the U.S. society,
have less chance of living to 40 years than men in Bangladesh. This is not because
Harlem has a lower GNP per capita than Bangladesh, Sen explains, but because of
the high urban crime rate, inadequacy of medical attention, racism, and other factors
that reduce Harlem’s basic attainments.” Although people in Harlem have a greater
command of resources than those in Bangladesh, the costs of social functionings,
which include avoiding public shame and participating in the life of the commu-
nity, are higher for Harlem residents (as well as U.S. residents generally, Sen argues)
than for Bangladeshis (Sen 1973, 1981, 1987, 1992, 1999; Sugden 1993:1947-1462;
McCord and Freeman 1990).

For Sen, poverty is not low well-being but the inability to pursue well-being because
of the lack of economic means. This lack may not always result from a deficiency of
capabilities. An extreme example will illustrate this even more clearly than that of
the Harlem case. If Mr. Richman has a high income, but squanders it so that he lives
miserably, it would be odd to call him “poor.” Here poverty is the failure of basic
capabilities to reach minimally acceptable levels (Sen 1992:102-116).

Sen argues against relying only on poverty percentage or headcount approach
(H) to measure poverty and deprivation, the approach of World Bank economists,
Ahluwalia, Carter, and Chenery (1979:299-341). As D. L. Blackwood and R. G.
Lynch (1994:569) assert in their criticism of Ahluwalia et al.: “Poverty does not end
abruptly once an additional dollar of income raises a family’s (or individual’s) income
beyond a discretely defined poverty line. It is more accurate to conceive of poverty
as a continuous function of varying gradation.” In addition to (H), Sen contends,
we need an income-gap approach (I), which measures the additional income needed
to bring the poor up to the level of the poverty line. This gap can be expressed in
per-capita terms, that is, as the average shortfall of income from the poverty line.
Having measures of H, as well as I, should reduce the strong temptation government
faces to concentrate on the richest among the poorest, thus merely minimizing the
percentage of the population in poverty (minimizing H) rather than minimizing the
average deprivation of the poor (I). For Sen, adding an empirical measure, I, should
improve policy effectiveness.

The World Bank, which became convinced of the validity of Sen’s critique of
Bank-type analyses of poverty by 1990, defines the income or poverty gap as “the
mean shortfall from the poverty line (counting the nonpoor as having zero short-
fall), expressed as a percentage of the poverty line. This measure reflects the depth of
poverty as well as its incidence.” In 2000, Bangladesh’s $1/day headcount poverty

7 According to the U.S. Justice Department’s Bureau of Justice Statistics, in the United States, African-
American men aged 12 to 24 years were victims of homicide at a rate of 114.9 per 100,000 in 1992,
compared to 11.7 per 100,000 for white men of the same age, and 8.5 per 100,000 for the general U.S.
population (Kansas City Star 1994:A4).

Corrie (1994:53-55) discusses the Human Development Index (HDI) for the U.S. black child, includ-
ing an HDI for all 50 U.S. states, based on poverty rates, low birthweight, incarceration rates, and
unemployment rates for African Americans.
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rate was 36.0 percent, while its $1/day poverty gap was 8.1 percent (World Bank
2003h:58-61). Although 36 percent of Bangladesh’s population was extremely poor,
a transfer of 8.1 percent of GNP would bring the income of every extremely poor
person exactly up to the $1/day line. In China, although $1/day poverty was 16.1
percent, the cost of bringing the income of these poor to the $1/day line was only 3.7
percent (ibid., p. 58). For LDCs generally, 19-percent $1/day poverty (World Bank
2003£:30-31) could be reduced by a 1-percent transfer from LDC consumption or
a one-half of one-percent transfer from world consumption. This assumes perfect
nondistortionary targeting to the extreme poor without reducing mean consump-
tion. Alas, we do not have perfect information to identify the poor nor do we know
the effect of this transfer on the income of the nonpoor. Yet we have information
on countries with extreme poverty and some detailed information on the regions,
classes, and communities of the extreme poor.

