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Preface to the third edition

This third edition of The Process of Economic Development offers an up-to-date and compre-
hensive presentation of development economics. Each subject area in this vast, inter-discipli-
nary field has been thoroughly re-analyzed in light of current published material in special-
ized journals, books, and United Nations, World Bank and International Monetary Fund
publications. Limitations of space have led us to condense material in many instances. All
data presented are the most recent available. The revisions have been thorough, comprehen-
sive, and painstaking, even as the basic format of the book has remained much the same.

The current state of economic development is distinct in many ways from that in which
the initial chapters of the first edition of this book were written in 1993. Practitioners
and observers in the field were then growing acclimatized to the so-called “Washington
Consensus”. Briefly put, this was the encapsulation of mainstream development thinking in
the early 1990s. What poor nations needed, it was argued, was not more capital or technological
capacity or infrastructure or land redistribution, all ideas that had played a prominent role in
development economics since the inception of the field in the aftermath of the Second World
War. Rather than resources, particularly physical capital, poor nations essentially needed
better organization. Better organization was something of a code word that meant, primarily,
shifting resources away from the state sector into areas assumed to be of much higher value
in the private sector.

According to the Washington Consensus — a set of ideas held in common by the power
triad in Washington D.C. composed of the International Monetary Fund, the World Bank,
and the US Government, assisted by privately funded think tanks such as the American
Enterprise Institute — developing nations should sell off their state-owned assets in mines,
manufacturing plants, and most infrastructure. And they were urged to reduce all tariffs and
quotas, and to minimize domestic content laws and restrictions on foreign ownership. In
other words, the more laissez-faire the better. An unfettered market system was capable of
taking less-developed nations from poverty to development. Too much government was the
problem in too many economies.

Deregulation of prices and the elimination of subsidies would also help set developing
nations on an upward path. In short, developing nations were told they would be better off
if they dispensed with many of the policies that had been utilized in the past by the econo-
mies that are now considered to be developed. Of course, it was argued, developing nations,
guided by market forces rather than ill-advised state direction, could benefit from some
resource supplement in the form of foreign direct investment. Transnational corporations,
the Washington Consensus argued, would bring not only needed capital, but also learning
and technological capacity.

This perspective shaped new policies in many economies around the world beginning
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in the 1980s, especially in Latin America, but also in Eastern Europe and Asia. The result?
Many developing nations experienced what came to be called a “lost decade,” with economic
growth rates sagging and, far too often, per capita income levels falling.

Not all economies suffered this fate, because not all economies followed the Washington
Consensus recommendations. Some nations, at first concentrated in East Asia, but since
spreading to other economies, took another path. Much of this book is designed around
understanding how that “process” of economic development took place and how other econ-
omies might follow suit. Development does not take place in a vacuum. Both the state and
the private sector have essential, and complementary, roles to play. They always have, and
they always will.

We never accepted the Washington Consensus as a valid approach to development
economics, even though there might have been elements of truth to parts of the analysis
offered. Our original attempt to write a different development text beginning with the first
edition was not based simply on dissent from the prevailing policy orthodoxy. Rather, we
were more concerned about the great themes in development economics that were generally
absent from or inadequately portrayed in the existing books on development economics.

There was insufficient material on several matters that we have addressed here as
completely as space would permit, such as: (1) endogenous growth theory; (2) technology;
(3) income distribution; (4) agriculture; (5) the colonial legacy and its (mis)shaping of
institutions; (6) the underlying importance of heterodox economic ideas as expressed by
Hans Singer, Raul Prebisch, Gunnar Myrdal, and numerous others; (7) the often defining
role played by the IMF, the World Bank, and aid programs in poor nations; (8) the role
of multinational corporations; and (9) the centrality of fundamental structural change via
properly orchestrated industrialization.

We also felt that, particularly beginning in the early 1990s, when a polemic arose over
the interpretation of East Asia’s rapid economic ascent, the at times divisive issue of “state
versus market” needed to be recast. Too much ideology too often clouded the facts. The state
needed to be brought back into the center of development economics as the facilitator of
progress it has been in the past. The lessons of Asia’s development needed clearer contrast
to development policies attempted in Latin America from the 1930s through the 1970s. You
will see that these themes appear frequently throughout the text.

Finally, we felt that many books on development economics failed to present a comprehen-
sive, interlocking, understanding of the various issues, concepts, and theories that needed
presentation. As a consequence, not only are all of the above topics given a chapter-length
treatment in this book, they and other more standard topics are continually cross-referenced
with the objective of providing a comprehensive view on development economics that is
much greater than the sum of the parts of this book. This text is different, too, from many
development books in which the chapters seem to be different “boxes” on distinct themes.
We think there is an integrated “story”” of how development takes place that is comprehensible
and connected.

Nearly two decades after first beginning this project, it is an encouraging sign that: (1) the
Washington Consensus is crumbling (sometimes disguised now, but far from gone); (2) it is
widely accepted that the colonial legacy was crucial in terms of imposing lasting distortions
on many nations; (3) endogenous growth theory has been given its due (if not more so); (4)
agriculture is once again a major theme, including being the subject of the World Development
Report 2007; (5) a renewed interest in Schumpeter has brought with it a focus on the crucial
importance of technology and innovation; (6) employing a broader-based institutional analysis
became increasingly acceptable in the late 1990s; (7) questions of income distribution and
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poverty have again more directly found their way into development economics; and (8) the
international community has committed, at least on paper in the Millennium Develop-
ment Goals, to dramatically reduce the debilitating poverty that still afflicts one-third of
humanity.

More important for us, however, than seeing these themes we dealt with from the beginning
become almost mainstream is the fact that the underlying conditions for developing nations
have dramatically changed for the better. And change has come from a totally unexpected, but
welcome, quarter, and that is from growing trade. From 2003 through 2007, according to the
UN’s data and projections in the World Economic Situation and Prospect, 2007, developing
nations have enjoyed five years of rapid growth of output, as measured by gross domestic
product (GDP). Less-developed economies have been growing, on average, at the rate of 6.2
percent per year. Nothing like this has been experienced since the 1970s.

Population growth rates also have been falling. This means that, on a per capita basis,
income growth is all that much greater. This satisfying turn-around from the dismal 1980s
and dragging 1990s has been due to a global commodities boom. Only a few countries have
been left out: those that have historically specialized in the few primary commodities that are
sinking, such as coffee, and those that have specialized in labor-intensive, low-technology
manufactured goods for export.

When scanning the newspapers or watching the evening news or reading the headlines on
Yahoo, it is common to find wrenching photographic evidence of poverty and despair, often
in Africa. It is, therefore, worth noting that Africa is in the midst of an economic revival, the
first good news on economic growth the continent as a whole has had in more than twenty
years. From 2003 to 2007, the average rate of economic growth was 5.2 percent, and it was
slightly higher, 5.5 percent, in Sub-Saharan Aftrica, where growth has been nil or negative
for far too long.

The potential for lasting transformation in the developing world is present, even in regions
that have commonly been thought to be desperate. Economic progress is not only possible, it
is happening. More needs to be done, of course, much more in some places, but the direction
of change since 2000 has been promising. Perhaps, just perhaps, the Millennium Development
Goals discussed in Chapter 1 will be met by their target date of 2015. There is hope, and
building on hope and moving forward is what this book is all about.
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1  The development imperative

No society can surely be flourishing and happy, of which the far greater part of the members
are poor and miserable.
Adam Smith, The Wealth of Nations

Working for a World Free of Poverty
Heading on the World Bank website

After reading and studying this chapter, you should better understand:

» trends in poverty rates and some of its human and social costs;

+ differences in income levels amongst regions;

e trends in economic growth in different regions;

» the extent of inequality in the distribution of income and in participation in
economic and social life by the world’s poor;

» the obstacles to development, both internal and external, that tend to thwart
economic, social, and human development;

» the significance of fundamental structural change and of technological and institu-
tional innovation to more rapid progress in the future.

Why study economic development?

On September 11, 2001, the Twin Towers of the World Trade Center in New York City collapsed
after being struck by two commercial airliners commandeered by suicide terrorists. Another
aircraft stuck the Pentagon in Washington, D.C., and a fourth crashed into an open field in Penn-
sylvania after the passengers overcame the hijackers, who may have had the White House, the
home of the US President, as their target. All told, nearly 3,000 perished in the attacks. The world
community responded to this aggression with outrage and support, both material and moral.

On December 26, 2004, the second-most powerful earthquake ever recorded struck in the
Indian Ocean, setting off a series of tsunamis that struck coastal areas of Indonesia, Thailand,
Sri Lanka, India, Somalia, and other countries on the east coast of Africa. Some 187,000 died
from these devastating walls of water and rising tides, with another 43,000 listed as missing.
Again, the world’s nations and people reacted rapidly to this tragedy, seen over and over again
on television and via the internet, with an outpouring of financial aid and direct assistance.

What do these two events have to do with economic development? Wasn’t 9/11 a tragic
political attack, while the tsunami was an unpredictable natural catastrophe? What does either
have to do with economics and the subject of this book? The answer, in both cases, is: a lot.
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Many of those killed by the tsunamis were the very poor who lived in low-lying areas
prone to flooding from the yearly monsoons. They lived on marginal lands that should not
have been occupied at all or, if they were to be occupied, should have been protected from
the ravages of natural disasters that are common and expected occurrences. A tsunami of
the size that stuck in 2004 is, thankfully, a very rare occurrence, but low-quality housing
construction and the absence of man-made barriers to flooding contributed to the deadly
outcome. With greater economic progress in the affected countries, human devastation from
future natural disasters could be reduced dramatically.

What about the attack on the World Trade Center? Surely that cannot be linked to issues of
economic development? Read what economist Jeffrey Sachs (2005: 215) has to say:

terrorism has complex and varying causes. ... To fight terrorism, we will need to fight
poverty and deprivation as well ... we need to address the underlying weaknesses of
the societies in which terrorism lurks — extreme poverty; mass unmet needs for jobs,
incomes, and dignity; and the political and economic instability that results from
degrading human conditions.

So, economic development is about life-and-death issues. Literally. And consider this fact.
As tragic and horrific as the 9/11 attack was, some 35,000 children under the age of five die
daily in the less-developed world — the equivalent of more than ten 9/11s every single day,
day after day, year after year! This adds up to more than 12 million children who perish every
year from largely preventable illnesses (UNDP 2001: 9; World Bank 1993a: 1; WHO 1994).
Let us repeat that: millions of young children die each year in the less-developed world from
treatable illnesses, not natural disasters or political conflict that seem to attract the world’s
attention.

This works out to roughly 1,400 preventable deaths every hour of every day of every week
and of every month of the year, children whose lives end before they really have an oppor-
tunity to begin. More than half of these deaths are due to respiratory illnesses or to diarrhoea
and the severe dehydration that can ensue, though of course the children’s weakened condi-
tion is exacerbated by malnutrition that results in a vicious circle of hunger and disease (see
Focus 1.1 Saving lives: ORT).! These are sobering numbers and may be difficult to grasp as
aggregate abstractions. Think of this: in the roughly ten seconds it has taken you to read this
paragraph, five more children in the less-developed world will have died, and they will have
perished unnecessarily.?

Adults also die in pointless numbers in the less-developed world: more than seven million
each year from illnesses such as tuberculosis and malaria and other diseases that could be
prevented or cured at a relatively small cost to society, illnesses that are almost unknown in
most developed nations. Most of these deaths are rooted in extreme poverty and depriva-
tion, including famine and sometimes civil war. They are human losses that, in our modern
and affluent times, are not the result of any lack of human knowledge about how to prevent
them.? The means to prevent this waste of human life is at hand; what is lacking seems to be
the will.

If all this were not bad enough, since the 1980s the HIV/AIDS epidemic in many African
countries has decimated and even reversed what limited progress there had been on the
health and poverty fronts, with some nations, such as Botswana and Zimbabwe, especially
hard hit. In confronting these and other problems, many of the barriers to progress in the
less-developed countries seem to continue to be found in obstinate economic, political, and
social structures that remain resistant to the changes that could make extreme poverty and
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FOCUS 1.1 SAVING LIVES: ORT

Imagine yourself for a moment as a rural villager in a less-developed nation with a young
child in your care who develops diarrhoea. How did this child become sick? Was it from
drinking water fetched from a river? From a well? An irrigation ditch? What would you do
to prevent the illness from becoming life threatening, regardless of the cause?

Here’s the threat. Diarrhoea causes the body to throw off more water than can be
reabsorbed. Death can result if more than 15 percent of the body’s fluid is lost. What
does this child need? What can you do to prevent dehydration and death? Clinics,
phone calls, medicine, and a visit to a pharmacy are not options! You must come up with
a home remedy. And fast! Think carefully about what you would do to save this child’s life
before reading on.

Did you decide to give the child water? That seems to make sense to replace the water
being lost. If so, will that be sufficient to stop the diarrhoea and prevent the plunge into
fatal dehydration?

