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(i) 

INTRODUCTORY LETTER 

 

Dear Students, 

We welcome you in the IVth Semester of M.A. Economics. You might be aware that in this 

semester again you are having a paper on Economics of Growth and Development-II. In the previous 

semester, we made you conversant with many aspects of growth and development from its meaning to 

the models of economic growth and development, role of natural resources, capital and institutions etc. 

in economic development. The concept of dependency was also introduced to you. Then the dual 

relationship of population growth and economic development was also discussed. The concept of 

sustainable development which is gaining importance in the present context was also discussed. Hence 

continuing with economic development and growth, in the present paper, we will study initially about the 

structural changes and the changes in the income distribution which accompany with the process of 

economic development. Then the strategy of economic development will be discussed. Models based 

on agriculture-industry linkages will also be discussed in the subsequent lessons. Then economic 

integration of the developing countries with the global village via international trade, foreign finance and 

foreign aid will also be given due importance in discussion. In the last, but not the least, role of market 

and state will be taken care of. All these topics are of utmost importance so far as the process of 

economic development in the developing economies is concerned.  

We hope that you will find the study material on all these topics quite comprehensive and easy 

to understand. Anyhow, any query in this regard will be welcomed. 

With all best wishes. 

 

 

Prof. Harsh Gandhar 

Course Leader 

Deptt. of Economics 

USOL 
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(ii) 

 
SEMESTER-IV 

PAPER -MAECO-401: ECONOMICS OF GROWTH AND DEVELOPMENT–II 

Max. Marks  : 100 

Theory  : 80 Marks 

Internal Assessment  : 20 Marks 

Time  : 3 Hours 

Teaching Hours  : 50 

Objective: 

The main objective of this course is to look at the process of growth and development in terms of its 
characteristics such as structural transformation, pattern of distribution of income, its inter sectoral 
interface. In addition, it also aims to take up issues pertaining of the emerging global scenario and the 
debate concerning the planning vs marketism which is so vital for development theorists and 
practitioners. 

Pedagogy of the Course Work: The course relies on a combination of lectures, solving problems, and 
discussing of academic articles or real life situations. Teacher will assign topic for assignments on 
contemporary themes and issues from the syllabi. Special tutorials/contact hour for one-to-one student 
teacher interactions. 

INSTRUCTIONS FOR THE PAPER-SETTER AND CANDIDATES: 

1.  The syllabus of this paper has been divided into four units. 

2.  There shall be 9 questions in all. 

3.  The first question, which would be compulsory, shall be short answer type (word limit 25-30 
each). It would carry 15 short questions, spread over the entire syllabus. The candidate will be 
required to attempt any 10 short answer type questions. Each short answer type question would 
carry 2 marks (10 × 2 = 20). 

4.  Rest of the paper shall contain 4 units. Each unit shall have two questions and the candidates 
shall be required to attempt one question from each Unit— 4 in all. Each question shall carry 15 
marks (15 × 4 = 60). 

UNIT-I 

Economic Growth and Structural Change: Structural Changes in the Composition of Gross Domestic 
Product and Occupational Structure. 

Exploring the Relationship between Economic Development and Income Distribution: Kuznets’ inverted 
U–Shaped Curve and Augmented Kuznets’ Curve. 

UNIT-II 

Agriculture-Industry Interface: 

The Models of Lewis, Fei and Ranis and Todaro. 
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5 
(iii) 

The Balanced Growth Doctrine (Rosenstein Rodan), Unbalanced Growth (Hirschman’s version). 
UNIT-III 

Investment Criteria 

Investment Criteria; Choice of Technique. 

Economic Isolation and Integration with the Global Market: International Trade and Economic 
Development; Foreign aid and Economic Development ; Role of Foreign Direct Investment (FDI) and 
Multi-National Corporations (MNCs) in the Emerging Scenario. 

UNIT-IV 

Market and State: An Overview of the Economic Functions of the Market and State. Planning and 
Market: Planning by direction, Planning by market, Planning in backward areas. 

From Washington to post-Washington consensus. 

Recommended Readings: 

Agarwala, A. N., & Singh, S. P. (Eds.). (1963). Economics of underdevelopment: A series of articles 
and papers. London : Oxford University Press. 

Chenery, H. B., Syrquin, M., & Elkington, H. (1975). Patterns of development, 1950-1970 (Vol. 75). 
London: Oxford University Press. 