A third empirical measure Sen recommends is the distribution of income among the
poor, as measured by the Gini coefficient (G). Combining G, H, and I, which together
represent the Sen measure for assessing the seriousness of absolute poverty, satisfies
Sen’s three axioms for a poverty index: (1) the focus axiom, which stipulates that the
measure depend only on the incomes of the poor; (2) the monotonicity axiom, which
requires that the poverty index increase when the incomes of the poor decrease; and
(3) the weak transfer axiom, which requires that the poverty measure be sensitive to
changes in the income distribution of the poor (so that a transfer of income from a
lower-income poor household to a higher-income household increases the index).

The Lorenz Curve and Gini Index (G): Measures of
the Distribution of Income

This discussion, however, is not limited to the income distribution of the poor but
focuses on the Gini as a tool for measuring the overall income concentration among
both nonpoor and poor.

Indices of income distribution measure relative poverty rather than absolute
poverty. Income inequalities are often shown on a Lorenz curve (see Figure 6-7).
If income distribution were perfectly equal, it would be represented by the 45-degree
line (a). If one person, represented at the extreme right, received all the income,
the Lorenz curve would follow half the perimeter of the box, the x-axis, and the
right line parallel to the y-axis (e). In practice Lorenz curves are located between
the 45-degree line and the line of complete inequality. Table 6-4, columns 2 and 3,
shows the personal income distribution of two countries. Except for several sparsely
populated LDCs, South Africa is the country that has the world’s highest personal
income inequality (World Bank 2003h:64-66). Among Afro-Asian and Latin Amer-
ican LDCs, Bangladesh has the lowest inequality.

Income concentration for some DCs, such as Japan, Sweden, Finland, and
Belgium, and some transitional countries in East Central Europe or the former
Soviet Union, are lower than that for Bangladesh; however, most DC measures of
income inequality, which are for households rather than persons, are not comparable
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TABLE 6-4. Personal Income Distribution for Bangladesh, South Africa,

and the World

(1) Population (2) Bangladesh (3) South Africa (4) World
quintile (2000) (percent) (1995) (percent) (1993) (percent)
1 9.0 2.0 2.0

2 12.5 4.3 3.7

3 15.9 8.3 9.4

4 21.2 18.9 12.5

5 41.3 66.5 72.4

Total 99.9 100.0 100.0

Gini coefficient 0.29 0.57 0.60

Sources: World Bank 2003h:64—-66; Milanovic 2002b:73.
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FIGURE 6-7. Lorenz Curves for Bangladesh, South Africa, and the
World. The Lorenz curve indicates a higher income inequality for
the world (curve d) than for South Africa, the country that has
virtually the world’s highest personal income inequality (curve c).?
Curve b shows the income inequality for Bangladesh, the
developing country with the world’s lowest personal income
inequality.? Notes: @ Highest except for neighboring Botswana,
Namibia, and Swaziland; and Central African Republic, Guatemala,
Nicaragua, and Sierra Leone, with populations less than seven
million. ® Lowest outside East Central Europe and the former Soviet
Union. Sources: World Bank 2003h:64-66; Milanovic 2002b:73.
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to measures available for the majority of LDCs. Economists would prefer surveys of
larger units, the household, to that of the individual, so that low-earning members
of high-earning families are not classified as poor. Data on household income allow
researchers to express poverty on a per-capita basis, at least if information is available
for researchers to adjust income for household size. Still, one problem of household
income data is the risk that researchers will ignore inequality within households
(Fields 1994:89).

The data in Table 6-4 are arranged in ascending order from population quintile
1 (the 20 percent or one-fifth with the lowest income) to quintile 5 (the 20 percent
with the highest income). These data are plotted on curves b and ¢ in Figure 6-7.

At present, most measures of income distribution are for countries, or regions
within a country, but there is a growing perception of the global economy as an
international system. LDC populations who demand a new international economic
order assume that the welfare of a jute farm laborer in Bangladesh, a foundry worker
in Brazil, a textile manufacturer in Kenya, and a cabinet minister in India are linked
to decisions made by bankers, industrialists, and economic policymakers in the
United States, Western Europe, and Japan. Developing countries compare their living
standards to those of developed nations. Accordingly, there is some validity to the
concept of a world distribution of income.