It is important to remember that along with the loss of water due to the diarrhoea, sodium
(salt) is also washed away. There is a fairly precise concentration of sodium in the human
blood supply required for the body to function properly. With diarrhoea, this balance is upset
as the kidneys, which normally regulate the salt level in the blood supply, are unable to
maintain the proper balance. What the sick body needs is both sodium and more liquid, but
the illness disturbs this delicate equilibrium and threatens survival. If you thought more liquid
alone was the solution, you may have contributed to the death of the child under your care!

The necessary remedy is called “oral rehydration therapy” or ORT. Simply providing the
sick child with water to drink — which may have been the immediate cause of the diarrhoea
in the first instance — is not enough. Nor, interestingly, is water mixed with salt. Because
of the diarrhoea, the body cannot absorb the salt properly, with the result that excess salt
gets stored in the intestinal tract and causes more water to pass into the intestine, actu-
ally worsening the diarrhoea. However, a mixture of water, salt and sugar (glucose) will
work, allowing the salt to be properly processed by the body and for water retention to be
increased and the dehydration process halted.

A mixture of glucose (20 grams), sodium chloride (salt, 3.5 grams), sodium citrate (citric
salt, 2.5 grams) and potassium chloride (1.5 grams) in one litre of clean water provides the
ideal mixture for ORT. However, mixing salt and sugar in water in roughly the right propor-
tions will also work fine. ORT must be initiated quickly, before the dehydration becomes
too severe. If it is not, intravenous rehydration may be the only alternative.

Why do so many children die each year if the means to halt the dehydration is seemingly so
simple? Lack of knowledge about what must be done, and that for children that action must
be swift, is part of the problem. Simple hands-on exercises in primary school classes could
help to spread the knowledge at a very low cost. Instead of abstract adding and subtraction
in mathematics lessons, the measuring and combining of clean water, salt, and sugar in the
recommended proportions could transmit information to millions of children who could then
educate their families about how to respond when someone falls ill with diarrhoea.

Source: Foster 1992: 197-8

privation — and millions of deaths from poverty-related illnesses each year — the relics of
history they deserve to be (World Bank 1993a: 116; 2000: 4-5).

Not all of the blame for this on-going tragedy of death and poverty can be placed on the
affected countries. The developed nations have failed to carry through on their oft-professed
promises and responsibilities to assist the poorest of the poor nations in escaping from the
trap of deprivation in which so many millions continue to live. On this, we shall have more
to say later in this chapter.
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Poverty in the less-developed world

Table 1.1 provides an overview of the extent of poverty facing the less-developed nations.
In 1985, one out of every three persons, some 1,116 million men, women, and children,
were “extremely poor” by the World Bank’s classification of having less than the equivalent
of about $1 a day per person to meet their needs. By 2002, this number had fallen slightly
to 1,015 million persons in poverty. Former World Bank president Robert McNamara
called these people the “absolute poor,” human beings who suffer “a condition of life so
degraded by disease, illiteracy, malnutrition, and squalor as to deny its victims basic human

Table 1.1 Extent of world poverty and the poverty gap

Part I. 1985
Region Extremely Poor (%) Millions of Poverty gap®
poor (%) poor

East Asia 9 20 280 1

China 8 20 210 3

Latin America 12 19 70 1
and Caribbean

Middle Eastand 21 31 60 2
North Africa

South Asia 29 51 520 10

India 33 55 420 12

Sub-Saharan 30 47 180 11
Africa

All less-developed 18 33 1,116 3

countries

Part 11. 1981-2004 Percentage of population living on less than $1 per day
1981 1984 1987 1990 1993 1996 1999 2004 Poverty gap

(2004)

East Asia and 577 389 280 296 249 166 157 9.0

Pacific
China 63.8 41.0 285 33.0 284 174 17.8 125 2.1
Latin America 9.7 118 109 11.3 11.3  10.7 10.5 8.6

and Caribbean
Middle East and 5.1 3.8 32 2.3 1.6 2.0 2.6 1.5

North Africa
South Asia 51.5 468 450 413 40.1 366 322 308
India 7.9
Sub-Saharan 41.6 463 468 446 440 456 457 41.1

Africa
Total 404 328 284 279 263 228 218 18.1

Source: World Bank 1990: Table 2.1, p. 29; 2000: Table A.1, p. 13; data from World Bank website. The $1 a day
(actually now $1.08) standard is based on a fixed, real 1993 price base, that is, it is adjusted for inflation.

Note
a The “poverty gap” is the percentage by which the aggregate income of the poor falls short of the poverty line.
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necessities. ... [It] is life at the very margin of physical existence.” As McNamara suggested,
the wretched condition of life of the absolute poor is almost beyond the power of under-
standing of those who live in developed countries (McNamara 1976: 5).

If the cut-off line for poverty is extended to $2 a day, some 2.6 billion individuals fell
below that standard in 2002, just a bit less than half the world’s population. This is a larger
number of poor than in 1985 (World Bank data).

Part II of Table 1.1 shows the evolution of extreme poverty (< $1 a day) for all the less-
developed regions. Overall, the incidence of extreme poverty by 2004 had fallen by more
than half compared to 1981. That is good news. Of course, world population has grown too,
so the number of persons in extreme poverty had declined by less than 50 percent, from 1.5
billion in 1981 to about 968 million in 2004.

What is disheartening is the relatively small decrease in poverty in some of the regions
shown in Part IT of Table 1.1, not to mention the increase in the incidence of poverty in Africa
in the early 1990s. The decline in the share of the population in poverty in East Asia from 20
percent of the region’s population in 1985 (Part I of Table 1.1) to 9.0 percent in 2004 (and
even lower when China is excluded) is one of the success stories of the past two decades,
one that will be highlighted throughout this text. Still, poverty levels remain agonizingly
high, reducing opportunities for the poor and their children over the future in a vicious circle.
Quoting the World Bank from more than a decade ago: “more than 1 billion people, one-fifth
of the world’s population, live on less than one dollar a day — a standard that Western Europe
and the United States attained two hundred years ago” (World Bank 1991: 1). This is still true
today. It is also important to recognize that the incidence of poverty is not gender-neutral,
something the aggregate figures in the table obscure: “Poverty has a woman’s face — of 1.3
billion people in poverty 70% are women [female]” (UNDP 1995: 4).

With the exception of the last column of both Part I and Part II, the numbers in Table 1.1
provide what is called a “headcount” of the numbers of poor falling below the poverty line.
Such a measure does not distinguish between those whose incomes are far below the poverty
line and who hence need more assistance to reach the poverty threshold and those whose
incomes already have brought them closer to the income level needed to escape official
poverty. The headcount measure of poverty simply counts all persons below some income
level as poor. The headcount measure is thus not at all sensitive to the severity of the poverty
situation of those counted as poor; it treats all poor as if they were somehow the same simply
because all have income less than $1 or $2 per day.

The condition of being poor, however, is not the same for all those who are so classified.
Imagine, for example, one country with half its population below the poverty line, but each
is only 10 percent per day away from the poverty level of income. That is poverty of quite
a different magnitude from another country which also has half its population below the
poverty line, but each is 25 percent per day away from escaping poverty. The headcount
measure of poverty, by simply adding up how many people fall below the poverty line, fails
to capture this distinction and both countries will be counted as having 50 percent of their
citizens in poverty by the headcount measure. Obviously, however, the severity of poverty
in the first country is substantially less than in the second. There is another way to measure
poverty that considers this issue.

The last columns of Table 1.1 provide this alternative perspective on measuring poverty.
The concept of the “poverty gap” captures the severity of the poor’s plight. It is the additional
amount of consumption (or income) that must be generated by a country to bring all the
poor above the poverty line. The poverty gap is measured as a percentage of a region’s (or
a country’s) total current consumption (or it could be measured as a percentage of income)
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that must be created and received by the poor in the right amounts to bring each family’s
income above the poverty line. For some regions of the world and for some countries the
poverty gap was as low as 1-2 percent of current consumption in 1985; in other regions, the
poverty gap was as high as 10—12 percent of total consumption. Part II of Table 1.1 shows
the poverty gap for China and India in 2004. More recent data is available on the poverty
gap for individual economies, not regions, as the note to this paragraph shows, but it is not
uniform by years and thus is not so easily displayed for comparison.*

For all the less-developed nations, an increase in income equivalent to about 3—4 percent
of current consumption received in the right amounts by each family or individual in poverty
would have been sufficient to shift all the poor above the World Bank’s $2 per day poverty
line in 1985. Though we do not have access to regional data in 2004, both China’s and India’s
poverty gaps were smaller than they were in 1985. Thus it might be reasonable to assume that
there has been some decrease in the aggregate poverty gap between 1985 and 2004, so that
it perhaps is in the 2-3 percent range.

Obviously, to accomplish the long-term goal of a world without poverty, a simple transfer
of income from better-off citizens to the poor is not the ultimate means or goal. Reducing
poverty is not about transfers of income, except in the short run to alleviate the worst kinds
of suffering. Rather, a permanent reduction in poverty requires a sufficient increase in
production, jobs, and incomes for the now poor such that they are no longer poverty-stricken
and remain non-poor through their own efforts, not handouts.

This objective of a permanent increase in income and output that reaches the poor in the
magnitudes shown in Table 1.1 would not seem to be an overwhelmingly large technical
barrier. For example, India could resolve to generate sufficient extra income and output in
the economy over a generation to contribute to an increase in the income of the poor in the
amount equal to 8 percent of total consumption. Over ten or fifteen or certainly twenty-five
years, this does not seem to be a technically unattainable goal, amounting to an increase in
total consumption on the order of less than 1 percent per year.

The possibility of fully eradicating poverty would seem to be within reach. It is not an
impossible aspiration requiring super-human efforts beyond current resource capabilities.
Greater productivity of labor and a better distribution of the world’s productive resources,
both human and physical, are what are needed to effect a long-term decrease in the poverty
profile. It is a reasonable and humane objective for all the less-developed nations to target the
elimination of absolute poverty from within their borders. It is a goal that the World Bank has
embraced, with the target of cutting poverty in half by 2015 (World Bank 2000: 5-6; also see
UNDP 2001: 22-5). Even for the poorest nations, the magnitude of the increase in output and
income required to reduce poverty is within their grasp over a medium-range period of time
with the right policies, the right decisions, and the requisite political will (see Focus 1.2).

The relatively modest size of the poverty gap compared to current incomes in the less-
developed world strongly suggests that poverty is a problem of distribution, and not only
of income, but especially of access to society’s productive resources, particularly human
capital-enhancing assets like education and other training. The existence of world poverty
does not appear to be the consequence of a fundamental shortfall in aggregate productive
capacity given the fairly small size of the poverty gap in most regions. Eradication of abso-
lute poverty is a political-economic problem, not a technical matter. Ending absolute poverty
is a challenge of political will and to existing political and economic power structures.

Poverty is not just measured by a shortfall in income, of course. Low incomes have real
consequences. For example, of the approximately 4.6 billion people in the less-developed
countries 968 million persons lacked access to “improved water sources”; 2.4 million were
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FOCUS 1.2 THE MILLENNIUM DEVELOPMENT GOALS

On September 8, 2000, the United Nations General Assembly adopted the Millennium
Declaration. The Millennium Development Goals (MDGs) emerged as a means to meet
some of the aspirations of the Millennium Declaration. The Secretary-General of the UN
issues an annual report on progress toward meeting these goals (see the World Bank
website for more details: http://www.worldbank.org, “Topics”). Throughout this and
following chapters, we will look at how specific MDGs are being met.

The MDGs comprise eight broad goals and fifteen more specific “target” policies to
reach those goals. The success of reaching these targets is measured by fifty-three indi-
vidual quantitative indicators.

The MDGs represent concrete objectives of the entire international community for
reducing the ravages of poverty by 2015. Yes, 2015. The approval of these goals by
all the members of the UN demonstrates the importance the international commu-
nity, including the World Bank, places upon reducing poverty, improving health care,
expanding educational opportunities, and promoting sustainability for hundreds of
millions of poor people around the world. This unified effort of the world community
recognizes that all economies are connected and that severe poverty affects us all,
directly or indirectly.