Halm, G. N. (1951). LEWIS, W. ARTHUR. The Principles of Economic Planning. Pp. 128. 

Kuznets, S., & Murphy, J. T. (1966). Modern economic growth: Rate, structure, and spread (Vol. 2). 
New Haven: Yale University Press. 

Lewis W. Arthur (1976). Development planning: The essentials of economic policy. London: Routledge. 

Meier, G. M., & Rauch, J. E. (Eds.). (1995). Leading issues in economic development (Vol. 6). New 
York: Oxford University Press. 

Ranis, G., & Fei, J. C. (1961). A theory of economic development. The american economic review,  
533-565. 

Ray, D. (1998). Development economics. New Jersey: Princeton University Press. 

Thirlwall, A.P. (Latest edition). Economics of development: Theory and evidence. New York: Palgrave 
Macmillan. 

Washington: Public Affairs Press, 1951. 2.50cloth; 2.00 card. The ANNALS of the American Academy 
of Political and Social Science, 278(1), 234-234. 
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Lesson – 1 

ECONOMIC GROWTH AND STRUCTURAL CHANGES 
 

Structure 

1.0 Objectives. 

1.1 Introduction. 

1.2 Why study structural changes? 

1.3 Patterns of sectoral change. 

1.4 Capital Formation. 

 1.4.1 Accumulation of physical capital 

 1.4.2 Accumulation of human capital 

1.5 Demographic changes. 

1.5.1 Structure of world’s population. 
1.5.2 The Demographic Transition. 

1.5.3 The Recent decline in population growth rates. 

1.6 Urbanization and its Role in Economic Development. 

1.7 Summary. 

1.8  Glossary. 

1.9 References. 

1.10 Further Readings. 

1.11 Model Questions. 

1.0 Objectives 

After going through this lesson you will be able to: 

 understand the reasons underlying the study of the structural changes. 

 describe the sectoral changes taking place along with the process of economic development. 

 explain Demographic changes which accompany the process of economic development. 

 outline the concept of urbanization and its role in economic development.  

1.1 INTRODUCTION 

In the last semester, we studied about economic development and economic growth and the 
theories and models related with them. Moreover, we analysed the relationship of population and 
economic development. We were also able to outline the concept of sustainable development and the 
concerns related with it. Continuing with the study of economic development, in this lesson, we will 
study about the process of economic development and the structural changes accompanying this 
process.  
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The most distinctive feature of the process of economic growth witnessed by the developed 
countries, viz. USA, UK (excluding Ireland), Germany, France and Japan, during the past 150 to 200 
years has been a marked and sustained rise in percapita product, an important indicator of standard of 
living. This increase in percapita product occurred inspite of a sustained rise in the population of all 
these countries, with the obvious implication that the total product grew at a much higher rate than per 
capita product.  

These high rates of growth in per capita product and population have been associated with 
pronounced structural changes in all these countries So it becomes imperative to study the structural 
changes in detail. The principal structural changes emphasized in the literature of development and 
growth are increases in the rates of capital accumulation (Rostow, Lewis): shifts in the sectoral 
composition of economic activity (industrialization) focusing initially on the allocation of employment 
(Fisher, Clark) and later on production and factor use in general (Kuznets, Chenery); and changes in 
the location of economic activity (urbanization) and other aspects of industrialization (demographic 
transition, income distribution etc.) 

The interrelated processes of structural change that accompany economic development are 
jointly referred to as structural transformation. 

1.2  WHY STUDY STRUCTURAL CHANGES? 

The main rationale behind the study of the structural change is that it is considered to be the 
main centre of modern economic growth. The construction of any comprehensive theory of 
development is not possible unless the whole process of growth is described and the structural change 
is the essential ingredient of that. It is generally hypothesized that there is a strong inter-relationship 
between economic growth and structural change. While their interdependence has been recognised by 
most writers, some have ernphaized the necessity of structural changes for growth. According to 
Kuznets “Some structural changes, not only in economic, hut also in social institutions and beliefs, are 
required, without which modern economic growth would be impossible (Kuznet 1971, p 348). (‘he views 
economic development a set of interrelated changes in the structure of an economy that are required 
for its continued growth’ Chenery (1979, p xvi). According to Abramovitz (1983, p. 85), the 
interdependence also appears as a cumulative process: “Sectoral redistribution of output and 
employment is both a necessary condition and a concomitant of productivity growth. In the absence of 
a continuous equalization of factor returns across sectors, the reallocation of resources to sectors of 
higher productivity contributes to growth in such disequilibrium situations structural change becomes a 
potential source of growth if it leads to a fuller or better utilization of resources. The potential gains are 
likely to be more important for developing countries than for developed ones since the former exhibit 
more pronounced symptoms of disequilibrium and can achieve faster rates of structural change. In a 
dynamic context the gains can be far from negligible, accounting for as much as one third of the 
measured growth in total factor productivity (syrquin, 1989; p.209). 