Income inequality for the world exceeds that for any single country. The top 20 per-
cent of the world’s income-earning households receive 72.4 percent of the global
income, and the bottom 40 percent receive only 5.7 percent. In South Africa, the
top 20 percent of the households receive 66.5 percent of the income, and the bottom
40 percent, 6.3 percent. South Africa’s curve c is to the left of the world’s curve d in
Figure 6-7.

When x and y are Lorenz curve coordinates (based on cumulative values, not the
incremental values listed in Table 6-3), and Ax and Ay are corresponding increments
passing through these coordinates, then the Gini index of inequality

G =2/10,000 Z (x —y)Ax (6-1)

Summations are taken as many times as there are Ax increments between the limits
(Merritt and Rokkan 1966:364). The Gini index is the area between curve a and
the Lorenz curve as a proportion of the entire area below curve a. It ranges from
a value of zero, representing equality, to 1, representing maximum inequality. The
1993 Gini for the world, 0.66, exceeds that for South Africa, 0.59. The global income
distribution is more unequal than that within any single country, as cross-national
disparities in GNP per capita are added to those of internal inequalities.

The World Bank, Institute for International Economics, and
Sala-i-Martin: Three Views of Poverty and Inequality

How do the three sources, Sala-i-Martin (Table 6-2), Bhalla (Table 6-3), and the
World Bank (Table 6-1; Milanovic, Figure 6-7, curve d, and Table 6-4 and Ravallion,
Datt, and van de Walle) come up with their various figures?
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Sala-i-Martin (2002:7-8) starts from quintiles (fifths, from lowest to highest) for
each country, assuming that the logs of a country’s individual incomes are dis-
tributed normally, similar to a bell curve. He has data on the mean log-income
and the variance (a measure of how spread out a distribution is). With these, he
goes beyond the World Bank’s use of quintile data (for example, India’s lowest quin-
tile had 8.1 percent of income shares, the second quintile 11.6 percent, the third
15.0 percent, the fourth 19.3 percent, the highest 46.1 percent) to interpolate dis-
tribution by percentiles, so that he has average incomes for each mean income of
100 1-percentile sets rather than five quintile sets. India, with 1 billion people in
2000, had 10 million in each percentile but 200 million in each quintile, indicat-
ing the quintile mean loses much information. His tests indicate that the size and
density of each country/year’s kernel and the actual percentile distribution, using
this technique, closely approximate the true shape plotted from actual detailed data,
where they are available. The standard deviation of log income and the size of the
population indicate the bandwidth for each kernel. He then integrates individual
country/year distributions and density functions to construct a worldwide income
distribution.

Sala-i-Martin (2002) uses a standard source — two World Bank’s economists,
Deininger and Squire (1996) and upgrades — for estimates of quintile income shares
for 68 countries in Group A between 1970 and 1998. Although most countries do not
have observations for every year, missing years are approximated by linear extrap-
olation (that is, if 1972 is 20 and 1982 is 28, then 1977 is 24). For 29 countries,
in Group B, for which Deininger and Squire have only one income distribution by
quintiles for the period, Sala-i-Martin assumes constant income shares from 1970 to
1998. For 28 countries (about 4 percent of the sample population) for which there
are no income distribution data, he assumes that all individuals within each country
have the same income - the income per capita of that nation. Thus, his estimates
encompass 125 countries with a combined population of 5.23 billion, 88 percent of
the world’s 5.9 billion people in 1998.

Milanovic (2000a:8) charges Sala-i-Martin with “the Ricardian vice: fragmen-
tary and sparse data overcome by making heroic and unwarranted assumptions.”
Milanovic thinks that Sala-i-Martin has too few data points (on average 5-6 of 27
years for Groups A and B) and a lack of clarity about whether the source indi-
cates consumption or income, or individual or household, distribution. Milanovic
wants detailed household survey data from at least 90 percent of the world’s income
or expenditure and population, something his study does not attain (Milanovic
2000b:60).