Goal 1 Eradicate extreme poverty and hunger

Target 1: Halve, between 1990 and 2015, the proportion of people whose income is less
than $1 a day

Target 2: Halve, between 1990 and 2015, the proportion of people who suffer from
hunger

Goal 2 Achieve universal primary education

Target 3: Ensure that, by 2015, children everywhere, boys and girls alike, will be able to
complete a full course of primary schooling

Goal 3 Promote gender equality and empower women

Target 4: Eliminate gender disparity in primary and secondary education preferably by
2005 and in all levels of education no later than 2015

Goal 4 Reduce child mortality
Target 5: Reduce by two-thirds, between 1990 and 2015, the under-five mortality rate
Goal 5 Improve maternal health

Target 6: Reduce by three-quarters, between 1990 and 2015, the maternal mortality
ratio

Goal 6 Combat HIV/AIDS, malaria, and other diseases
Target 7: Have halted by 2015 and begun to reverse the spread of HIV/AIDS

Target 8: Have halted by 2015 and begun to reverse the incidence of malaria and other
major diseases

Goal 7 Ensure environmental sustainability

Target 9: Integrate the principles of sustainable development into country policies and
programs and reverse the loss of environmental resources

Target 10: Halve, by 2015, the proportion of people without sustainable access to safe
drinking water and basic sanitation

Target 11: Have achieved, by 2020, a significant improvement in the lives of at least 100
million slum dwellers

Continued
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Goal 8 Develop a global partnership for development

Target 12: Develop further an open, rule-based, predictable, non-discriminatory trading
and financial system (includes a commitment to good governance, development, and
poverty reduction — both nationally and internationally)

Target 13: Address the special needs of the least developed countries (includes tariff- and
quota-free access for exports, enhanced program of debt relief for HIPCs and cancel-
lation of official bilateral debt, and more generous ODA for countries committed to
poverty reduction)

Target 14: Address the special needs of landlocked countries and small island developing
states

Target 15: Deal comprehensively with the debt problems of developing countries through
national and international measures in order to make debt sustainable in the long term

Target 16: In cooperation with developing countries, develop and implement strategies for
decent and productive work for youth

Target 17: In cooperation with pharmaceutical companies, provide access to affordable
essential drugs in developing countries

Target 18: In cooperation with the private sector, make available the benefits of new tech-
nologies, especially information and communications

FOCUS 1.3 MDG GOAL 1: ERADICATE EXTREME POVERTY AND
HUNGER

Meeting MDG Targets 1 and 2 would reduce by half the share of the population with incomes
of less than $1 per day and of those suffering from hunger. A glance back at Table 1.1 shows
that there has been substantial progress toward achieving Target 1. In 1990, 27.9 percent of
the less-developed world’s population received less than $1 per day; by 2004, the propor-
tion of the population in the LDCs with incomes below the $1 per day standard had dropped
to 18.1 percent. This represents substantial progress in the incidence of extreme poverty,
though more obviously remains to be done if the 50 percent reduction by 2015 is to be
reached.

One region (East Asia and the Pacific) has already met MDG Target 1; China’s progress
in reducing poverty in that region has been extraordinary. The Middle East and North Africa
are close to meeting Target 1. There was an increase in the incidence of poverty after 1990
in Europe and Central Asia, primarily due to the collapse of the former Soviet bloc; the
trend now seems to be downward. Progress in South Asia (with India and its large popula-
tion) has been below average, with the share of the population receiving less than $1 a
day falling by less than 25 percent. Clearly, to reach the goal of a 50 percent reduction,
progress needs to be more rapid in this region.

Sub-Saharan Africa, unfortunately, has seen almost no movement toward reducing
extreme poverty. If the MDG goals are going to be reached in any meaningful way, the
international community needs to find ways to kick-start development in Sub-Saharan
Africa. In future chapters we shall see that it is this region where progress toward develop-
ment has been the weakest, with tragic consequences.

In 2002, despite the more than 30 percent decline in the incidence of overall poverty
since the MDGs were announced, 1,015 million persons still fell below the $1 per day
poverty line, compared to 1,218 million in 1990, a decrease in the absolute number of
poor of only 16.7 percent. The number of extremely poor in Sub-Saharan Africa actually
increased by more than a third (from 227 million to 303 million) because of the lack of
progress in reducing the incidence of poverty.
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without proper sanitation; 854 million adults were illiterate (64 percent of whom were
women); 34 million were infected with HIV/AIDS, the great majority of these in Africa;
and 2.2 million persons were dying annually from indoor air pollution from, particularly,
exposure to toxic fumes from wood-burning cooking (the data is for the late 1990s and 2000;
UNDP 2001: 9, 13).

The good news, despite these sobering statistics on poverty, is that there have been undeni-
able improvements in living standards in the less-developed world since 1970. Life expect-
ancy at birth rose absolutely and relatively compared to the developed world, from forty-six
years in 1960, when it was equal to 67 percent of life expectancy in the developed nations, to
sixty-five years in 2005, which is equal to 82 percent of the level achieved in the developed
countries. Infant mortality between birth and age one fell from 149 per 1,000 live births in
1960 to 56 in 2005. Adult literacy rose from 46 percent to nearly 80 percent over the same
period to 2005, though in the least-developed nations 70 percent of all adults and only half

FOCUS 1.4 PROGRESS AND REGRESS, WINNERS AND LOSERS

We have relied above on some statistical data to get a “snap-shot” of the situation of
poverty in the less-developed world. It is important and instructive to collect and try to
understand some of this data yourself.

To get you started in that direction, and if you have access to the internet, go to the
website of the World Bank, http://www.worldbank.org (alternatively, look for a recent issue
of the World Bank’s World Development Report, which will have similar data, though what
is now available is substantially less in the print edition than was available in the past).
Click on “Data & Research” in the “Key Statistics” column and then “Data by Country”.
You are going to use the “Country Profiles” drop-down menu in the middle of that page to
find the following information.

Find data for Brazil, China, Costa Rica, Kenya, Korea (Rep.), Mexico, Pakistan, Sri Lanka,
and Zimbabwe for the following social and economic variables for the most recent year
available: mortality rate, infant; malnutrition prevalence; life expectancy at birth; improved
water source; school enrolment, primary; and the population growth rate.

What “picture” does this data give you about each of these countries? What general
conclusions can you draw about these countries just using this data as your source of
information? Which country do you think is “best off”? Which is “worst off”’? Rank these
countries from best to worst using these indicators alone as your guide. You will have to
decide which indicators are more important to your ranking and which are less important.

Now, record the income per person (GNI per capita) for each of the countries from the
same tables. Rank the countries again from best to worst using only the GNI per capita
data. Is this ranking of countries substantially different from the first ranking you did using
the social and economic variables? If there is a difference in your ranking of countries,
what is the significance of that?

What about poverty levels in these countries? Does the country you rank first have the
lowest level of poverty? Does the country you rank last have the highest rate of poverty?
Let’s see.

Go back to the main World Bank website link above. Click again on “Data & Research.”
In the “Key Statistics” column, choose “Data by Topic” from the drop-down menu. Choose
the “Poverty” link and then record the data for each of the above countries for “poverty
gap at $1 a day” and the “poverty headcount ratio.” Does the incidence of poverty in the
countries match what you thought it would be, given your previous rankings of the coun-
tries? Did the “poorest” country have the highest incidence of poverty? The “richest” have
the lowest incidence of poverty? If there are discrepancies, can you explain them?
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of adult females could be classified as literate (see Focus 1.4 Progress and Regress, Winners
and Losers).

Except for the last figures, all of the above are average values. In general, women do
not fare as well as men on these social indicators. Rural areas suffer relative to urban
areas, and ethnic groups and different social classes often have widely diverging outcomes
as well. One can find nations that have made, at best, only modest progress on the path
toward fuller economic and social development. But there are reasons to be hopeful in
many nations.

There remains much to be done to bring as many persons as possible out of poverty and
the deprivation it produces and that is one reason why understanding how economic develop-
ment takes place is so important.

The development enigma

It was the disturbing reality of world poverty, of a sharp division between rich nations and poor
nations and within nations, and of so much human suffering in far too many countries that first
brought us, in the late 1960s and early 1970s, to be keenly interested in development economics
and the problems of what was then called the “Third World.”” Why, we asked ourselves, when
crossing the international border between the United States and Mexico from San Diego to
Tijuana, did we witness such a dramatic and obvious change in incomes, living standards, and
levels of human development? After all, the boundary between these two nations is an artificial
political division. The geography on one side of the frontier is much like that on the other; in
fact, until the mid-1800s, these lands still were all part of one nation, Mexico.

Why, then, does one enter after only a few steps or a short drive across the boundary into
Mexico, not only a different world culturally and linguistically, but also one so unquestion-
ably poorer and with fewer possibilities for individuals to realize their full potential when
compared to the United States?

Other similar enigmas come easily to mind. Why is so much of Africa substantially
less developed and poorer than Latin America (see Table 1.2 below), though both regions

Table 1.2 Average income per capita and growth rates of per capita output

Income per capita® Annual % change in real output®

1970 1980 2000 2005 1980-1990 1990-2000 2000-2005

Less-developed economies 222 702 1,155 1,742 1.03 2.14 3.89

East Asia and Pacific 122 294 907 1,628 5.38 7.08 7.32

Latin America and 579 2,053 3,770 4,157 —0.87 1.62 1.13
Caribbean

Middle East and 256 1,266 1,662 2,223 —0.05 1.76 2.07
North Africa

South Asia 117 264 444 693 3.37 3.21 4.71

Sub-Saharan Africa 207 662 485 743 -1.04 -0.34 2.05

Developed economies 2,918 10,456 26,305 34,962 2.62 1.87 1.40

Source: World Bank, World Development Indicators Online.

Notes
a Gross National Income (GNI) per capita, in US dollars
b Of per capita Gross Domestic Product (GDP) in 2000 dollars
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are considered part of the less-developed world? What accounts for the recent economic
success of some East Asian countries, like South Korea and Taiwan, or, taking a slightly
longer time span, of Japan, such that they seem to have passed over the threshold from
underdevelopment to development? Why does India, with its large number of highly
educated citizens and its immense potential market, remain one of the most impoverished
nations, while other countries — again, South Korea is an illustration — with a skilled and
educated labor force have been able to make the transition toward higher and more equitable
levels of economic development? How has China, the most populated nation on earth, been
able to make such remarkable progress that it went from being poorer than India to having
nearly three times the income per person?

These are the sorts of incongruities and conundrums — and the list could be extended quite
easily — that both vex and excite those interested in the problems of economic development.
Trying to formulate reasonable explanations for such observed disparities, and, by extension,
suggesting what might be done to overcome the barriers that retard economic, social, and
human development is what development economics is all about.

It is on this adventure into theory and reality that we are about to embark. There are no
easy answers that apply always and everywhere. There is no magic, one-stop, cure-all solu-
tion that can be offered that applies to every country in all parts of the world. Becoming more
developed is a challenge that requires vision and hard work from both the leaders of nations
and their citizens. Nonetheless, there are patterns and lessons to be learned from successful
as well as unsuccessful development experiences that can help those with the power and the
will to move their economies and nations forward.

It is to these patterns and regularities based upon the concrete historical experiences of
successful and failed development episodes that we shall turn repeatedly. We are looking for
the critical signposts that mark the “process” of development, such that it will be possible to
determine what, broadly speaking, needs to be done and what should be avoided if progress
is to be made.

Many abstract theories about how to develop have been advanced by economists, and
some of these will be considered in later chapters. Such theories are an integral part of devel-
opment economics and provide an important historical window on how economists have
thought and continue to think about development.

Also of importance for less-developed nations are the concrete, positive, historical experi-
ences of successful developers. We shall be looking to the lessons that can be gleaned from
the rapid growth of Japan, South Korea, Taiwan, and Hong Kong, as well as other nations
of that region that the World Bank calls the “High-Performing Asian Economies” (HPAEs).®
China’s amazing rates of growth over more than two decades provide lessons too, though in
many ways what is happening there affirms what others have done before them. The analysis
and recommendations for action in subsequent chapters often are based upon the lessons of
the HPAEs and the now-developed nations, as well as contrasts with less productive cases
of transformation, such as the Latin American economies, where the growth process slowed
dramatically after initial successes.

Underlying our interest in development there exists a definite moral dimension. For us,
development is about realizing very fundamental human values and finding the means to
extend the fruits of these values to the greatest majority of the world’s population. These
human values include, but are not limited to:

»  the opportunity for meaningful employment and the possibility to provide for one’s self
and family;
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» Sufficient food, shelter, and other amenities for a decent and meaningful life above the
poverty line;

»  the opportunity to pursue education and the increased quality of life it promises;

e areasonable level of health care;

*  Social security for old age;

+ democracy and political participation in the life of the community and society;

» equal treatment under the law and in the economy, regardless of race, gender, class,
ethnicity, religion, nationality, or other differences; and

»  respect for individual dignity.

This listing of development goals is not meant to be all-inclusive. It is intended simply to
touch upon at least some of the primary ingredients toward which development, and not just
economic development, is directed. We will have more to say on this in the following chapter.

For us, and we hope for you too, economic development is of the utmost interest and of
the gravest consequence. It touches our shared humanity. The great economists of the eight-
eenth, nineteenth, and early twentieth centuries — Adam Smith, David Ricardo, John Stuart
Mill, Karl Marx, Alfred Marshall — were inspired by a profound concern for understanding
the roots of economic wealth and the reasons for poverty, as well as for discovering the
mechanisms through which economic and social gains might best be increased and shared
amongst the members of society. These matters have captured the attention and hearts as well
as the minds of many brilliant thinkers. They are noble questions that often lead students to
wish to study economics in the first instance.

This book is an inquiry into what those in the less-developed nations must do if they
are to improve their economic and social lot. As well, there is reflection on how the devel-
oped world, including concerned citizens of those countries, might understand their role
and responsibilities in our increasingly interdependent world of rich and poor. The MDGs
are an important recognition of the global obligation of all nations to end extreme poverty,
wherever it is found. Everyone’s economic interests are joined in a global economic system,
sometimes positively, other times negatively, no matter how remotely connected we at times
may seem to be. It is one world, albeit unequal, but our destinies are increasingly intertwined
via markets, communication networks, the environment, and politics. Achieving the MDGs
and making progress toward fundamental structural reforms of the sorts discussed throughout
this book is a win—win outcome for all nations.

