DEVELOPMENT ECONOMICS

Annotated Outline

Session 2: Theories of Economic Development 

Reading: Textbook GPRS Chapter 3

Other references (if available) 

· Debraj Ray, Development Economics, Princeton University Press, 1998, Ch. 3.

· Michael Todaro: Economic Development, 6th Edition, Longman, 1997,  Ch. 3

· Robert Barro & Xavier Sala-I-Martin: Economic Growth, McGraw-Hill, Inc. 1995

I. Introduction

1. Economic development proceeds in different paths for different countries.  Certain patterns and relationships generally characterize the process of growth and structural change, however.  This chapter discusses the major empirical and theoretical tools that help us understand these common features of the development process.

2. Attempts to determine the basic sources and patterns of growth have followed two very different approaches:

A. Empirical approach:  attempted to discern patterns of development through an analysis of data on GNP and its structure for many countries over time; patterns that are common to a large groups of countries. [Simon Kuznets, Hollis Chenery]

B. Theoretical approach:  constructed theories of how the structure of a country’s economy could be expected to change given various assumptions about the conditions facing that country.  [From Adam Smith, David Ricardo to recent scholars, Roy Harrold, Evsey Domar, Robert Sorrow, W. Arthur Lewis, John Fei, and Gustav Ranis.  In 1980s and 90s, new growth economics, represented by Paul Romer, Robet Lucas, Robert Barro, and Dale Jorgenson.]

C. Increasingly the two approaches are combined.

II. Leading theories of economic development: five approaches [Todaro, Ch. 3]

1. The linear-stages theory (1950s and early 1960s): viewed the process of development as a series of successive stages of economic growth through which all countries must pass.  Development is the same as rapid, aggregate economic growth.

A. Rostow’s stages of growth.  Walt W. Rostow, American economic historian.  All societies must have passed five stages of  economic growth to achieve the status of industrialized countries.  The five stages are: the traditional society, the pre-conditions for take-off into self-sustaining growth, the take-off, the drive to maturity, and the age of high mass consumption.  Countries that were able to save 15-20% of GNP could grow at a much faster rate than those that saved less.  

B. The Harrod-Domar growth model: One of the principal tricks of development necessary for any take-off was the mobilization of domestic and foreign saving in order to generate sufficient investment to accelerate economic growth.

C. Rostow’s theory did not always work.  More saving and investment is a necessary condition for accelerate rates of economic growth, but it is not a sufficient condition [e.g., China before 1978].  Many countries lack of complementary factors such as managerial competence, skilled labor, and the ability to plan and administer a wide assortment of development projects.  Even more fundamental level that the above theory failed is that many external factors beyond the country’s control may hinder a country’s development.

2. Structural-change models (1970s): focuses on the mechanism by which underdeveloped economies transform their domestic economic structures from a heavy emphasis on traditional substance agriculture to a more modern, more urbanized, and a more industrially diverse manufacturing and service economy.  Two approaches:

A. The two sector surplus labor model, by W. Arthur Lewis

B. Patterns of development, by Hollis B. Chenery

3. The international-dependence revolution (1970s).  During the 1970s, international-dependence models gained increasing support from developing countries.  These models view developing countries (or Third World countries) are beset by institutional, political, and economic rigidities, both domestic and international, and caught up in a dependence and dominance relationship with rich countries.  There are three main models under this categories; all of them reject the exclusive emphasis on traditional Western economic theories designed to accelerate the growth of GNP as the principal index of development.  They focus on international power imbalances and on needed fundamental economic, political, and institutional reforms, both domestic and international.  

A. The neocolonial dependence model, is an indirect outgrowth of Marxist thinking.  It attributes the existence and continuance of Third World underdevelopment primarily to the historical evolution of a highly unequal international capitalist system of rich country-poor country relationships.

B. The false-paradigm model, attributes Third World underdevelopment to faulty and inappropriate advice provided by well-meaning but often uninformed, biased, and “ethnocentric” (種族優越感) international expert advisers from developed country assistance agencies and multinational donor organizations.  These experts offered often inappropriate advice.  University interllectuals and professionals are often educated in DCs and do not understand development problems.

C. The dualistic-development thesis:  Existence and persistence of increasing divergences between rich and poor nations and rich and poor peoples on various levels.

D. Major weakness of the above theories: do not explain how countries initiate and sustain development; their theories failed to make countries develop according to their theory.

4. The neoclassical counterrevolution (1980s)

A. Free-markets, public choice, and market-friendly approaches: During the 1980s, conservative governments in the US, Canada, UK, and West Germany, brought their political ascendancy with a neoclassical counterrevolution in economic theory and policy.  In DCs, the counterrevolution favored supply-side macroeconomic policies, rational expectations theories and the privatization of public corporations. In LDCs it called for freer markets and the dismantling of public ownership, statist planning, and government regulation of economic activities.  Central argument of the neoclassical counterrevolution: underdevelopment results from poor resource allocation due to incorrect pricing policies and too much sate intervention by overly active Third World governments.  By permitting competitive free markets to flourish, privatizing sate-owned enterprises, promoting free trade and export expansion, welcoming foreign direct investment, etc., both economic efficiency and economic growth will be stimulated.  Underdevelopment is due to the heavy hand of the state and the corruption, inefficiency, and lack of economic incentive.  Free market examples: four dragons.  Three approaches:

a) Free-market approach: the markets alone are efficient.

b) Public-choice theory: government can do nothing right.  The theory argue that politicians, bureaucrats, citizens, and states act solely from a self-interested perspective, using their power and the authority of government for their own selfish ends.

c) Market-friendly approach: from World Bank economists.  Governments do have a key role to play in facilitating the operations of markets through market-friendly interventions, for example, by investing in physical and social infrastructure, health care facilities, and educational institutions and by providing a suitable climate for private enterprises.  