Moreover, Sala-i-Martin fails to include the former Soviet Union (FSU), former
Yugoslavia, and Bulgaria (about 6 percent of the world’s population) in his sample.
Including them might have invalidated his conclusion of falling income inequality,
as the former communist countries’ inequality increased substantially during the
transition. Milanovic’s study (2002) finds that the FSU increases the world’s Gini
index of inequality by 1.5 percentage points between 1988 and 1993, a change that
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would have compensated for Sala-i-Martin’s falling inequality during this period.®
Milanovic’s conclusion (2000a:18) about Sala-i-Martin’s study is: “Never was so
much calculated with so little.” By contrast, the standard errors for Milanovic’s Gini
(2000b:72) are so high that they are consistent with no change or a reduction in
inequality.

Milanovic (2002a:2) also contends that without China, Sala-i-Martin’s late-20th-
century individual income inequality is no longer falling, but increasing slightly, sim-
ilar to Milanovic’s (2000b) finding. Yes, but in doing so, we would exclude one-
fifth (1.2 billion of the then 6 billion) of the world’s population! And Milanovic
(2000b:80-84) admits that if China’s and India’s incomes increase faster than the
world’s, inequality falls substantially.

Bhalla (2002) wrote the monograph Imagine There’s No Country for the Insti-
tute for International Economics, an establishment think-tank in Washington, D.C.
The work, named after a John Lennon song, tries to imagine the world’s distribu-
tion of income among individuals, as if there were no national boundaries. Bhalla,
like Sala-i-Martin, uses published data on quintiles and means, assumes log-normal
distribution, interpolates to estimate missing values, and estimates a Lorenz curve
that yields 100 percentiles rather than just 5 quintiles. Bhalla criticizes World Bank
economists for basing consumption inequality estimates on an average taken from
household surveys (whose consumption spending was substantially underestimated)
rather than the higher average consumption based on national-accounts data. Indeed
the ratio of the survey mean to national account mean is 53 percent for income and
74 percent for consumption, a decade-long falling ratio that understates the mean
around which a variance is computed. Thus, surveys are continually capturing a lower
fraction of national accounts consumption and income (ibid., p. 109).” Bhalla’s (and
Sala-i-Martin’s) innovation is “breaking down of the population from quintiles to
percentiles to better focus on individuals” (Hughes 2002-03:50).

The consumption or income means from surveys used by the World Bank for 1993
income inequality indicate that the average South Korean was richer than the aver-
age Swede or Briton (rather than 35 to 40 percent poorer, per national accounts),
and the average Indian was 30 percent poorer than the average Ethiopian (rather
than being three times richer, as national accounts imply). The World Bank (and
Milanovic), by not adjusting survey means to be consistent with faster-growing
national accounts means, underestimate mean consumption and overstate poverty,
magnifying the errors in the poverty rate trend. To include missed-out consumption,

8 The World Bank (2001h:3) estimates that from 1987 to 1998 $1/day poverty rose more than 20-fold
in the formerly communist countries of East and Central Europe and Central Asia.

The World Bank (2001h:26) agrees that “NSS [National Sample Survey] consumption is an increasingly
smaller fraction of private consumption as estimated in the NAS [national accounts]. NSS consumption
has declined relative to NAS consumption during the past three decades; the two were much closer
in the 1950s and 1960s. ... [PJoverty would show a downward trend during the 1990s (as found by
Bhalla 2000)....It is plausible that the NSS-based poverty numbers are underestimating the rate of
poverty reduction in India.”

o
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Bhalla uses a multiplier, expenditures in national accounts/expenditures in the survey,
to obtain average consumption expenditure, around which the variance is computed
(ibid., 105-126).1°

What measure should we use to measure the effect of growth on poverty? Raval-
lion, Datt, and van de Walle (1991:345-361; U.N. Development Program 2003:67)
discuss the effect of growth on poverty by estimating that a 1-percent LDC per-capita
consumption growth, with income inequality unchanging, would reduce the poverty
percentage, H, by 2 percent yearly. They estimate that the elasticity of the poverty
gap with regard to the Gini index,

(Hy — Hy)/average H

(G2 — Gy)/average G (6-2)

8.4 (where 1 is the earlier time period and 2 is the later time period), is so high that
the effect of a growth of 16 percent in mean consumption, 1985-2000, on poverty
would be offset by a 4.3 percent increase in the Gini index.