Recent trends in economic growth

The 1980s and early 1990s were not particularly propitious for either economic growth or
development (the differences between the “growth” and “development” are spelled out in
greater detail in Chapter 2). Even the developed world suffered a slowdown in its rate of
economic expansion from the 3 percent per person growth rates of the 1960s and 1970s to the
slower growth of GDP per person shown in Table 1.2. Some developed countries experienced
a sharp decline in living standards after years of prosperity following the Second World War.
Unemployment rose in the European Union (EU) to levels that proved difficult to reduce.

The greatest number of jobs being created in the developed nations were concentrated
heavily in segments of relatively lower-paying, lower-productivity service sectors that
offered meagre benefits and other perquisites — from sick leave to health care to retirement
packages — that had become integral to the rising living standards of the developed economies
after the Great Depression of the 1930s.
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In the United States, real wages have decreased for a broad spectrum of the workforce
since 1973. Family incomes barely have edged upward, and when they did it was due prima-
rily to the fact that more family members, particularly women, entered the labor force in
record numbers in an effort to maintain a family standard of living. For increasing numbers
who do find work, it is often irregular and part-time, as permanent workforces were replaced
by contingent workers with fewer rights, lower incomes, and futures that have become ever
more precarious. So even the already-developed economies can experience problems of
long-term progress during some periods, and these problems are often more complex today
given the impact of global competition amongst nations and firms.’

The less-developed world, on average, fared even worse than the developed economies
during the 1980s. However, average growth rates of output for the less-developed economies
have exceeded those of the developed world since 1990. But, as can be seen from Table 1.2,
much of this success is due to rapid growth of production in South Asia and in East Asia and
the Pacific. Not all regions have done as well as the average might suggest.

Table 1.2 provides summary data on the levels of income since 1970 and growth rates of
output per person since 1980 in different regions. Although, as we shall learn in Chapter 2,
output and income growth are not the whole of what development is about, these numbers,
along with the data on poverty in Table 1.1 above, do shed some initial light on the wide dispar-
ities in living standards which continue to plague many regions and peoples of the world.

South Asia ranks as the poorest region by income per person in the world, but if the trends
shown in the table continue that will soon change.? Annual income per capita in South Asia in
2005 averaged less than 2 percent of what was received in the developed world. Comparing
regions within the less-developed world, South Asia received 42.6 percent of the average
income received in East Asia and the Pacific and just 16.7 percent of what was received in
Latin America and the Caribbean, the region in the less-developed world with the highest
income per person.

Sub-Saharan Africa fared only slightly better than South Asia; it is the second-poorest
region in the world.’ Income per person was actually lower in 2000 than in 1980, and the
growth rate of real output per capita over the same period was nil.

Among the less-developed regions of the world, the Middle East and North Africa and
Latin America and the Caribbean are, on average, relatively better-off. Still, compared to the
developed world, their average incomes were, respectively, only 6.4 percent and 11.9 percent
of what was received in the developed economies in 2005.

Clearly there remains a substantial gap in average incomes between the less-developed
and the developed worlds, a gap that has widened on average from 1970, when income in
the less-developed world was 7.6 percent of that in the developed, to 2000, when average
income in the less-developed economies had fallen to but 4.4 percent of the average in devel-
oped economies. By 2005, there had been a change in direction, but average income in the
less-developed economies in 2005 as a share of that in the developed world was still below
what it had been in 1970.

Of course, as can be confirmed from the data in Table 1.2, East Asia’s average income gap
compared to the developed economies has shrunk over time, but even there, much remains
to be done in terms of absolute income levels.

Low- and middle-income less-developed nations

In our study of economic development, we shall be mostly concerned with the so-called low-
and middle-income economies. By the World Bank’s categorization, 149 economies fell into
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these two groupings in 2007 out of a total of 209 nations and territories. Of these, fifty-three
nations were included in the World Bank’s “low-income” subgroup, eleven fewer than in
1999; another fifty-five fell into the “lower-middle” income range, the same number as had
been in this grouping in 1999.

Incomes ranged from the poorest nation in the world, Burundi, with a meagre $100 per
capita yearly income in 2006, to Argentina, with $5,150 per person, to $17,690 for South
Korea (which has “graduated” from its former “upper-middle-income” status in the less-
developed world to now being including among the “high income” economies of the devel-
oped world). The world’s two most populous economies, India ($820 per capita income)
and China ($2,010) now share different fates. India remains in 2006 classified among the
low-income economies, while China, as a result of two decades of unprecedented economic
expansion, has been “promoted” to “lower-middle-income” status among the less-devel-
oped economies.

The average annual income of the low-income subgrouping of the less-developed nations
in 2005 was $584 per person. For the middle-income less-developed economies, the average
income was $2,636, with the “upper-middle-income” group averaging $5,053 (more
complete data for other nations and analysis of the meaning of these data are presented in
the next chapter).

The last columns of Table 1.2 show what was happening to the growth of real, inflation-ad-
justed output (= income) per person since the 1980s. For all regions except East Asia and the
Pacific and South Asia, income per person declined over the 1980s, as output contracted or as
output growth relative to population growth was inadequate to prevent declines in income per
person. For these regions, the income gap with the high-income nations, which experienced
positive economic growth, widened in both absolute and relative terms over that decade.'’

Over the 1990s, all the regions of the less-developed world returned to positive per capita
income growth rates, with the exception of Sub-Saharan Africa, which suffered two consecu-
tive decades of declining income per person. Since 2000, growth rates have improved every-
where except in Latin America; what is critical is to keep this momentum of positive growth
rates going, as it must, if the MDGs have any hope of being reached.

While Table 1.2 highlights the enormous divergence in incomes separating the less-devel-
oped nations from the developed, and among the less-developed regions of the world them-
selves, even that data fails to fully convey the magnitude of this disparity. Table 1.3 provides
a more global and yet extraordinarily dramatic portrayal of the distance that continues to
separate the developed “have” nations from the less-developed “have-not” economies.

The less-developed world, with more than four-fifths of the world’s population, received
slightly more than one-fifth of total world income in 2005. In a cruel symmetry, the devel-
oped world nations, with well less than one-fifth of the world’s population, received nearly
four-fifths of total world income in 2005, precisely the same share as in 1985, though with
a smaller proportion of total world population in 2005. Looked at slightly differently, the
developed world received about five times its “equality share” of total world income (78.1
percent of world income divided by 15.9 percent of world population).' The less-developed
world received 26 percent of what its equality share of world income would have been.

Or consider this fact: in the mid-1990s, the richest 1 percent of the world’s population
received as much total income as the poorest 57 percent of the world’s population (UNDP
2001: 19).

Examining particular regions within the less-developed world, inequality was even more
extreme and income more meagre. South Asia, with nearly 23 percent of total world popu-
lation, received but slightly more than 2 percent of world income in 2005. This meant that
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Table 1.3 World income, world population, and their distribution, 2001

Share of world’s Share of world’s

income (%) population (%)

1985 1995 2005 1985 1995 2005
Less-developed economies 220 17.5 220 81.7 83.2 84.1
East Asia and Pacific 4.1 4.4 6.8 30.5 30.2 29.2
Latin America and Caribbean 5.8 5.8 5.5 8.2 8.4 8.5
Middle East and North Africa 2.5 1.2 1.6 4.1 4.5 4.7
South Asia 2.4 1.6 2.3 20.8 21.8 22.8
Sub-Saharan Africa 1.6 1.0 1.3 9.3 10.4 11.7
Developed economies 78.1 82.5 78.1 18.3 16.8 15.9

Source: World Bank, World Development Indicators Online.

Note
Missing data for the Europe and Central Asia mean that subtotals do not add to totals for the less-developed econo-
mies. The income shares are computed as a percentage of total world Gross Domestic Income.

South Asia received only 10.1 percent of its equality share of income (2.3 percent of total
income/22.8 percent of total population).

The relatively better-off Latin America and the Caribbean region, by comparison,
received about 65 percent of what its hypothetical equality share of world income would
have provided in 2005 (5.5 percent of total income/8.5 percent of total population). From
1985 to 1995, Sub-Saharan Africa’s share of total world income fell slightly, even as its
share of the world’s population rose, which is why average income fell in the region over
that period. Since 1995, Sub-Saharan Africa’s share of world income has recovered slightly,
but the region’s share of total world population has grown. As a consequence, Sub-Saharan
Africa’s average income declined from 17.2 percent of its equality share in 1985 to slightly
more than 11 percent in 2005.

East Asia and the Pacific increased its share of total world income since 1985. At the same
time, the region’s share of total population declined. This meant rising average income levels.

The disparities between the less-developed nations vis-a-vis the developed nations shown
in Tables 1.2 and 1.3 are not of recent origin. Worse, differences within the less-developed
world itself have been growing, both between regions and within countries themselves.
Many of the poorest countries have suffered a relative decline, and in some instances, an
absolute deterioration in their position on many significant measures of productivity and in
their contribution to world output.

Between 1960 and 1990, for example, the share of total world output received by the
poorest 20 percent of the world’s population fell from 2.3 percent to 1.3 percent. Their share
of world trade decreased from 1.3 percent to 0.9 percent, and their contribution to global
domestic investment fell from 3.5 percent to 1.1 percent (UNDP 1993: 27, Table 2.1). The
contributions of the poorest to production, to trade, and their share of world income declined
relative to those of other groups in society, including better-off nations within the less-devel-
oped world.

It is a cliché, perhaps, to say that “the rich get rich and the poor get poorer.” But in the
1980s and 1990s, cliché or not, that is what took place in some regions of the world, particu-
larly in South Asia and Sub-Saharan Africa. Since 1995 or so, some improvement in incomes
can be noted from the tables. But not enough.
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Nonetheless, there are gains that have been made in the less-developed world despite a
sometimes weak and uneven record of economic growth and production since the 1980s that
provide reason for continued hope that positive and reasonably equitable progress remains
possible if societies make the right choices. Advances in the human condition continue to
be made, often in the direst circumstances. Continued progress toward the amelioration of
poverty and further improvements in the standard of living of a greater part of the world’s
population must be one of the highest goals, and the Millennium Development Goals are a
constant reminder of what remains to be done.

Why development, and why now?

Nations like Great Britain, the United States, Germany, Japan, Australia, France, and the
Scandinavian countries that today can be considered developed did not attain that status over-
night.'? In fact, development in all its economic, political, and social dimensions took place
quite slowly and proceeded unevenly over a very long period of time, centuries in fact.

The great majority of the countries now considered to be less developed have had
significantly less time to become developed, at least as independent political entities. It is
important to recall how many of the nations of Africa, Asia, and the Caribbean achieved
political independence only since the end of the Second World War in 1945, when the
drive to de-colonize as a result of pressure from the newly created United Nations began in
earnest. Since then, well over 120 newly independent countries have been established from
the former colonial empires and later the collapse of the former Soviet bloc. It is in these
new nations that the problematic of becoming developed and of making progress toward
authentic human well-being and of achieving the MDGs is most pressing.

It is essential to keep this time dimension in mind, without finding in it an ultimate excuse
for slow progress in some economies. Most of the less-developed nations have had, at best,
only a few decades to work on the fundamental twin goals of post-colonial construction:
nation-building and progress on the path toward higher levels of economic and social
development. One can argue that it takes time to undo the ingrained patterns of production,
social class, and power inherited from the past. What we will call adverse path dependence
in Chapter 3 often weighs heavily on the present in many poor nations.

On the other hand, the means to realize development goals are closer to hand than at any
time in history.” The range of available and potentially applicable knowledge would seem
to make the diffusion of technological progress, of advances in medicine, of techniques of
efficient business and government administration, and so on easier to attain for today’s less-
developed nations than it was for earlier developers who had to painstakingly create that
knowledge. If only this vast array of knowledge could be effectively transferred, harnessed,
and applied in the less-developed nations, the current state of poverty in most parts of the
world could be overcome.

It is thus necessary to try to balance the short time-frame that most countries have had in
which to try to become more developed with the fact that the “know-how” for achieving devel-
opment is available now as never before. Does that then mean that the less-developed nations
are on the brink of becoming developed? Not necessarily. Whether the knowledge about how
to increase economic growth and about how to become more developed can be applied in
ways that succeed in taking the less-developed nations across the threshold to developed-
world status depends upon how stubborn the barriers to development continue to be in each
of those nations. Paossibility still needs to be transformed into actuality, and the means to
effect that transformation is central to the subject matter of development economics.
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Economic growth and development require structural change

Economics is often defined as the study of “how societies can best allocate scarce resources
among alternative uses” so as to maximize something — usually the level of each individual’s
or household’s satisfaction or utility — the presumption being that maximizing individual
satisfaction also will maximize society’s total well-being simultaneously. The allocation of
society’s resources is assumed to take place within a given institutional and organizational
setting that is taken to be exogenous to the analysis done by the economist.