B. Traditional (old) neoclassical growth theory: It is another cornerstone of the neoclassical free-market argument: liberalization (opening up) of national markets draws additional domestic and foreign investment and thus increases the rate of capital accumulation.   Solow neoclassical growth model: expanded from Harrod-Domar model by adding a second factor, labor, and introducing a third independent variable, technology, to the growth equation.  Output growth results from one or more of three factors: increases in labor quantity and quality, increases in capital and improvements in technology.

5. The new growth theory

A. Motivation: Traditional neoclassical growth theory failed to explain long term growth.  Solow residual: is responsible for about 50% of historical growth in DCs.  In a rather ad hoc manner, neoclassical theory credits the bulk of economic growth to an exogenous or completely independent process of technological progress.  The traditional theory failed to explain the dramatic disparities in economic performance across countries.

B. Endogenous growth.  

a) The new theory provides a theoretical framework for analyzing endogenous growth, persistent GNP growth that is determined by the system governing the production process rather than by forces outside that system.  

b) It tries to explain both growth rate differentials across countries and a greater proportion of the growth observed.  More succinctly, the theory tries to explain the factors that determine the size of the rate of growth of GDP that is left unexplained and exogeneously determined in the Solow neoclassical growth equation (Solow residual).  Different assumptions and conclusions from neoclassical models.  

c) No diminishing returns to capital assumption in the new theory -- sustained long-term growth resulting from increasing returns to scale.  

d) Perhaps the most interesting aspect of endogeneous growth models is that they help explain anomalous international flows of capital that deepens wealth disparities between DCs and LDCs.  The potentially high rates of return on investment offered by LDCs with low K/L ratios are greatly eroded by lower levels of “complementary investments” in human capital, infrastructure, or research and development.  In turn, poor countries benefit less from the broader social gains associated with each of these alternative forms of capital expenditure.  

e) Shortcoming of the new growth theory: it remains dependent on a number of traditional neoclassical assumptions that are often inadequate for LDCs.

6. Reconciling the differences: each school of theories has something to offer.

III. Estimating GNP

1. Examine data, such as GNP is important.  

2. Definition of GNP or components of national account (See Table 1 below of this note)

3. Exchange rate conversion problems

A. Official exchange rates are often highly distorted, especially under trade restrictions

B. Nontraded goods and services make exchange conversion even more difficult.

C. Using PPP (purchasing power parity) method. (Table 3-1, Text)  

4. Index number problems: calculate growth rate over time; base year or current year prices.

IV. One sector growth model

1. Production function vs. Aggregate production function

2. The Harrod-Domar model: 

A. The simplest and best-known PF used in analysis of economic development, developed independently during the 1940s by Roy Harrod and Evsey Domar,  primarily to explain the relationship between growth and unemployment in advanced capitalist societies.  But the H-D model has been used extensively in LDCs as a simple way to look at the relationship between growth and capital requirements.

B. Underlying assumption: the output (Y) of any economic unit (firm, industry of country) depends on the amount of capital (K) invested in that unit.  Y=K/k, where k is a constant capital-output ratio.  Let g= growth rate, and ( =increase, then,

  


(K/Y = I/Y = i = S/Y =s; 
--(  g = s/k
e.g., k=3, $3 capital investment will bring $1 output evry year. ICOR = incremental capital output ratio.
C. Implications for planners:  Planners can decide g, to see required i and s, or decide i, and s, to determine g.

3. Production functions 

A. H-D model assumes k is a fixed number.  The assumption is consistent with a PF with fixed proportions of capital and labor and constant returns to scale.  

B. Neoclassical PF: k may be a variable, which is to some extent under the control of policy makers in the government.  Substitution between capital and labor are allowed.  If capital is scarce, policy makers in LDCs can try to induce more labor intensive industries.  ICOR high in advanced countries and low in poorer countries, in general.  (See text Table 3-4)  Technological change and learning by doing can reduce ICOR as they can contribute to increased productivity of all factors of production.

4. Sources of growth analysis or growth accounting: 

A. The simple H-D model PF obscures some of the basic differences in growth performance.  Robert Solow and  Edward Denison and other economists attempted to explain the sources of growth with a different form of PF, which can separate out the contribution made by different factors as well as by increased efficiency. 