Bhalla’s (2002:168-169) global individual income distribution from 1980 to 2000
paints a different picture, showing that income inequality continually fell. Moreover,
his historical statistics indicate that, viewed from the last two centuries, 1980-2000
was not a period when global poverty reduction stagnated, as the World Bank indi-
cates, but was the golden age for poverty reduction. $1/day poverty (1985 $PPP) fell
23.8 percent from 1980 to 2000, yielding the highest, 9.8, percentage-point poverty
reduction per 10 percent growth (ibid., pp 145-146).

He argues that a large number of countries can show worsening income inequality
and yet the world show falling inequality (ibid., p. 181). The main reason is the shift
from the world’s lower class (less than $PPP10/day at 1993 prices) to the world’s
growing middle class ($PPP10-$PPP40/day), especially in China, India, and other
Asian countries. (Figure 6-8 shows the changing composition of that middle class.)

For Bhalla, the important measure is the elasticity of propoor growth, the (per-
centage increase in the consumption growth of the poor)/(percentage increase in the
consumption growth of the nonpoor). If the elasticity is greater than 1, then the pro-
cess is propoor, if less than 1 antipoor. Bhalla points out that some regional elasticities
(sub-Saharan Africa based on consumer surveys, South Asia, and the Middle East)
are less than 1. LDCs as a whole have elasticities close to 2 if you include China and
India but no more than 1 if you exclude them. For the world, both DCs and LDCs,
this elasticity is more than 4, using national-accounts data, and even more than 2,
using consumer survey data (Bhalla 2002:168-172). Consumption by the world’s
poor, driven largely by China and India, grew more rapidly than consumption by the
rich, 1980-2000.

For Bhalla (2002:163), “The disillusionment with the processes of [1980 to 2000]
growth was in large part an unintended outcome of . .. the measurement of poverty

10 Martin Ravallion asks (2003:16): “If you don’t believe the overall survey mean, how can you believe
the distribution obtained from the survey?” Moreover, critics think Bhalla, similar to Sala-i-Martin, is
unclear about whether his data sources indicate consumption or income, or individual or household,
distribution.
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FIGURE 6-8. Share of Each Region in the World’s Middle Class. Share of each region
in the world’s middle-class population (annual income between $3,650 and $14,600
PPP at 1993 prices). Note: To obtain regional distributions of income country data
were pooled using the simple accounting procedure method, a method similar to that
indicated earlier by Sala-I-Martin to obtain approximate shares for each percentile,
even when only quintile data are available. Source: Bhalla 2002:188.

[by the World Bank]. The mixed-up observation [is] due to the mix-up of using
Peter’s poverty (from survey data) and Paul’s income (from national accounts data).”
Despite this valid point, Bhalla is attacking a “straw man,” economists’ “received
wisdom” of stagnant global poverty reduction and growing world inequality and
income divergence from 1980 to 2000. Moreover, Bhalla (2002:206) has too little evi-
dence to indicate that “it definitionally follows [from his study] that growth has been
more than sufficient to reduce poverty.” The IMF economist Jeromin Zettelmeyer
(2003:50) is right that the Bank is correct that “growth is good for the poor but that
eradicating extreme poverty will require extra measures.”

Zettelmeyer (2003:54) ably sums up economists’ current knowledge on the
subject:

Per capita income and consumption growth in the past two decades has been close to
zero in all regions of the developing world except Asia, which has grown very quickly.
Because Asia housed more than three-fourths of the world’s poor, the [world’s]
poverty rate has fallen substantially (by about 0.7 of a percentage point a year since
1990, according to conservative Bank estimates). For the same reason, world indi-
vidual income distribution has probably improved. But the lack of regional growth
outside Asia is disturbing, and even the most optimistic projections predict large and
stagnating poverty levels in Africa in the foreseeable future.