This operating framework of orthodox, or neoclassical, economics in which the allocation
of existing resources occurs within a given and presumably immutable or slowly changing
social and institutional structure has been the key to the robust analysis and the predictive
capability of modern economic models. These are the theories studied in most introductory
and intermediate economic theory courses. The presumption of given institutions and of
marginal adjustments by economic agents to their environment is at the heart of neoclas-
sical economics as taught around the world. So basic are these underlying presumptions of
marginalism and nearly fixed institutions that the great English economist Alfred Marshall
was able to write on the title page of his Principles of Economics, first published in 1890,
“Natura non facit saltum”: nature makes no leaps.

The real-world process of a country becoming more developed, of getting on the path to
development, and shedding the ways of the past that resulted in low growth rates and limited
progress, is not, however, simply about the efficient allocation of existing resources within
a given institutional regime. It is not simply about maximizing utility or profits within the
constraints of what is currently available to that society and inherited from the past. Rather,
development is fundamentally about regime change and about the search for an optimal
growth path, or at least one that is superior to the existing allocation of resources and current
efficiency levels. Further, fomenting development typically requires substantially new insti-
tutional patterns and organizational structures necessary to support such a dynamic process
of change.

To get a country on the road to development very often requires a “leap” — often a quite
substantial one — away from the past structures. Marginal modifications of the economy and
society simply may be insufficient to initiate the forward momentum needed to propel the
system in the requisite new direction and on to a higher path of progress for the future. For
the less-developed nations, development compels them to undertake substantial qualitative
structural change. The future cannot be just an extension of the past, of doing more of what
is now being done. Change must be dramatic. The past and its weight on the present are
precisely what have made these nations poor and are what need to be transcended.

There are a number of major structural changes and patterns identified by development
economists and economic historians that are believed to be characteristic of any successful
development process. We shall be examining these in detail in later chapters. In fact, much
of this book is about the importance of these structural changes and what can be done to
foment change in the desired direction. Here these structural changes are briefly introduced
to suggest the nature of qualitative change required and to point out the direction we shall be
taking in the chapters that follow.

1 Increase in industrialization. Economic growth and development are strongly associ-
ated with an increasing share of a nation’s output and labor force involved in industrial,
especially manufacturing, activities, at least initially, as we will see in Chapter 9. Over
time, services become increasingly important too as an economy matures even further.
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Wages tend to be higher in the industrial sector than in agriculture, because the level
and use of technology is greater. This leads to both higher levels of production and
worker productivity, and the resulting higher income that is created is shared by workers
and owners of enterprises. Production methods also become relatively intensive in the
use of knowledge — human capital — and of physical capital. As part of this unfolding
process, the urban population tends to grow both relatively and absolutely compared to
the rural population, as rural workers migrate to the cities in search of the higher income
promised by urban and industrial pursuits.

2 A decrease in agriculture. Parallel to the expansion of the industrial sector of the
economy is a decline in the share of agricultural output in total output. This also means
areduction in the share of the total labor force employed in agriculture and a decrease in
the share of the rural population within the total population.

The increase in industrialization and the decrease in agriculture are intimately related.
“Surplus labor” (i.e. low-productivity labor) in agriculture migrates to urban areas in
search of the promise of better-paid and higher productivity industrial employment. It is
this shift of workers from low-productivity agricultural employment to higher-produc-
tivity industrial employment that contributes to a sharp increase in total national output
when this process of internal labor migration is initiated. Technological progress and
labor productivity is typically lower in the primary (agriculture, mining, and fishing)
sector, but over time, output per person approaches the level reached in the industrial, or
secondary, sector as the fewer workers in agriculture produce more output per worker.

One leading development expert has written that “economic development is a process
of moving from a set of assets based on primary products, exploited by unskilled labor,
to a set of assets based on knowledge, exploited by skilled labor” (Amsden 2001: 2).
This description captures the nature of these first two fundamental structural changes
required for long-term development progress.

3 Changing trade patterns. Successful development is almost always marked by a
maturation in the structure of trade, as a limited range of primary exports — agriculture
and fishing products, unprocessed mining and other extractive minerals, and forestry
products — is replaced by both a greater diversity of export products and by an evolving
export mix toward manufactured goods and services.

Successful developers shift from a dependence on the traditional, primary export
products that marked their colonial past toward, first, simpler manufactured and non-
traditional primary exports, and ultimately toward more complex commaodity exports,
from motor cars to computers to biotechnology products to information technology and
other types of high value-added production.

As aresult of this evolutionary transformation, manufacturing exports typically come
to dominate the export profile of more developed nations as the share of primary exports
in total exports shrinks within the export profile.

4 Increased application of human capital and knowledge to production. Economic
growth and development require increases in the productivity of labor in all sectors of
the economy if incomes and the standard of living of the population are to rise. This is
achieved partly, but quite importantly, through improvements in the training and educa-
tion of the existing and future labor force by means of increases in what economists call
human capital accumulation. This takes place not only through the formal schooling
process but also via “learning-by-doing” at the workplace.

Increased productivity of labor is also a consequence of an expansion in the use of
more physical capital, that is, more machines and tools which typically embody more
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advanced technology and knowledge that can help to make a properly trained labor force
even more efficient.

Human capital accumulation, physical capital accumulation, and technology thus all
contribute in a synergistic process to increase the productivity of the labor force. Greater
productivity means the possibility of higher wages for labor and an easier workplace
environment, both of which contribute to the potential well-being of the population.

We shall stress again and again the essential complementarity of human and physical

capital accumulation and the urgency for less-developed nations not only to tap into the
existing pool of knowledge available at the world level but also developed over time an
autonomous technological capacity based on indigenous labor skills (this is discussed
in Chapters 8 and 13).
Undertaking essential institutional change. Economic growth and development
require fundamental institutional change. New organizations such as banks, stock
and bond exchanges, and insurance companies gain added importance as an economy
modernizes. The role of the central government — the state — must change to facilitate
and not thwart private initiatives. Physical infrastructure such as roads, ports, communi-
cations, the provision of electricity, water, and other essential services must be improved,
and the state typically must play a central role in these areas, particularly during early
stages of structural transformation.

The specific nature of the legal system and of property rights; the rules and regulations
governing the emerging financial system of banks, stock and bond markets and other
financial intermediaries; the creation and operation of a civil service system; determining
what will be taught in the schools and how success will be measured and so on all must
be worked out and codified by government.

Without fundamental changes in the rules of the game, without the specifics defining
how new institutions will work and provide improved outcomes compared to existing
institutions, many of the “big-picture” structural changes suggested in this text will
not have their full desired effects. The state thus has a challenge in clearly defining
and enforcing the rule of law, including the defense of property rights, as one of its
fundamental tasks. This means that the central government, which is itself an institution
inherited from the past, must be modified and made more efficient and streamlined if
economic growth and development are to be advanced effectively.

It is thus not only physical infrastructure that must be built, maintained, and improved,
but also these “soft” infrastructural institutions of the state, like the law and property
rights, that must be created and put into place if a more modern, productive, and equitable
outcome is to be attained.

Needed institutional change runs deep into basic values and motivations too. Busi-
nesses must increasingly be operated with more attention to efficiency and profitability
in a more competitive and open environment. Old ways of thinking and doing will
undoubtedly be threatened by what often will appear to be unsettling attention paid
to profit maximization by “new” entrepreneurs in industry, agriculture, and services,
like retail sales. Even the family is often redefined during the process of development
and structural transformation, as the extended family of the past is replaced by the
nuclear family of modern society, as individualism becomes more ingrained in behavior
patterns, and as maximization behavior replaces the satisficing mode of operating in
the past.

These institutional changes and others will be considered in the following chapters.
Economic growth and development, however, definitely require a break with the past.
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Some of the most cherished institutions of many societies today, such as close family
structures and interpersonal relations, religious traditions and the general pace of life,
will be altered over time, becoming more and more like those institutions and patterns
of behavior in other societies on the path to development and more like those institutions
and values already in place in developed nations. There is no doubt that these changes
can be conflictual and often wrenching.

Barriers to development

Throughout our study of economic development, we will confront repeatedly the perplexing
problem as to why some countries are more developed than others are. Why is Great Britain
more developed than Angola, or the United States than Colombia? The very simple answer,
since it is basically a truism, is that the level and pace of economic development are lower
the greater are the barriers to economic progress and transformation in a country, and more
rapid the fewer and less intractable are those obstacles.

The challenge for the development analyst is thus to attempt to identify the most significant
barriers to development in each country and to formulate effective measures, including public
policy, that can begin to undo, remove, or at least minimize the effects of these obstacles to
progress that slow or thwart the development process.

Potential internal barriers to development: Some examples of possible internal
barriers that may block fundamental structural change and thus thwart economic growth
and development are:

a inequalities in the existing distributions of income and wealth, including the distribution
of land ownership. For most countries, the wealth distribution is intimately related to the
nature and power of class relations in society and to control over economic resources
and the political sphere;

b the level and efficiency of physical infrastructure (roads, electricity, water, communica-
tion services, port facilities, and so on);

¢ the role and level of development of organized banking and lending activities and of
equity (stock) and other financial markets and financial intermediaries;

d an ineffective or underdeveloped educational system, including low levels of general
literacy and an imbalance between allocations of financing to primary, secondary, and
higher education;

e prevailing ideological concepts and their impact on thinking and behavior, including
the influence of religious thinking, the accepted role of women and ethnic or religious
minorities, the prevailing economic orthodoxy, and so on;

f  the initial endowment of natural resources of a nation;
the role of the state, that is, the power and nature of the influence of the central govern-
ment, including the degree of political freedom and the strength of democratic processes
(included here is the macroeconomic environment that government at least partially
controls, including the nature and definition of property rights and the functioning of the
legal system);

h  the extent and importance of political corruption and patronage and the impact of these
on public policies and on economic behavior of those governed;

i the existence of substantial “market failures” such that market signals are not fully,
completely, or accurately transmitted to economic agents, thus distorting resource allo-
cation, production decisions and spending patterns;
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j  geographic characteristics, for example, land-locked nations, mountainous terrain, extensive
deserts, and even small country size;

k  diseases specific to certain locations;

civil war, and so on.

Potential external barriers to development: Examples of possible external barriers to
development include:

a  multinational corporations that control national resources;

b the international division of labor and the prevailing patterns of international trade (e.g.
primary commodity exporting countries versus manufactured-good exporting countries),
including the operation of the organized institutional structure of the international trade
system, the effects of the World Trade Organization’s negotiations and of regional trade
blocs, such as the European Union (EU) or the North American Free Trade Agreement
(NAFTA);

¢ the functioning of international financial institutions, including not only the interna-
tional private commercial banks but also the World Bank and the International Monetary
Fund (IMF);

d the influence of the geopolitical and strategic interests of larger economic powers Vis-a-vis
smaller and weaker economic entities;

e the economic policies of more developed nations on interest rates, for example, or on
tariffs or non-tariff barriers on the global economic system;

f  external debt;

g the availability of foreign aid and investment, and so on.

This very broad listing of internal and external barriers is meant only to be suggestive in a
general way of the types of barriers to progress that can confront individual countries; it could
be extended and refined almost indefinitely. Throughout the book we shall be considering
and analyzing these and other specific barriers to progress that many less-developed nations
confront.

For any specific nation, be it India or Thailand, Cote d’Ivoire or Somalia, Bolivia or
Guyana, the list of possible internal and external obstacles can only be a guide toward the
identification and detailed specification of the unique particulars of the barriers actually oper-
ating to thwart progress in that country. For every nation, the barriers to change, and then the
specifics of how each obstacle acts as a restraint on progress, need to be clearly and analyti-
cally defined so that the nature of the remedy is also made more apparent.

The relative weight of external versus internal barriers should not be considered a constant
in any particular situation.' The influence of internal and external barriers can and will alter
in importance over time and because of unique situations particular to specific countries. The
relative influence of internal and external barriers cannot be presumed a priori but must be
understood in each specific and changing circumstance.

What we can state with confidence is that where barriers to change, be they internal or
external, are not terribly powerful, progress tends to be more rapid. On the other hand, devel-
opment will be less vigorous where the barriers to change exert a more powerful adverse
influence.

All countries, including developed nations, always face both internal and external barriers
that act as possible obstacles to continued progress. What is central in any particular nation,
then, is not whether there are obstacles to progress — for there always are — but rather how
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these existing barriers are to be overcome by that society so that positive change can
follow. New obstacles to continued progress inevitably will arise as growth and develop-
ment proceeds, often as a consequence of overcoming an earlier barrier, and solutions to
these new obstacles must be devised. All countries thus confront forces — some active, others
simply a consequence of lethargy — that tend to slow the pace of change and block the path
of development unless they are overcome.

The issue, then, is not why some countries face obstacles and others do not, since all
nations constantly encounter barriers to further progress. The challenge is to try to discover
how those nations that have been successful at fostering and sustaining economic growth and
development have been able to do so by overcoming successive barriers to change and what
might be learned from their experiences.

