DEVELOPMENT ECONOMICS

Annotated Outline

SESSION 3: ECONOMIC GROWTH, POVERTY AND INCOME DISTRIBUTION

Required reading: 

· Textbook GPRS Chapter 4: Development and Human Welfare

· Rudiger Dornbusch, Editor, Policymaking in the Open Economy, EDI Series in Economic Development, World Bank,  Oxford University Press, 1993

· Takatoshi Ito & Anne O. Krueger, Growth Theories in Light of the East Asian Experience, University of Chicago Press, 1995.

Other references (if available)
 

· Kaushik Basu, Analytical Development Economics, the Less Developed Economy Revisited, The MIT Press, 1997, Ch. 2 (The Vicious Circle of Poverty)

· Michael Todaro: Economic Development, 6th Edition, Longman, 1997, Ch. 5

· World Bank: World Development Report 1990: Poverty
· Gerald Meier: Leading Issues in Economic Development, 6th Edition, Oxford University Press, 1995,  pp. 17-30

· World Bank: World Development Report 1998, World Development Indicators Table 4 (Poverty) and Table 5 (Income distribution)  (distributed with this lecture notes).

· Paul Collier & Jan Willem Gunning, “Explaining African Economic Performance,” Journal of Economic Literature, March 1999, pp. 64-111.
· Jonathan Temple, “The New Growth Evidence,” Journal of Economic Literature, March 1999, pp. 112-156

· Paul Collier & Jan Willem Gunning, “Why Has Africa Grown Slowly?” Journal of Economic Perspectives, Summer 1999, pp. 3-22.

I. Introduction

1. Chapter 4 of the textbook probes the relationship between economic growth and the goal of improving human welfare.  

2. Economic growth is a necessary but not sufficient condition for improving the living standards of poor people.  Not a sufficient condition: income distribution important; reasons:

a. Economic growth is to augment the power and glory of the state and its rulers

i. Ancient Egypt on pyramids and modern countries with military buildup

ii. *Recent Asian crisis: Indonesia – the downfall of Suharto

iii. *Arabian countries, Brunei, feudal China

b. Resources may be heavily invested in further growth, with deferred consumption (Soviet collectivization n 1930s, China before 1978)

c. Rich people get all or most benefits.

3. Improvement in income distribution occurred during the late 19th and early 20th centuries in England and other countries that now are considered developed.  These gains came as the results of increase in real wages and government’s reform programs.  Rich developed countries reached an era of mass consumption that allows them to share in the gains from economic development.

4. For developing countries, question is as industrialization proceeds and their nations’ GNP rise, what will happen to their individual economic welfare, and when can they hope to reach an era of mass consumption?

a. 1950-65:  Economists tended to accept that benefits of growth would trickle down to the poor.  Income distribution issues were ignored.

b. Late 1960s:  The above view was challenged by evidence of rising income inequality and a stubborn prevalence of poverty in many developing countries.  Such evidence stimulated active concern with promoting more equitable growth.

c. During the 1970s and 1980s, poverty-oriented policies were pushed to the background by the need to cope with macroeconomic shocks (debt crisis in Latin America and many troubles in Africa).

d. More recently, interest in poverty-but not inequality-has revived, but not as an alternative to concern about growth.  (East Asia growth with declining poverty, while sub-Sahara Africa has been worsening.)  The evidence of the past half-century shows that growth is necessary for alleviating widespread poverty.

II. Concepts And Measures

1. Income distribution

a. Two types of income distribution

i. Functional distribution of income:  How national income is divided among the factors of production (land, labor, and capital).  It can be used to measure the productive contributions made by the different factors.

ii. The size distribution of income: Amounts of income of all functional kinds received by rich, poor, and middle-class individuals or families.  It is often interpreted as a direct measure of welfare.

b. Both types are interrelated.  Here we focus on size distribution.  Measurement problems exit on size distribution.  A sample survey is usually taken, though the resulting statistics are questionable.  Household income is often underreported.  