Glenn Firebaugh (2003:22) agrees with Bhalla, in opposition to World Bank
researchers, that globalization, “the world’s spreading industrialization and grow-
ing economic integration in the late twentieth century and early twenty-first,” has
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FIGURE 6-9. Ratio of Between-Nation to Within-Nation Income Inequality
for 199 Nations, 1820-1992. Theil and MLD are measures of inequality.
Sources: Glenn Firebaugh 2003. The New Geography of Global Income
Inequality. Cambridge, Mass.: Harvard University Press, p. 25; and Francois
Bourguignon and Christian Morrisson 2002. “Inequality among World
Citizens: 1820-1992.” American Economic Review 92(4) (September): 736.

reduced global income inequality, compressing inequality across nations and raising
inequality within many nations. During the 19th century, the Industrial Revolution
transformed the world from poverty as a norm in 1820 to a richer world with lower
poverty rates but much greater inequality near the turn of the 20th century and
through the mid-20th century (Figure 6-5; Firebaugh 2003:25). However, during the
second half of the 20th century, inequality across nations slowed dramatically, so that
the between-nation to within-nation inequality ratio stopped growing and eventu-
ally fell (Figure 6-9). During the 1990s, between-nation inequality began declining.
Firebaugh expects within-nation inequality to rise or at least not decline, whereas
between-nation inequality will fall with the continued modernization and industri-
alization of poor nations. However, “since between-nation inequality is the larger
component, global income inequality will decline” (Firebaugh 2003:27). Findings by
Ajit K. Ghose (2003:23-39), a senior economist in the Employment Strategy Depart-
ment of the International Labor Office, are similar to those by Firebaugh.

Early and Late Stages of Development

The Nobel economist Simon Kuznets hypothesized (1955:1-28) that during indus-
trialization, inequality follows an inverted U-shaped curve, first increasing and then
decreasing with economic growth. Initially, growth results in lower income shares
for the poor and higher income shares for the rich. Irma Adelman’s and Cynthia
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Taft Morris’s explanation (1973) for the Kuznets curve presupposes that LDCs are
characterized by a dual economy (Chapter 4) in which the modern sector’s income
and productivity are significantly higher than the traditional sector’s. They indi-
cate that when economic growth and migration from the traditional to the mod-
ern sector begin in a subsistence agrarian economy (production mostly for the use
of the cultivator and his family) through the expansion of a narrow modern sec-
tor (primarily manufacturing, mining, and processing), income inequality typically
increases. Income inequalities have especially worsened where foreign exploitation
of natural resources triggered growth. Data indicate that the income shares of the
poorest 60 percent and middle 20 percent decline significantly in such a context
while the share of the top 5 percent increases strikingly — particularly in low-income
countries with a sharply dualistic economy dominated by traditional or foreign
elites.!!

Once countries move beyond this early stage, further development generates nei-
ther particular increase nor decrease in shares for the top 5 percent. At the very highest
income level of a developing country, broad-based social and economic advances usu-
ally operate to its relative disadvantage, at least if the government enlarges its role in
the economic sphere. However, according to Adelman and Morris, the share of the
top 5 percent increases if more natural resources become available for exploitation.

Middle-income groups are the primary beneficiaries of economic development
beyond the early, dualistic stage. The first more widely based social and economic
advances typically favor the middle sector.

As indicated earlier, the relative position of the poorest 60 percent typically wors-
ens when growth begins. The modern sector competes with the traditional sector
for markets and resources, and the result is a decline in the income shares of the
poor. Such a decline occurred when peasants became landless workers during the
European land consolidation of the 16th through the 19th centuries and when
high-yielding varieties of grains were first used on commercial farms in India and
Pakistan. Even when economic growth becomes more broadly based, the poorest
segments of the population increase their income shares only when the government
expands its role, widening opportunities for education and training for lower-income
groups (Adelman and Morris 1973:178-183; Adelman and Morris 1978:245-273;
Table 6-53).