Resources for student use and suggestions for further reading

With every passing day, there are more resources available containing data and other infor-
mation on the situation of nearly every country in the world. Of course, the internet has
opened up possibilities for research and data collection and analysis beyond what could have
been imaged even a decade ago. Every year the data become somewhat more comprehensive
and reliable. It is possible to find information on everything from income to levels of education
of women, to kilometers of roads, to the number of doctors and nurses, to the percentage of
dwellings with indoor plumbing. Most college and university library collections are likely to
have one or more of the publications listed below and those with access to the internet have
a world of information at their fingertips — for free!

The statistical data included in this text are but an insignificant fraction of the data to be
obtained from the available sources. You are encouraged to peruse the sources listed here
and others in your library. We already encouraged you to begin to do that in Focus 1.2 at the
beginning of this chapter. Learning how to “read” statistics, that is, attempting to determine
the meaning and implications of data presented in statistical tables without reading the text
accompanying such data, will vastly improve your powers of economic and social analysis.

The following sources should be of great help in studying the problems of economic
development.

«  World Bank, World Development Report, by year. Issued annually, this is an invaluable
resource tool. Besides the statistical tables at the end of every volume, which, unfortu-
nately, have been reduced in recent years, each report has a “theme” that is explored in
detail. For 2007, the focus was on youth and their prospects; the 2006 report returned
to the theme of equity and development; in 2003, the focus was on “transforming institu-
tions, growth, and quality of life”; for 2002, it was institution-building for development; in
2001 the theme was poverty, and in 1999, it was knowledge. In previous years, the focus
had been on workers (1995), health (1993), poverty (1990), the environment (1992), and
development strategies (1991). Every major university library should have copies of at
least some of these volumes.

Some of the data in the current World Development Report is available on-line at
http://www.worldbank.org. Look in the Data category. This site has a large and varied
quantity of data available for use. Many of the problems at the end of the chapters in this
text ask you to access the World Bank data.

*  United Nations Development Programme, Human Development Report, by year. Also
issued annually, this report is complementary to the World Development Report in that it
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covers a broader range of development indicators and issues (available on-line at http://
www.undp.org). The focus is more on people and the changes in economies that impact
on “human development,” as opposed to focusing on the economic side of the ledger.
This is an important, evolving source of information, having been published only since
1990. We will examine in more detail in the next chapter some specific information on
human development published in the Human Development Report. Larger university
libraries are also likely to have this publication in hard copy in their international docu-
mentation section, but the full report is available electronically.
The United Nations also publishes various kinds of data, mostly economic in nature,
via its several regional Economic Commissions. One can find statistical and interpre-
tive data published by: the UN Economic Commission for Asia and the Pacific; the UN
Economic Commission for Africa and the Middle East; the UN Economic Commission
for Latin America and the Caribbean; and the UN Economic Commission for Europe.
If you can locate these volumes, interesting and often quite detailed statistical data may
be discovered, though it may be more difficult to work with than data from either of the
above two sources, since different assumptions or definitions may be used in assembling
the data.
There are a number of scholarly journals related to the study of economic development
that often have recent empirical research, as well as more “cutting-edge” theoretical
articles. The most widely distributed are World Development (monthly), Economic
Development and Cultural Change (quarterly), Journal of Development Economics
(quarterly), and the Journal of Development Studies (quarterly). Also worth reading are
the World Bank Economic Review (thrice annually) and the papers of the Annual Bank
Conference on Development Economics available on the World Bank website.
If you have not visited or lived in a less-developed country, it is often difficult to fully
comprehend what it means to be extremely poor. To convey a sense of the deprivation
which absolute poverty entails, Robert Heilbroner in The Great Ascent, Chapter 2, trans-
forms a middle-class family in a developed country into an impoverished family in a
“typical” less-developed nation. For gaining a sense of empathy short of travelling to a
less-developed nation, this is an excellent resource.

As an alternative, there also are short vignettes scattered throughout Jeffrey Sachs’
powerful The End of Poverty that drive home the reality of living poverty daily. His
book can usefully be read alongside this text.

Questions and exercises

1

2

List five key characteristics that you think are shared by most less-developed economies
(not just “low income,” which is obvious, but things like “low level of education,” etc.).
How does the “headcount” measure of poverty differ from the “poverty gap” measure?
Do these two measures provide different information about the extent of poverty in a
country? Explain in what sense they tell us different things about the extent of poverty.
Development tends to be slower the stronger are a nation’s barriers to the fundamental
structural changes enumerated near the end of the chapter.

a  For your own country, or for a less-developed nation about which you know some-
thing, list three specific obstacles that you think may be acting to slow the pace of
economic development. Indicate whether each is an internal or an external barrier.

b  Briefly explain how each obstacle acts to retard economic progress.
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4

Foreign multinational corporations (MNCs) often are the target of criticism for their alleged
detrimental impact on the economic welfare of less-developed nations. Their operations in
the less-developed world are often controversial and evoke strong emotional responses. In
actuality, the operations of MNCs, discussed in more detail in Chapter 14 as transnational
corporations (TNCs), can be either positive or negative in their consequences.

List and explain (a) two possible advantages that MNCs might provide to the less-
developed nations where they operate and (b) two possible disadvantages that might
result in those nations from the operations of MNCs within their borders. (In Chapter
14, we consider how a country might go about attempting to maximize the net benefits
from the location of foreign MNCs within its economy; here you are being asked only
to speculate about the effects of MNCs on the less-developed nations based upon your
existing level of knowledge.)

Why might former colonies that are only recently independent be more likely to be
less-developed than long-independent nations? Can you think of any former colonies
of European powers that have become developed? Of long-independent nations that
remain less developed?

The deadline for attaining the Millennium Development Goals (MDGs) outlined in
Focus 1.2 is approaching. In Focus 1.3, we looked at the success of meeting Goal 1 on
poverty reduction by mid-2007 or so. What progress have the major regions made in
attaining Goal 1? You can find the data at the World Bank website in the Data section.

a How does the technology of agricultural production in use differ in, say, the Sudan
from that used in a developed nation, like the United States? Why do such differ-
ences exist?

b  Could Sudan use the same kinds of technology — tractors, harvesters, combines,
fertilizers, irrigation, and the know-how to effectively utilize these tools — on its
lands? Why, or why not? (Hint: If you have learned about isoquants and isocost
curves in one of your economics courses, draw two graphs with capital measured on
one axis and labor on the other. Make one of the graphs for the Sudan and the other
for the US. Consider how the different prices of capital and labor in the two countries
might affect the most efficient combination of machines and labor in use.)

Many countries in Sub-Saharan Africa suffer from a high level of HIV/AIDS infection,
in some cases above 20 percent of the population. What are some of the direct and indi-
rect (opportunity) costs to an economy of a high incidence of HIV/AIDS?

Just to help cement the concepts in your head, list here the fundamental structural
changes that countries must undertake if they are to make progress over the future.
Discuss briefly the ways in which these changes are interrelated.

Notes

1 Another way of looking at these statistics is to realize that if children in the less-developed world

faced the same mortality rates as children in the already-developed nations, the number of deaths
would be reduced by more than 90 percent. That would have meant 1.1 million under-five deaths,
rather than the 12.4 million actually recorded.

Most often diarrhoea is the result of a lack of access to safe drinking water and inadequate sanitation.
Young girls or women often collect the water for their families from irrigation ditches, rivers and
streams, or dirty well sources. If this water is not properly handled — boiled, for example — and even
when it is, intestinal problems that can lead to diarrhoea can easily develop.

3 This is not to suggest that no progress has been made. Since 1945, the death rate of children under
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the age of five has dropped by half, but the growth in population since that time means the total
number dying from poverty remains unacceptably high.

See Blackwood and Lynch (1994) for formal definitions of poverty, including alternative defini-
tions, such as the Sen Index, which attempts to combine a headcount of the numbers in poverty, the
poverty gap, and the distribution of income into one measure of poverty. Their article is an excellent
primer on the differences in, and the variety of, poverty measures.

For more recent measures of the poverty gap, but for different years for most countries, see the

World Bank’s Global Poverty Monitoring site at http://www.worldbank.org/research/povmonitor.
There they provide poverty gap measures for the $1 and $2 per day poverty thresholds. The poverty
gap in Table 1.1 is for the $1 per day poverty line. For some Sub-Saharan African countries, such
as Gambia, Lesotho, Mali, and Niger, the poverty gap now exceeds 20 percent and in some cases,
30 percent for the $1 per day poverty line and is even higher for the $2 per day gap as the poverty
situation in Africa worsened over the 1990s.
The term “Third World” was used to describe those nations and regions that were neither developed
capitalist (i.e. “First World”) nations and regions, like the United States, Canada, Europe, and Japan,
for example, nor part of the socialist (i.e. “Second World”) bloc of China, the former Soviet Union,
and Eastern Europe. There was some blurring around the edges (was Cuba part of the Third or
Second World?), but in general, the Third World nations were considered to be the less-developed,
poorer nations of Asia, Africa, and Latin America and the Caribbean. In gross numbers, some 140
countries might still be considered as coming within such a Third World classification.

With the collapse and fragmentation of the Soviet bloc after 1989, the continued usefulness of the
First, Second, and Third World categories has been called into question. The People’s Republic of
China remains the sole major Second World nation, and many would have classified China as part of
the Third World, not the Second. Also in vogue for a time was the “North—South” terminology, with
“North” being a shorthand for the already developed capitalist nations and the “South” denoting
the less-developed countries. We have elected, for simplicity’s sake, to use the terms “developed”
and “less-developed” (or sometimes “underdeveloped” or “developing”) to describe those nations
which were considered part of, respectively, the First and Third Worlds.

The publication of a World Bank (1993c¢) study and responses to it by Asian economic specialists
provides a growing body of knowledge that may be applicable to those nations that continue to be
less-developed.

In fact, the emergence of the so-called new, or endogenous, economic growth theories in the 1980s
can at least partly be traced to a concern with the stagnation of economic growth and the rise in
unemployment rates in Europe and the United States. These theories and their important implica-
tions for economic development in the less-developed world are discussed in detail in Chapter 8.
Included in South Asia are Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and
Sri Lanka.

Included in Sub-Saharan Africa are Angola, Botswana, Burundi, Comoros, Democratic Republic of
the Congo, Eritrea, Ethiopia, Kenya, Lesotho, Madagascar, Malawi, Mauritius, Mayotte, Mozam-
bique, Namibia, Rwanda, Seychelles, Somalia, South Africa, Sudan, Swaziland, Tanzania, Uganda,
Zambia, and Zimbabwe in East and Southern Africa; and Benin, Burkina Faso, Cameroon, Cape
Verde, Central African Republic, Chad, Republic of Congo, Cote d’Ivoire, Equatorial Guinea, The
Gambia, Gabon, Ghana, Guinea, Guinea-Bissau, Liberia, Mali, Mauritania, Niger, Nigeria, Sao
Tomé and Principe, Senegal, Sierra Leone, and Togo in West Africa.

What was the cost of that economic slowdown? The World Bank (1993a: 41-2) estimated that if
economic growth rates had been as rapid in the 1980s as in the period 1960—80 the number of infant
deaths in the less-developed world would have been reduced by 6 percent (350,000 fewer deaths).
In Latin America, which especially suffered from the slowdown in economic growth in the 1980s,
infant deaths would have been 12 percent lower if there had been an economic growth rate more
similar to the historical trend.

With 15.9 percent of world population, the equality share of world income for the developed
world also would be 15.9 percent. Since, however, world income was not distributed equally, the
developed world actually received 78.1 percent of total world income, or roughly five times its
hypothetical equality share.

Of course, there are some who would argue that the crime, violence, drugs, lack of community,
unemployment, pollution and environmental degradation, growing relative poverty, and homeless-
ness in many of the developed nations, especially in their crowded urban areas, make them unworthy
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of the name “developed.” If “development” is the goal, some would argue, there is much about the
already-developed economies that it is not particularly desirable to emulate. An economist might
suggest that these are, perhaps, trade-offs that are the “price” of economic progress, that economic
growth and development are not “costless,” and that what each nation must do is to evaluate both the
benefits and the costs associated in achieving a higher level of economic growth and development.

One must also question as well to what extent the problems of the developed nations are perhaps
the result of particular patterns of unequally shared growth and development, rather than being
necessarily inherent problems that accompany progress per se. Is it possible to achieve a higher
level of economic growth and a higher level of development without incurring the problems
mentioned above? That, too, is a challenge for the future.

13 See Gerschenkron (1962) for a fascinating study of so-called “late developers.” Gerschenkron
believed that late-developing economies had advantages in attempting to accelerate their pace of
development by having access to the most recent technological advances, but that this was always a
latent possibility. There was no guarantee that late-developing economies actually would utilize that
knowledge to the best advantage. In other words, progress toward higher levels of economic and
social development, though possible, was not predetermined simply by the availability of higher
levels of world technological knowledge and know-how. It was still up to individual economies to
find the means to effectively make use of such possibilities and to create the institutional structures
capable of effecting such a transition. This theme, well captured by the endogenous growth theories
and theories of technological progress we will be discussing in later chapters, forms a large part of
this book’s understanding of the development process.