2. Inequality measures

a. Lorenze curve:  The income data can be arranged in various way.  Lorenz curve is the most common method.(See Fig. 4-1).  Inequality is greater the farther the LC bends away from the 45-degree line of perfect equality.  The area A shows the degree of inequality in income distribution.

b. Gini concentration ratio: Derived from the Lorenz curve, is the most used statistic to measure income inequality.  The ratio = 2*Area A.  The higher the Gini ratio, the higher degree of inequality. 

c. Problems for Gini ratio

i. Lorenz curve can intersect and is possible for curves with different shapes to generate the same Gini ratio.

ii. Gini ratio’s extreme reference standard (perfect equality) makes the measure generally insensitive to changes in distribution, especially for changes in the incomes of low-income groups.

d. One remedy is to look only at a particular part of the curve; e.g., the poorest 30-40%.

3. Poverty measures

a. Poverty focuses on the low absolute incomes received by certain households.  But an objective definition of poverty is hard to formulate.  Difficult to define the standard for poverty. Minimum acceptable standard.

b. Poverty line: household income per capita.  The simplest and most common measure of poverty is the percentage of all households that are poor (poverty headcount).  A better measure also takes account of the extent to which the incomes of the poor fall below the poverty line.  Sri Lanka’s case (Table 4-3), income distribution improves over 20 years but with low growth rate.

c. *World Bank (WDR 1990, pp. 25-29): 

i. Poverty is not the same as inequality.  Poverty is concerned with the absolute standard of living of a part of the society (the poor), inequality refers to relative living standards across the whole society. Minimum inequality is possible with zero poverty (with no one is poor) as well as with maximum poverty (where all are poor). 

ii. Poverty is defined as the inability to attain a minimal standard of living.  

(1) Measurement of living standard: using household income and expenditure, supplemented by some social indicators such as nutrition, life expectancy, under 5 mortality, and school enrollment rates. 

(2) Minimum standard of living: the poverty line.  Using minimum level of consumption.  Country specific and global poverty line (PPP based 1985 per capita consumption, &275 and $370)

(3) Number of poor as a proportion of the population.  Headcount index and poverty gap (measures the transfer that would bring the income of every poor person exactly up to the poverty line, thereby eliminating poverty.

iii. The situation in 1985: 633 millions in extremely poor; 1116 million poor (including extremely poor).

d. *WDR98, Table 4: Poverty lines; Table 5: Income distribution.

4. Equality (平均) and Equity (公平):  Equality means everyone gets the same income; equity is a normative (ethical) concept, a sense of right or wrong.

5. Basic human needs and social indicators:  Some scholars reject definitions of poverty based on income.  Social indicators make more sense.  Recent interest is on basic human needs: minimum level of nutrition, health, clothing, shelter, and opportunities for individual freedom and advancement.  World Bank publishes data on social indicators.  (Table 4-4, *see also WDI98, Tables 6-7 on education and health, as shown in later lecture notes.)  Two observations: 

a. Improvement in social indicators generally goes with a rise in per capita income.  

b. But, within each income class, variations among countries are large.

6. Overall indicators of development:  Social indicators are hard to combine into an overall measure of a country’s social development.  Several attempts to do so:

a. Physical quality of life index (PQLI), developed by Overseas Development Council (ODC) in 1979, was based on three widely available indicators of the basic-human-needs variety: life expectancy at age one, infant mortality rate, and literacy rate.  Each indicator was assigned a scale value from 0 to 100, with the best and worst known cases setting the limits of the scale. An unweighted average of the three then was taken.  Rich countries do not always enjoy the highest quality of life.

b. Human development index (HDI), developed by the UNDP in 1990.  It combines measures of life expectancy, educational attainment, and GNP per capita (PPP).  Somewhat arbitrary; may reflect political opinions of its compilers.  PPP GNP per capita and HDI are closely related.  Exception is for oil exporting countries, with high income but low social indicators.  (Table 4-5)

c. Ideal measures for welfare may never be found, but general agreement is that successful development (in welfare term) requires rising per capita output, reduced poverty, and improved health and longevity, with at least no dramatic worsening of inequality.

a.  *Green GNP (UN/World Bank project to estimate expanded GNP by considering  environmental factors).