On the empirical side, studies of long run transformation are best represented by Kuznets 
synthesis of modern economic growth in a series of seminal papers. He established the stylized facts of 
structural transformation. His essays on modern economic growth area a compendium of ideas on 
growth, transformation, distribution, ideology, institutions and their interrelations. Empirical research on 
the features of modern economic growth started with comparisons of long term series in developed 
countries and then turned to cross country comparisons of less developed countries for a given year or 
short periods. Cross section relations, it was implied or hoped, were good substitutes for relations 
within countries over time: “Cross-section analysis of national structures, at a given point in  
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time - add - an insight into current structural differences, viewed partly as points in the process of 
growth, Caught, as it were, at different stages and phases.” [(1959), p. 174]. 

As the time series of developing countries accumulated, the cross country framework was 
expanded to include a comparison of short time series for a large number of countries. This allowed 
examination of the stability of cross section results, and the estimation of uniform time shifts. Instead of 
searching for a unique pattern, attention was turned to the determination of average patterns of over 
time (Chenery 1960) and to an exploration of the relation between time series and cross section 
patterns (Cheriery & Taylor: (1968), chenery and syrquin (1975). 

It is generally hypothesized that as growth proceeds and income rises, the savings rate and 
ratio of investment to GNP rise; the share of income spent for non-agricultural products increases; the 
share of three sectors in the national product change; government takes and spends an increasing 
share of the national income, the largest single increase being for education: cities grow; literacy 
increases; a middle class gradually emerges; the birth rate and death fall. But not equally; imports    
and exports both increase, not only absolutely but also more rapidly than does the national product, 
and so on. 

Chenery and syrquin (1975) using some 2000 observations concerning I 30 variables from 101 
countries for the period 1950-1970, estimated the most likely relationship of these and various related 
variables to the level of income and the size of the country’s population. The following table 1 presents 
their results. The income levels shown are the per capita GNP in U.S. dollars at 1964 prices. For 1980 
prices, the figures should be doubled. Since the two researchers use quadratic equations to calculate 
the most likely values of each variables, the extreme values are not good estimates; hence for per 
capita income levels below $ I00 and above $ 1000, they used the mean values of their data rather 
than the values arrived at by means of their equations. 

Table 1 

Normal variation in economic structure with level of development 

Predicted Values at Different Income Levels (stated in 1964 prices) 

  Mean        Mean 

  under        Over 

  $100* $100 $200 $300 $400 500 $800 $1,000 $1,000+ Total Y at 

           Change Mid Point 

Accumulation Processes 

1. Investment 

 a. Saving .103 .135 .171 .190 .202 .210 .226 .233 .233 .130 200 

 b. Investment .136 .158 .188 .203 .213 .220 .234 .240 .234 .098 200 

 c. Capital inflow .032 .023 .016 .012 .010 .009 .006 .006 .001 .031 200 

2. Government revenue 

 a. Government revenue .125 .153 .181 .202 .219 .234 .268 .287 .307 .182 380 

 b. Tax revenue .106 .129 .153 .173 .189 .203 .236 .254 .282 176 440 

3. Education 

 a. Education Expenditure .026 .033 .033 .034 .065 .037 .041 .043 .039 .013 300 

 b. School enrollment ration .244 .375 .549 .637 .394 .735 .810 .842 .863 .619 200 

Resource Allocation Processes 

4. Structure of domestic demand 

 a. Private consumption .779 .720 .686 .667 .654 .645 .625 .617 .624 -155 

 b. Govt. Consumption .119 .137 .134 .135 .136 .138 .144 .148 .141 022 
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 c. Food consumption .414 .392 .315 .275 .248 .229 .191 .175 .167 -247 250 