14 For example, it was common in the dependency literature on development in the 1960s and 1970s
(see Chapter 6) to assume that the less-developed nations were poor primarily because of external
forces. Whether these external barriers were the International Monetary Fund, the multinational
corporations, or simply “imperialism,” the presumption was that it was the external barriers that
kept the less-developed nations poor, and that internal barriers, while perhaps not insignificant,
were largely secondary to broader external forces.

We make no such a priori presumption about what the barriers to development are or of their
relative weight in any particular country. Nor do we presume anything about the relative impor-
tance of internal versus external obstacles to future progress. Each nation’s situation is somewhat
sui generis and must be analyzed with as few preconceptions as possible.
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2 Measuring economic growth
and development

After reading and studying this chapter, you should better understand:

» the difference between economic growth and development;

*  Why GNI and GDP can differ, how to calculate each, and the adjustments to these
so they can be used as more reliable measures of the level and rate of development
of economies;

*  how the purchasing power parity (PPP) definition of income differs from the
usual GNI or GDP measure and why it may be a better indicator for comparing
nations;

»  the importance of knowing something about income distribution, the Lorenz curve,
and the Gini coefficient when evaluating the level of development of a country;

e the Human Development Index (HDI) and how it can be used as an alternative or
complementary measure of development;

» the importance of sustainable development;

» the significance of the Kuznets inverted-U hypothesis.

Introduction

What is meant by development? The answer to this deceptively simple question shapes
how one judges the respective levels of development of different economies. It affects
what factors we consider as contributing to progress, and our answer to what develop-
ment is will influence the public policies aimed at achieving a society’s development
goals. Knowing what is meant and what is not meant by development is thus a necessary
first step if, as the British economist Joan Robinson once insisted, we are to ask the right
questions.

We begin by considering how economists typically measure the level of development
of a nation. There are two broad methodologies. One, the income per person, or economic
growth criterion, suggests that income levels are reasonably good approximate measures for
comparing economies. In this view, income per person can serve as a surrogate for gauging
overall progress.

The competing perspective argues that development is such a complex, multi-faceted
notion that it should be conceived from the outset as considerably broader than income and
hence can only be measured by entirely different standards. Let us turn to a discussion of
these two viewpoints and methodologies.
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The economic growth/income criterion of development

Economists often use the level of a nation’s per capita income as a proxy measure for
evaluating the overall level of national development and welfare. The rate of growth of
income per person can be used to judge the progress of economies over time.

Those who use income per person to evaluate progress are quite aware that the develop-
ment of a nation encompasses much more than the level of average income and the growth
rate of that income. Development incorporates the diverse and broad aspirations of what
might be called the “good life” in all its economic, social, and political dimensions that each
society sets, if only implicitly, for itself.

Societies may value, each perhaps differently, goals as diverse as:

a  equality of opportunity;

b arising income and standard of living, including a wider array of consumable goods and
services over time;

¢ equity in the distributions of income and wealth;
political democracy and widespread participation in society’s decision-making;

e an expanded role for women, minorities, and all social classes in economic, political,
and social life;

f increased opportunities for education and self-improvement irrespective of class, race,
ethnicity, religion, or gender;

g the expanded availability of, and improvements in, health care;

h  public and private safety nets to protect the most vulnerable — particularly the young, the
old, the infirm and the poorer — from extreme hardship;

i areasonably clean and healthy environment;

an efficient, competent, transparent, and fairly administered public sector;

k areasonable degree of competition in the private sector; and so on.

—.

Each of us could add to or subtract from this list of goals (see Alkire 2002 for an overview
of the issues involved in defining what encompasses human development). But there is no
doubt that development encompasses a wide range of social and human goals that, while
including the level of income and economic growth, go well beyond these as well (see
Focus 2.1 on high-quality growth).

Development, being broader than income alone, typically requires fundamental structural
change in the economy and society, as discussed at the end of Chapter 1. To attain a higher
level of development does not mean that a poor economy simply needs to do more of what
it already has been doing. Less-developed countries are less developed precisely because
they produce, sell, and export a sub-optimal array of goods and services in inefficient ways.
Development requires that these nations make changes that will result in a radically trans-
formed future in which new values and ways of doing things, new institutions, and better
functioning markets emerge. It is not small marginal change that is required, though that
can help. Ultimately, however, wholesale social and economy-wide transformations are
essential.

The process of becoming more developed by undertaking the necessary fundamental
structural reforms is without doubt often a process of wrenching social change. The full
range of development goals of any nation goes far beyond any simple concern with the level
of income per person. All economists recognize this, including those who use a nation’s
income per person as an index for the broader development ambitions listed above.
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FOCUS 2.1 HIGH-QUALITY GROWTH

The International Monetary Fund (IMF) has often been taken to task for the “condition-
ality” it puts on borrowing countries, conditions that often have contributed to increases
in poverty and lower average incomes (Chapter 17 considers this issue in depth). Over the
1990s, the IMF seemed slowly to be learning from the criticisms of its policies and from its
own evaluations of past lending policies and their impact on economic growth.

Now, the IMF sees itself as promoting so-called “high-quality growth,” defined as:

growth that is sustainable, brings lasting gains in employment and living stand-
ards and reduces poverty. High-quality growth should promote greater equity and
equality of opportunity. It should respect human freedom and protect the envi-
ronment. Obviously, growth cannot be high quality ... if it does not benefit fully,
tangibly, and equitably a group that constitutes more than one half the population
of the world and still bears the primary responsibility for the care, nutrition, and
education of the world’s children. Achieving high-quality growth depends, there-
fore, not only on pursuing sound economic policies, but also on implementing a
broad range of social policies.

Economic development is not just about economic growth, then, but about a particular
kind of economic growth: high-quality growth in the IMF’s terminology. And you will notice
how many of the broader development goals we listed above are touched upon in the
IMF’s definition.

Source: “Gender Issues in Economic Adjustment Discussed at UN
Conference on Women,” IMF Survey (September 25, 1995): 286-8

Nonetheless, it is often convenient and simpler to use income per person as a substitute
gauge for the broader goals of development. Imagine how difficult it would be to not only
collect data on a wide range of development goals such as those listed above but then, with
S0 many variables, trying to compare these for several countries to rank them in terms of
which were “better off.” The complexity of comparing across many variables with different
values and interpretations is simply too daunting, even if each goal can be measured. (You’ll
remember that we asked you to try to do precisely this in Focus 1.4 in Chapter 1.) Our brains,
as complex as they are, still need some degree of simplification when many dimensions are
being compared.

Fortunately, there is empirical evidence, some of which we shall examine below, to at least
partially support the claim that income per person is highly correlated with key measures of
the broader aspirations of economic, social, and political progress. Thus many economists,
acknowledging that it would be wrong-headed to suggest that higher income and economic
growth are the same as development, firmly believe that it is reasonable to focus on a nation’s
economic growth and level of income as the measure of development. This is because it is
believed that improvements in the specific dimensions of development, such as those listed
earlier, are more easily achieved at higher income levels. It is precisely from such higher
income over time that the means for reaching the broader goals of development can be
obtained.'

For most economists, then, it is reasonable as a first approximation to rank nations from
highest to lowest by per capita income levels as a measure of their relative development
achievement. Focus 2.1 on “high-quality growth” illuminates this view of the process of
economic growth and its relation with the broader concept of development.
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Part of the attractiveness of using the per capita economic growth criterion is its very
simplicity. All countries collect data on their level of economic activity, though with varying
degrees of accuracy, despite efforts by international institutions to unify the methods of
data collection and to strive, to the degree feasible, for the comparability of the information
collected.? The data for comparing income among countries, or for any particular country
over time, are thus reasonably readily available and roughly comparable. We make use here
of the annual data published by the World Bank in its World Development Report and in its
World Development Indicators, a source which provides a consistent and reliable series of
data available to researchers around the world.

Measuring economic growth

The level of economic development and economic growth can be measured either by the
growth of total output or of total income. The two most common measures used for interna-
tional income and output comparisons, and hence for measuring economic growth, are gross
national income (GNI) and gross domestic product (GDP).

GNI is the total value of all income accruing to residents of a country, regardless of the
source of that income, that is, irrespective of whether such income is derived from sources
within or outside the country.> GDP is the total value of all income (= value of final output)
created within the borders of a country, regardless of whether the ultimate recipient of that
income resides within or outside the country.

How and why do the GNI and GDP measures of income differ? There will be no difference
if an economy is completely “closed” to the rest of the world. Closed in this sense means that
there is no migration of workers and no flows of investment between a country and the rest
of the world. Exports and imports of goods, however, do not affect the measurement of GNI
or GDP since trade flows do not have anything to do with differences in the values of the two
income measures. It is simply that can be no labor or investment flows between economies
if GNI is to equal GDP and an economy is to be considered “closed.”

If an economy is closed in this sense, then the only income that would be received by
residents of a country would be derived from new productive activity taking place within the
borders of that country. There would be no income received by residents inside the country
originating from sources outside the country and no flows of income created within the
borders of the country going to income recipients in other nations. In this case, GDP — the
income produced within the borders of the country — would equal GNI — the income received
by residents of that country.

Income flows between economies and GNI and GDP

However, in a world with multinational corporate investment moving across national bound-
aries and with a myriad of financial flows between nations, an economy’s GNI will typically
diverge from its GDP.

Take the case of the United States, which has many of its corporations and banks operating
in other economies. As a result of these multinational investments, as well as US bank loans
to other countries and other financial investments, the US economy received an inflow of
profit, dividend, and interest income from the rest of the world equal to $350.9 billion in
2000 and $474.6 billion in 2005.

This income inflow from outside the US became part of the GNI of the United States. It was
not part of the US GDP, however, since it did not from income created within the borders of
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the US. In fact, the value of this flow of profits, dividends, and interest to the US was included
as part of the GDP of the other nations from which it originated. These income flows from
other countries added to US GNI, tending to make the income available to US residents
greater than the income created within the borders of the US, that is, greater than US GDP.

Of course, just as US firms, banks, and individuals had investments in other countries, so
too do foreign firms, banks and individuals have investments in the US. These investments
created income and output within the US borders that were included as part of US GDP.
However, not all that income remained in the US to become part of US GNI. Profit, interest,
and dividend income equal to $329.9 billion in 2000 and $463.4 billion in 2005 flowed to
countries like the United Kingdom, Germany, Mexico, and Japan that had made investments
in the United States in the past. This income was created in the US (that is, it was part of US
GDP), but it belonged to and flowed to income recipients outside the US, thus tending to
reduce US GNI below the level of US GDP.

The net effect of the inflow of profits, interest and dividends to the US from other nations
minus the outflow of profits, interest, and dividends from the US to the rest of the world was
equal to $21.1 billion in 2000 and $11.3 billion in 2005. This made US GNI > US GDP,
everything else was the same, since more income payments flowed into the United States as
returns on US investments and loans abroad than was paid to foreigners who had invested in
or made loans to the United States. The same sorts of flows can create a divergence between
GDP and GNI in other economies as well, as a result of the flows of investments that take
place between nations.

A second type of income flow between nations that can result in a divergence between GDP
and GNI is due to worker remittances. As workers migrate from their home country to another
in search of work; it is not uncommon that they leave some members of their families and other
relatives behind. Often these workers send a portion of their income home. Such remittances by
workers in one country to their families in their home country have the effect of tending to make
GNI < GDP in the sending country where the migrating worker is located and GNI > GDP in the
receiver nation where the family and relatives of the worker reside, all else being the same.

For example, many workers from the Philippines work in Asia and Europe. Some of their
income is sent home to family still living in the Philippines, which adds to the GNI in the
Philippines above the GDP created in the Philippines. In 2000, workers’ remittances sent to
the Philippines totaled $5.2 billion; by 2005, this inward flow of income from the rest of the
world had reached $10.7 billion (World Development Indicators Online). These inflows of
income tended to make the Philippines’ GNI > GDP, as there was more income to be spent by
residents of the Philippines than there was income created within the Philippines.

In general, then, whether a country’s GDP < GNI or its GDP > GNI depends on the sum
of all the income inflows into the country from the rest of the world (ROW) less the sum of
the income leakages leaving the country and flowing to the ROW. Again, remember that the
only transactions between nations that create a difference between GNI and GDP are income
flows; the level of exports and imports do not create any difference between the measured
values of GNI and GDP.

When the income inflows received by a country from the ROW exceed the income outflows
to the ROW, then that country’s GNI > GDP. When the income inflows from the ROW are
smaller than the income outflows to the ROW, then GDP > GNI for that country.

Table 2.1 provides some summary data on the two income measures for a number of
economies for 1990 and 2006.