7. The growth controversy (cf. Todaro, Ch. 5)

a. Public and private perceptions about the ultimate economic activity has been changed during the 1970s.  In the developed countries, major emphasis has shifted toward more concern for the quality of life, with environmental concern: pollution, depletion of natural resources, and destruction of scenic wonders.  The Limits to Growth, Club of Rome, 1972.  

b. The main concern in the poor countries focused on the question of growth vs. income distribution.

b.  Both developed and developing countries started having questions on treating GNP as the main objective of economic activity.  

c.  Economic inequality is only a small part of the broader inequality problem in the developing world.  Equal or even greater importance is inequalities of power, prestige, status, gender, job satisfaction, condition of work, degree of participation, freedom of choice, and many other problems.   

III. Pattern Of Inequality And Poverty

1. Simon Kuznets’ inverted U:  

a. The relationship between per capita GNP and inequality in income distribution may take the form of an inverted U. (1955 proposition)

b. Data for more than 65 countries since 1980 support Kutznets’ hypothesis.  But the data are biased toward Latin American middle-income countries. (Table 4-6).  In addition, time series data are few.  Regression on 65 countries yields very small 


c. Inverted U hypothesis remains controversial.

2. Other influences on inequality

a. The degree of income inequality varies with respect to income level.  Sri Lanka is an example of relatively equal.  Taiwan and Korea are example of rapid growth with relatively equal distribution.  *Now worsening:  Gini ranking:  land distribution, worst; followed by distribution of financial assets, wealth, and income (lowest).  (D.M. Leipziger et al., The Distribution of Income and Wealth in Korea, EDI, World Bank, 1992.)

b. Factors other than income such as education play important roles toward reducing inequality.  But results are mixed.

3. How growth reduces poverty

a. Poverty alleviation is closely associated with per capita GNP.  The mean income of the poor (poorest 40% of families, e.g.) in a given society is very closely associated with GDP per capita (

=0.93).  The share of the population living in poverty is also closely related to per capita GDP, based on World Bank’s definition of poverty line of $370.

b. In summary, while people may be poor for many different reasons, the most important one is that they live in poor countries.  Raising per capita income -> increase absolute income and proportion of the poor.

c. In 1990, nearly half of the world’s more than one billion poor (per capita income below $370 in 1985 PPP dollars) live in the low-income countries of South Asia, and more than 80% of the poor in 1990 lived in low-income countries with per capita PPP GDP less than $1,000.  The share of poverty in Asia is declining while in Africa is rising.  The gradual shift of world poverty from faster-growing Asia to virtually stagnant Africa is further indication that economic growth reduces poverty, while economic stagnation or decline allows poverty to rise, especially when it is accompanied by rapid population increases. 

d. Poverty is more prevalent in rural than in urban.  In the 1980s, most Asian and African countries have more than 80% of population in rural areas.

e. * Comparison:   In 1997, Sub-Sahara Africa (48 countries) has a total population of 620.4 million, with total GNP US$324 billion (per capita US$522), compared with Taiwan’s 21.7 million of population, total GNP US$285 billion (88% of the SS Africa) and per capita GNP US$13,198.

4. Income distribution models

a. A best-known study is Irma Adelman and Sherman Robinson model on the South Korean economy (1978).  Using computable general equilibrium (CGE) model.  The model predicted that economic growth would continue in Korea, but most of the gains would go to the urban population and the income distribution would steadily worsen.  Most policy packages would have little impact on income distribution.

b. Four case studies:

i. Korea: Rapid growth.  Development pattern highly equitable.  Emphasizing in education also helps support equity and growth.

ii. Brazil:  Economic growth uneven in both time and space.  Whole section of the country such as the poor northeast have been largely excluded from development.  Large urban cities also have appalling urban slums.  Asset ownership highly concentrated.  No land reform.  Access in education is uneven.  Concentrated on large firms, capital intensive industries.  Results are very high inequality and little progress toward poverty alleviation.

c. Sri Lanka:  Democratic society.  Social benefits helped to produce a healthy, literate populace. Inequality was kept low, but income level also low.  In 1977 a new government launched an effort to accelerate growth by focusing labor intensive manufacturing, irrigation and tourism.  This led to accelerated growth, but also rising inequality.  Racial conflicts have negative impact on raising social benefits.

d. India:  Poor country.  Uneven regional development.  Overall inequality is low because there are so many poor people and relatively small classes of rich.  