Do country data over time provide evidence that inequality follows an inverted
U-shaped curve as economic development takes place? Time-series data for indi-
vidual countries are scarce and unreliable, and many LDCs have not yet arrived
at a late enough stage of development to test the declining portion of the upside-
down U curve. However, the time-series data available suggest the plausibility of
the inverted U-shaped curve for DCs. Income concentration in Britain, Germany,
Belgium, the Netherlands, and Denmark increased from preindustrialization to early

11" Adelman and Morris (1973) contend that income, not just income shares, falls in early stages of growth,
but their evidence does not support this.
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TABLE 6-5. Income Shares at Stages of Development

Stages of Income Categories
Development Low 60% Middle 20% High 5%
Early Decline Decline Increase
Middle Decline Increase No change
(unless state
intervenes)
Late Increase Increase Decline
Based on Adelman and Morris (1973).

industrialization and decreased from early to late industrialization. Indeed, in late-
19th-century Europe, inequality was very high and was highest in Britain, where the
top 10 percent received 50 percent of the income and the bottom 20 percent 4 percent.
This distribution is close to that of Brazil and Panama today, where the top 10 percent
receive 40-60 percent and the bottom 20 percent no more than 2 percent. Second,
the most reliable data for today’s LDCs suggest that since 1970, inequality rose in
low-income and lower-middle-income Bangladesh, the Philippines, Colombia, and
Thailand and fell in high-income Taiwan, supporting the inverted U, but declined
in low-income Pakistan, and middle-income Peru and Costa Rica and increased in
upper-middle-income Argentina, Brazil, and Mexico, exceptions to the inverted U
(Williamson 1991:10-13; World Bank 1993b:296-297; Sundrum 1992:117-121;
Kuznets 1963b: 58-67; Lecaillon, Paukert, Morrisson, and Germidis 1984:42-43;
Morris and Adelman 1988; Fields 1980:78-98). Thus, whereas the historical growth
of early industrializing Europe followed an inverted U, the evidence for today’s LDCs
is too mixed and inconclusive to confirm the Kuznets curve.

Low-, Middle-, and High-Income Countries

Evidence for the Kuznets curve is stronger when we classify a group of countries in
a given time period by per capita income levels. The relationship between inequality
(as measured by the Gini index) and gross domestic product per capita is an inverted
U skewed to the right. Figure 6-10, based on World Bank (2003h:14-16, 64-66)
estimates of income distribution in 80 countries (except transitional economies)
during the late 1990s, exemplifies the upside-down U relationship. Ahluwalia and
his collaborators rank income inequality as high if the income share of the poor-
est 40 percent is less than 12 percent of GNP; moderate if it is between 12 and
17 percent; and low if 17 percent and above (Ahluwalia, Carter, and Chenery
1979:299-341; Ahluwalia 1974:1-22). Among the 80, 30 percent of low-income
countries, 52 percent of middle-income countries, and 0 percent of high-income coun-
tries have high income inequality. By contrast, 37 percent of low-income countries,
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FIGURE 6-10. Income Inequality and Per-Capita Income. GNI (Gross National Income) per
capita is for 2003 and Gini coefficient for latest available data (World Bank 2003h, CD-ROM
version), with survey year ranging from 1993 to 2001. Gini = 61.225(7.69) — 811.08/GNI per
capita (—1.07) — 2.650 In GNI per capita (—2.95), with coefficient for In GNI per capita
significant at the 1 percent level (t-statistics are in parentheses).

17 percent of middle-income countries, and 84 percent of high-income countries have
low inequality. Accordingly, income inequality increases as we move from low-to
middle-income countries and declines from middle- to high-income countries, con-
firming the inverted U. The cross-sectional and DC time-series data but 7ot the LDC
time-series data support the hypothesis that inequality follows an inverted U-shaped
curve as per-capita 