This table provides information on total GDP, total GNI, and the GDP/GNI gap, that is, the
difference between GDP and GNI. When the GDP/GNI gap is positive (i.e. GDP — GNI > 0),
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Table 2.1 GDP and GNI comparisons, selected nations, 1990 and 2006

Population Total GDP* Total GNI? GDP/GNI GNI per
(millions) gap® capita ($)

1990 2006 1990 2006 1990 2006 2006 1990 2006

Algeria 25.3 333 62.0 1147  60.0 107.3 7.4 2,371 3,218
Argentina 32.6 39.1 1414 2141 1352  208.6 54 4,148 5,333
Bangladesh 104.0 144.3 30.1 62.0 30.8 654 35 296 453
Bolivia 6.7 9.3 4.9 11.2 4.6 10.8 0.4 694 1,156
Botswana 1.4 1.8 3.8 10.3 3.7 9.7 0.7 2,580 5,498
Brazil 149.4 188.7  462.0 1,068.0 449.7 1,038.4 295 3,010 5,503
Cambodia 9.7 14.4 1.1 7.2 1.1 6.9 0.3 114 481
Chile 13.2 16.5 31.6 1458 298 129.8  16.0 2,261 7,892
China 1,1352  1,311.8  354.6 2,668.1 3557 2,694.8 —26.8 313 2,054
Céte d’Ivoire 12.7 18.5 10.8 17.5 9.2 16.0 1.5 728 865
Costa Rica 3.1 4.4 7.4 22.1 7.2 21.4 0.8 2,325 4,870
Egypt 55.7 75.4 43.1 107.5 420 108.0 —0.5 755 1,433
Ethiopia 51.2 72.7 12.1 13.3 12.0 133 0.0 235 183
Ghana 15.5 22.5 5.9 12.9 5.8 12.8 0.1 373 569
Guatemala 8.9 12.9 7.7 353 7.5 353 0.0 843 2,735
Haiti 6.9 8.6 2.9 5.0 2.8 4.3 0.6 413 501
India 849.5 1,109.8 3169 9063 312.7  900.9 53 368 812
Indonesia 178.2 223.0 1144 3645 1092 3487 157 613 1,563
Jamaica 2.4 2.7 4.6 10.5 4.2 9.4 1.1 1,740 3,525
Kenya 23.4 35.1 8.6 21.2 8.2 20.9 0.3 351 596
Korea (Rep.) 42.9 484 263.8 888.0 263.6 888.0 0.0 6,149 18,340
Malaysia 17.8 25.8 440 1489 422 144.2 4.7 2,362 5,596
Mexico 83.2 1042 262.7 839.2 254.1 830.7 8.5 3,053 7,970
Mozambique 13.4 20.1 2.5 7.6 23 6.9 0.7 173 344
Nigeria 94.5 144.7 285 1147  25.6 1033 114 271 713
Pakistan 108.0 159.0 40.0 128.8 417 126.2 2.7 387 793
Philippines 61.1 84.6 443 1169 441 127.8  —10.9 721 1,511
Rwanda 7.1 9.2 2.6 2.5 2.6 2.5 0.0 362 268
Sri Lanka 17.0 19.8 8.0 27.0 7.9 26.6 0.4 462 1,344
Sudan 26.1 37.0 13.2 376 124 342 34 476 925
Thailand 54.6 64.7 853 2062 843  202.1 4.1 1,542 3,122
Venezuela 19.8 27.0 47.0 1819 463 180.4 1.5 2,342 6,676
Vietnam 66.2 84.1 6.5 60.9 6.1 59.4 1.5 92 706

Source: World Bank, World Development Indicators Online.

Notes

a Billions of US dollars.

b GDP/GNI gap = GDP — GNI, in billions of US dollars. A positive value means that GDP > GNI; a negative value
indicates that GNI > GDP.

a country had outflows of income to the ROW that exceeded inflows into the economy from
the ROW, and thus its GDP > GNI. When the GDP/GNI gap is negative (GDP — GNI < 0),
the economy had inflows of income from the ROW that exceeded outflows to the ROW, and
thus its GNI > GDP.

For example, China’s total GDP was $2,668.1 billion in 2006 while its total GNI equaled
$2,694.8 billion; thus China’s GDP/GNI gap was —$26.8 billion. More income was received
by residents of China (GNI) than was created within the borders of China (GDP) due to a net
inflow of income from the rest of the world. In Brazil, on the other hand, there was more income
created within the borders of the country (GDP) than was received by residents of Brazil, and
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the positive GDP/GNI gap of $29.5 billion is the amount of income created within Brazil that
did not remain for the use of Brazilians but rather belonged to residents of other economies.

Which of the two measures of an economy’s income is preferred when using an economy’s
income as a proxy measure of its overall level of development: GDP — all income created
within a country regardless of who received it — or GNI — all income received by residents
of a country and available for use? You may already have a good idea of which is a better
indicator of total welfare, but before we answer that question directly, it is necessary to look
a little deeper into the two measures of income and refine them a bit.

Necessary adjustments to the GDP and GNI measures

The values for both total GDP and total GNI for 1990 and 2006 shown in Table 2.1 are total
nominal figures, that is, they are the total current US dollar value of the two alternative
measures of total income. There are a number of adjustments to these total nominal values
that are desirable if income is to be used in a reliable manner as a surrogate measure suitable
for ranking economies as to their level of development.

1 Adjusting for population size

A first necessary correction to the total GNI and total GDP figures in Table 2.1 is to adjust
them for population size. Dividing GNI (or GDP) by the total population provides a measure
of per person income, or, simply, average income. Nominal per capita GNI figures are shown
in the last columns of Table 2.1 for 1990 and 2006. If you wish, you can calculate per capita
GDP from the data provided, but these are not shown in the table.

This population adjustment is essential for two reasons. First, using total GNI (or GDP) to
compare different countries makes little sense. From Table 2.1, China had the highest total
GNI, followed very closely by India. But these two economies also had the largest popula-
tions. To be able to compare countries in terms of their relative level of development, it is
essential to use average income, as in the last columns of the table, to account for differences
in the size of economies. Otherwise, we would be trying to compare essentially non-compa-
rable values. Total GNI or total GDP tells us nothing about the average standard of living;
average GNI, or average GDP, gets us a little closer.

In 1990, South Korea, Argentina and Mexico had the highest average incomes of the coun-
tries listed in the table; Mozambique, Cambodia, and Vietnam had the lowest per capita
income levels. In 2006, South Korea remained first in per capita income by a substantial
margin, followed by Chile and Venezuela. The three poorest economies were now Mozam-
bique, Rwanda, and Ethiopia, with the last two economies experiencing declining income
per person between the two years.

We can thus use per capita income as a means to rank countries from richest to poorest,
with differences in incomes reflecting presumed differences in the quality of life, which is
the rationale behind using income per person as a proxy for overall welfare.

A second reason for using per capita income is to determine if, over time, changes in the
level of aggregate income of any particular economy (a) are just sufficient to keep up with
population growth, so that per capita GNI (or GDP) remains constant over time; (b) are more
than sufficient to keep up with population growth, so that per capita GNI is rising over time;
or (c) are insufficient to keep pace with population growth, such that per capita GNI is falling
over time. Using per person income figures allows us to measure, for any particular economy,
whether average income — and hence the average standard of living — is growing or not.
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Since GNI per capita is simply total GNI + population, the percentage change in GNI
per capita can be determined as in equation 2.1. This tells us whether an economy’s total
income is growing fast enough to provide for an increase in the income available per
person.

% change GNI per capita = % A (total GNI/total population)
=% A total GNI — % A population 2.1

The rate of growth of GNI per capita thus can easily be approximated as the difference
between the rate of growth of total GNI and the rate of population expansion. GDP can be
substituted for GNI in equation 2.1 to determine the rate of change of GDP per capita.

Equation 2.1 makes it clear why countries with high rates of population growth need to
generate higher rates of growth in total income just to keep the level of per capita income
constant compared to countries with lower population growth. If one country’s population is
growing at 2 percent per year, total GNI must increase by 2 percent per annum just to maintain
a constant level of income per capita; from equation 2.1, this results in a zero percent change
in per capita income. Another economy with 1 percent growth in population and the same
2 percent growth in total GNI would experience an increase in per capita GNI of 1 percent.

It would not be correct, however, to infer from equation 2.1 that slow population growth
causes a faster rate of growth of income per person or that rapid population growth causes
slower growth in income per person. Equation 2.1 is true by definition; it is a mathematical
identity. It does not uncover the underlying reasons that result in rapid or slow per capita
income growth. Equation 2.1 only indicates the consequences of specific rates of change of
both total population and total income. This important issue of population growth and its
precise relation to economic growth is examined in more detail in Chapter 12.

Having made this population adjustment to total income, countries with higher levels of
income per capita may be said to be more developed than countries with lower levels of income
per capita by the income criterion of development. Similarly, countries with faster growth rates
of average income as indicated by larger percentage increases in income per person may be
said to be developing faster than countries with lower growth rates of per capita income.

2 Adjusting nominal income (GNI or GDP) for price changes over time

The total and per capita GNI and GDP measures in Table 2.1 are what are called nominal
values. To judge how any economy is performing over time, that is, to really be able to
compare 1990 and 2006 per capita income figures, it is necessary to convert nominal or
current price GNI (or GDP) to real or constant price GNI (or GDP).

For example, the total GDP figures shown in Table 2.1 were calculated at their nominal
values, that is, they were estimated by multiplying the current, or nominal, market price of
each newly produced good and service by the number of units of new production of each
of these goods and services and then summing across all goods and services. Prices act as a
common unit of measure that allows us to add together physical quantities of different goods
and services that otherwise would not be able to be totaled.

The economic wealth of society that economists wish to measure is composed of what
is produced in actual physical terms, for it is that material production which is potentially
available for use in consumption and investment and which can contribute to individual
and social welfare. The available output is thus the “income” of an economy. The nominal
GDP measure of output (which is equal to total income created in an economy) permits us
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to compute the total value of dissimilar physical outputs and services by measuring them
with a comparable yardstick: first by using prices stated in a nation’s own currency and
then converting this to US dollars at the official exchange rate for each economy to allow
comparisons among countries in a common currency, the US dollar.

The problem of using current prices is that when comparing different years, unless prices
have remained constant, the current price measure of each year’s GDP will be a mix not only
of changes in physical production (the Qs below) but also of the variations in the prices of
the goods and services produced (the Ps below).

Equation 2.2 shows how total nominal GDP is determined as the sum of all newly produced
final goods and services with: n being the number of goods and services produced; P; being
the price of good or service i in each country’s own currency; and Q; representing the quan-
tity of good or service i produced.

n

Total GDP=3 PQ (2.2)
=1 '

From this simple statement, it is clear that in different years the prices of goods and serv-
ices — the P;s — may vary and that different prices can affect the nominal value of total GDP
even if total physical output — the Q;s — have not changed at all.

For example, imagine in equation 2.2 that from one year to the next all the P; values
double, so that all prices are twice what they were in the previous year. Even with the same
level of production in both years, that is, even if the Q;s are the same in both years, total
nominal GDP will be twice as large in the second year as in the first. However, such an
economy would be no better off with twice the level of nominal GDP, since all the increase
was due to price increases. There is no additional real output or income available, as the Q
values did not change. So, if prices change over time, as they do, nominal GDP and nominal
GNI values are distorted by the price changes when what interests us is the “real” amount of
stuff available to be consumed or invested.

In comparing GDP in different years, then, what we want to measure is how much real
physical output, the Q;s, have changed, independent of any price changes that may have
taken place between the years. To calculate real, or constant, price GDP, economists simply
value the output in different years by using the same prices, P;, for all years compared. Once
the base year vector of prices is chosen, these constant P;s can be used in equation 2.2 to
value the current Q;s. Thus we can write, for example,

2008 GDP, g9, = 3" P; 1992 Qi 2008 (2.3)
i-1

Equation 2.3 shows how real GDP for 2008, calculated at 1992 prices (1992 is the base year
for prices in this case), would be determined. Using the prices prevailing for each good and
service in 1992 (P; q9,), this price vector is multiplied by the physical quantities of all newly
produced final goods and services produced in 2008 (Q; 005). The resulting sum is the real
value of 2008 total GDP stated in 1992 prices. Comparing 1992 GDP and 2008 GDP, prices
would be the same and any differences in total GDP values between the two years would be
due to differences in the quantity of goods and services produced and not price changes.

In practice, an equivalent approach for calculating 2008 GDP in 1992 prices is to deflate
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nominal 2008 GDP by an appropriate price index, such as the GDP deflator. For example,
if the total nominal GDP of the fictional country of Luanda in 2008 was US$3,337 million,
and the price index for 2008 was 331.7 (with 1992, the base year = 100, as is always the case
for the base year), then real 2008 GDP for Luanda, calculated in constant 1992 US dollars,
would be equal to US$1,006 million, as shown in equation 2.4.

2008 total GDP x 100 = US$3,337 million % 100
2008 Price Index - 331.7
= US$1,006 million 2.4)

This calculation adjusts Luanda’s 2008 GDP for the change in prices that occurred between
1992, the base year, and 2008. This operation is equivalent to the calculation in equation 2.3,
where 1992 prices are multiplied by 2008 quantities.* After making this correction, which is
absolutely necessary when comparing income between years, then real GDP per capita can
be c