IV. Theories of Inequality and Poverty

1. Ricardo’s two-sector model and Marx’s views: both have wrong predictions on income distribution  and economic growth.

2. Neoclassical theory:  It postulates that all factors of production are in scarce supply and that their rates of return are set equal to their marginal products in competitive factor markets.  Application this theory to LDCs are debatable because the theory’s assumption that product and factor markets are perfectly competitive is less valid in such a setting.

3. Labor-surplus model.

a. Lewis’s model of “economic development with unlimited supplies of labor.”  LDCs were viewed as in the stage prior the Industrial Revolution, and thus the classical theory should be used.  The model suggests that inequality will first increase and later diminish as development takes place.  When all the surplus labor is finally absorbed into modern employment, the tendency for inequality would be reversed.  Labor becomes a scarce factor of production, with rising real wages.  Poverty level would also be reduced.

b. The Lewis’ model is far from universally accepted.  Several questions have been raised about the model and there are no firm answers to them.

V. Strategies For Growth With Equity

1. LDCs have demonstrated the difficulties of trying to redistribute before growing.  Three alternative strategies other than Lewis model.

2. Redistribution first, then growth: China and former USSR.  Have failed.  Impacts on confiscation: eliminated property income of previous owners and  reduced efficiency and productivity of the confiscated assets through poor management.

3. Redistribution with growth (RWG):  

a. Sponsored by the World Bank.  The gains from economic growth can be redistributed, so that over time income distribution gradually improves as growth proceeds.  Stresses increases in the productivity and purchasing power of the poor.
b. Basic idea of RWG is that government policies should try to shape the pattern of development so that low-income producers (rural and small-scale urban industries) see improved earning opportunities and simultaneously receive the resources necessary to take advantage them.

c. Proposed policies include creation of employment opportunities for disadvantaged poorer people; improved education, progressive taxation, and provision of basic goods and services to the poor.

d. In practice, RWG is the approach used by most LDCs trying to reduce poverty.

4. Basic human needs (BHN)

a. Emphasizes the provision of public services, along with entitlements to the poor to make sure they get access to the services provided.
b. The strategy aims at providing the poor with several basic commodities and services: staple foods, water and sanitation, health care, primary and nonformal education, and housing.

c. Requires two elements for success (*apply to reconstruction  of post-earthquake and other catastrophies)

i. Adequate financing for cost effective measures to be carried out.  Basic services must be subsidized.

ii. Adequate service networks to distribute services, especially in poor villages and urban slums.

5. World Bank 1990 WDR:  Proposes two basic actions for poverty reduction: 

a. Policies to increase the productivity of the main resource owned by poor

b. The provision of basic social services to the poor.

6. Structural adjustment and the poor

a. During 1980sstructural adjustment loans in cooperation with IMF and World Bank draw criticism.  Countries with SALs agreed to make major policy changes in exchange for loans.  Austerity program such as removing subsidies had adverse impact on the poor.  

b. UNICEF (UN Children’s Fund) report called for “adjustment with a human face,” proposing a set of policies that would permit growth to resume, raise productivity of the poor, improve the equity and efficiency of social services, etc.  Its proposal can be regarded as an adoption of the BHN and RWG ideas.

7. Growth and equity: Key policy issues

a. Employment creation:  the single most promising way of achieving greater equity during growth

b. Adequate relationship between the prices of rural and urban products.

c. Political economy: whether LDCs governments have determination to reduce inequality amid economic growth.

VI. Homework for the next session

1. Study Guide: Chapter 4.  Exercises 1, 4 (see Applications, pp. 69-82)

2. Graphic exercise:  Per-capita GNP[ PPP based, see the WDI98, Table 1] vs. Gini concentration ratio, based on Table 5; select 20 countries from a range of low income to higher income countries.  Show whether there is any relationship between GNP per capita and Gini coefficient.

3. Read Chapter 5 (Markets vs. Controls).  Do self-test part of the Study Guide in both chapters.

� * marks the material from other sources than the textbook.
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