B. PF and sources of growth: capital, labor, land, and increases in efficiency




C. Two conclusions:

a) Increases in productivity or efficiency (a) account for a much higher proportion of growth than was believed to be the case.  Increases in the capital stock (K) frequently account for less than half the increase in output, particularly in rapidly growing countries.

b) However, capital did play a large role in the growth of today’s LDCs, including some of increases in efficiency or productivity involved advances in technology that are embodied in capital equipment.

D. Denison & Jorgenson: impact of education.

E. New growth economics: assumes that the national economy is subject to increasing return to scale because of externality such as the gain from education.

V. The changing structure of output

1. Structural change in the course of economic development involves rises in productivity and increases in the capital stock relative to other factors.  One clear pattern: as per capita income rises, the share of industry in GNP rises too.  Two reasons:

A. Engel’s law: demand for agricultural output would not grow as rapidly as demand for industrial products and services, and hence AGR/GNP share will decline.

B. Productivity in the agricultural sector has risen as growth has progressed.  Less farmers will be needed.  Industry share rises.

2. Economies of scale:  industry leads to the growth of cities, and the growth of cities itself tends to increase the share of manufacturing and some services in GNP.   

3. However, the rates of change are not the same in each country.  Hollis Chenery et al.: no single pattern for the changes in shares.  Average pattern rather than normal pattern.

VI. Two-sector models: between industry and agriculture

1. The classical model of development, dating back to David Ricardo, is based on surplus labor and diminishing returns to agriculture.

2. Fei-Ranis surplus-labor model [text Fig. 3-4 to 3-7]: Supply curve of labor to industry is perfectly elastic initially, and labor can be withdrawn from agriculture without reducing food production.  In a labor-surplus economy starting with its entire population in agriculture, a large part of the population can be moved to industry or other employment without reducing any farm output.  Industry will have to pay that labor a wage above subsistence to get it to move.  Industry can grow even if the agriculture is stagnant.  Labor surplus in China and Africa (text pp. 59-60).

3. The neoclassical two-sector model [text Fig. 3-8]: denies the points by surplus model.  An increae in population and labor in agriculture will rise farm output, and any removal of labor from agriculture will cause farm output to fall.  Marginal product of labor is never zero, and wage is set to equal MPL.  Agriculture should grow fast enough to feed labors in both agriculture and industry sectors.  

4. Both surplus and neoclassical model reached the important conclusion that neglecting agricultural productivity impairs industrialization in the long run.  Two sector models have made it possible to acquire an understanding of some of the reasons why different patterns of industrial and agricultural development might occur.

VII.  Industrial patterns of growth

1. To find out which industries would develop at each stage in a country’s growth for planning purpose.

2. Empirical approaches

A. Chenery and Taylor: early industries (food processing, textile), middle industries, and late industries (consumer durables, metal products); but difficult to decide which category a particular industry belongs.

B. Use cross-section data at different levels of development at a given point in time.

C. Still encountered difficulties.  In short, the share of particular industries in the GNP of individual countries is determined by endowments of natural resources, historical hermitages of experiences with commerce and trade, and many other factors.  No single pattern of industrial development.

3. Theoretical approaches

A. Balanced growth: a big push or a critical minimum effort.  Ragnar Nurkse and Paul Rosenstein-Rodan

B. Unbalanced  growth: backward and forward linkages.  Albert Hirschman 

VIII. A Simple Two-Gap Model:  Introduction to World Bank’s Operational Model (Additional material)

1. Basic concepts

A. Y=C+I+X-M

B. S=Y-C

C. I-S=M-X=F

a) Two-gap theory

· Savings shortage

· Foreign exchange shortage

· Skilled labor shortage - third gap

b) Foreign borrowing promote economic growth

D. g=(s+f)/k

g= growth rate of Y

s= S/Y       f= F/Y      k= K/C ratio

(Y/Y=(I/Y)( (Y/I)=((S+F)/Y)/k

g (Y per capita) = g (Y) - g (population)

2. Keynesian model without debt

3. Foreign capital and economic growth

4. A simplified model - Keynesian model with debt module 

A. A 10-equation model (MINIRMSM)

Y=C+I+X-M  (National income identity)

F=M-X  (Net transfer of external debt)

DOD(t)=DOD(t-1)+NF(t)  (Debt outstanding)

NF=F+INT+dRES  (Net capital flows)

GF=NF+AMT  (Gross capital flows)

AMT(t)=A0(t)+A1(t)+A2(t)+...(Total annual debt amortization )

INT(t)=rate*DOD(t-1)  (Interest payments over total debt)

C=cY  (Consumption function)

=M(t-1)*(1 + elasticity of import*Growth rate of Y)   (Imports function)

(RES=(month of imports/12)*M(t-1)-RES(t-1)   (Change in total reserves)

B. Some assumptions

a) Exports (X) and investments (I) grow at a fixed rate per annum

b) No inflation factor

c) Total reserves does not bear interest receipts. 

IX. Interactions in a market-friendly strategy for development (World Development Report 1991)

1. Investment in people

2. Competitive microeconomy

3. Stable macroeconomy

4. Global linkage

X.   Next week

1. Reading: Chapter 4 of the textbook, with Study Guide. Do Self-Test part. 

2. Do Chapter 3 Study Guide: do Exercises  2, 3, 5.
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