5. Structure of Production  

 a. Primary share .522 .452 .327 .266 .228 .202 .156 .138 .127 -.3 200 

 b. Industry share .125 .149 .215 .251 .276 .294 .331 .347 .379 .254 300 

 c. Utilities share .300 .338 .385 .403 .411 .415 .416 .413 .386 .086 

6. Structure of trade 

 a. Exports .172 .195 .218 .230 .238 .244 .255 .260 .249 .077 150 

 b. Primary exports .130 .137 .136 .131 .125 .120 .105 .096 .058 -072 1.000 

 c. Manufactured exports .011 .019 .034 .046 .056 .065 .086 .097 .0131 .0120 600 

 d. Services exports .028 .031 .042 .048 .051 .053 .056 .057 .059 .031 250 

 e. Imports .205 .218 .234 .243 .249 .254 .263 .267 .250 .045 250 

Demographic and Distributional Processes 

7. Labor allocation .712 .658 .557 .489 .438 .395 .300 .252 .159 .553 .400 

 a. Primary share .78 .091 .164 .206 .235 .258 .303 .325 .368 .290 .325 

 c. Services share .210 .251 .279 .304 .327 .347 .396 .423 .473 .263 450 

8. Urbanization .128 .220 .362 .439 .490 .527 .601 .634 .658 .530 250 

9. Demographic transition 

 a Birth rate .459 .446 .377 .338 .311 .291 .249 .229 .191 -.268 350 

 b. Death rate .209 .186 .135 .114 .103 .097 .091 .090 .097 -.112 150 

10. Income distribution 

 a. Highest 20% .502 .541 .557 .554 .547 .538 .511 .494 .458 -.044 

 b. Lowest 40% .158 .140 .129 .127 .128 .130 .138 .143 .153 -005 

__________________________________________________________________________________ 

* Approximately $70. Mean values of countries with per Capita GNP under $ 100 vary slightly according 
to composition of the sample. 

+Approximately $ 1.500. Mean values of countries with per capita GNP over 51.000 vary slightly 
according t composition of the sample. 

Source: Holls B. Chenery and Morris Syrquin: Patterns of Development. J950-1970 (New York: Oxford 
university press for he World Bank. l975).      Pp. 20-21 

It can be easily seen from the table that the variables behave in the expected manner as they 
have been hypothesized. viz, savings rise from 10% of GNP at income below $100 to 23% at incomes 
above $1000. Investment rises from 14% to 23%. Primary sector share of production falls from 52% to 
13% and primary sector employment falls from 72% to 16% of labaour force and so on. (All these 
changes will be discussed in detail in the subsequent sections). 

Chenery (1979) presented another best-known model of structrual change and examined again 
the patterns of development for numerous Third World Countries during the post warperiod. His 
empirical studies, both cross-sectional (among countries at a given point in time) and time series (over 
long periods of time) of countries at different levels of per capita incomeled to identification of serveral 
characteristic features of the development process which included the shift from agriculture to industrial 
production, the steady accumulation of physical and human capital, growth of cities and urban 
industries and the decline in family size etc. 

Hence it can be inferred that empirical structural change analysts emphasize both domestic and 
international constraints on development. The domestic ones include the economic constraints such as 
a country’s resource endowments and its physical and population size as well as institutional constraint 
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such as govt. Policies and objectives. International constraints include access to external capital, 
technology and international trade. According to them, though major hypothesis of structural change 
model is that development is an identifiable process of growth and change whose main features are 
similar in all countries, yet the model recognises the differences that can arise in most countries 
depending upon their particular set of circumstances which are beyond the control of an individual 
developing nations. And these patterns, according to them, may be affected by the choice of 
development policies persued by LDC governments as well as international trade and foreign 
assistance policies of the developed nations. Hence structural change analysts are basically optinistic 
that the correct mix of economic policies can generate beneficial patterns of self sustaining growth. 

1.3 PATTERNS OF SECTORAL CHANGE 

Changes in the sectoral composition of production or output are the most prominent feature of 
structural transformation. Modern analysis of sectoral transformation originated with fisher (1935, 1939) 
and clark (1940) and dealt with sectoral shifts in the composition of the labour force. They employed the 
distinction between primary, secondary and tertiary production as a basis of a theory of development. 
Countries are assumed to start as primary producers and then, as the basic necessities of life are met, 
resources shift into manufacturing or secondary activities. Finally, with rising income, more leisure and 
an increasingly saturated market for manufactured goods, resources move into service or tertiary 
activities producing ‘commodities’ with a high income elasticities of demand. 

Now, obviously, the developing countries get identified with primary production and the more 
developed countries with the production of manufactured goods, and the matured developed 
economies with a high percentage of their resources in the service sector. 

It has been estimated that commodities produced in the primary sector have an income 
elasticities of demand less than those produced by the secondary sector. Moreover, the goods and 
services produced in the tertiary sector have income elasticity of demand greater that those of the 
commodities produced in the primary and the secondary sectors. Thus, with the growth of incomes, the 
pattern of demand will first shift in the favour of the secondary sector relative to the primary and finally 
in favour of the tertiary sector. As a result, as the economy develops, the number of persons employed 
and the income generated in the primary sector falls relative to that in the secondary sector. In the end, 
the same phenomenon occurs in favour of thetertiary sector vis-a-vis the secondary sector. This will 
naturally entail changes in the structure of the economy. The economic structure will shift from primary 
production to secondary and finally to tertiary. However, it must be kept in mind that it is not necessary 
that this decline occurs in abosolute terms. It normally occurs in relative terms. In other words, the 
number of people engaged in the primary sector may increase in absolute terms, but its share in total 
employment in percentage terms will decline. 

One point to be noted here is the fact that one country produces predominatly agricultural 
products while another produces mainly manufactured goods need not imply that that they are at 
different stages of development on any of the conventional definations of development because such 
an association would also ignore the different types of service activities, which may exist at different 
stages of a country’s history. According to Katouzian (1970), there are three broad categories of service 
activities, and the determinants of resource allocation to service activities accompanying development 
may operate differently on each in an offsetting manner. Newer service activities linked with the growth 
of Leisure and high mass consumption tend to have a very high income elasticities of demand; services 
linked to the growth of manufacturing also grow but at a declining rate, and traditional services of the 
pre-industrial times decline. In short, tertiary production is an aggregation of many dissimilar service 
activities some of which are related to low per capita incomes and sonic to high per capita incomes. 
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Thus the same proportion of total resources devoted to services may be associated with very different 
levels of development. 

In the classic view of development out lived by Arthur Lewis in the 1950s, development occuss 
when surplus labour in agriculture becomes a labour pool for the development of light manufacturing, 
with its higher value addition and greater economics of scale. With increasing incomes, a science 
sector then develops catering to the grawing manufacturing sector, as well as to the rising purchasing 
power of consumers. As an empirical observation, this view of development describes fairly well the 
change in the economic structure of what are now the developed economies. The model also fits well 
with the transformation of the several countries in East and South-East Asia. Whereas, for example, 
there was once a thriving, garment industry in Hong Kong, China, the provinces economacy is now 97 
percent services. 

New patterns of employment correspond to the changing patterns of economic activity in 
developing nations. On the whole, sectoral employment shares in developing canntries do indicate the 
expected pattern of declining employment in agriculture and increasing share in manufacturing and 
service sectors. 

The changing pattern of the sectoral shares is also determined by the changing pattern of 
demand. Some studies find that income elasticities determine the sectoral composition of production 
and employment shares. With rising income levels, the demand for agricultureal goods decelines 
relative to that for manufactured goods and ultineately, the demand for services increases after a much 
higher level of income has been attained. This “demand side” argument contributes to the explanation 
for this shifting pattern of employment. Regarding the increasing share of the workforce in the services 
sector, the industrial sector uses the service sector as “intermediate inputs” along with the activities that 
were previously carried out by the manufacturing firms. For example in case of India, such erst while 
manufacturing services are “out saurced” to the firms in the service sector and attempts have been 
made to estimate the portion of this employment in services that could be attributed to manufacturing. 
In the 1980s, various authors have found out that this “out sourcing” of manufacturing activities have 
contributed to an increasing share of service sector jobs. 

Having said all this, however, the fact remains that there is a good deal of empirical support for 
the Fisher-Clark view that the pattern of development acrose countries evidences many common 
characteristics, especially the shift of resoures from agriculture to industry and to services. The 
following figure plots the relation between the level of percapita income and share of emp. In agriculture, 
industry and services across 69 countries in the year 2005 using simple regression analyses. 

Figure 1 The distribution of the labour force 2005 (%) 
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Source. Data from the World Development Indicators (WDI) and the International Labour Organization 
(ILO) for 69 countries. 

                 

Source. Data from the World Development Indicators (WDI) and the International Labour Organization 
(ILO) for 141 countries. 

The broad thesis of Fisher and Clark is confirmed. On average, in the low income countries, the 
share of employment in agriculture is over 40 percent while only 15 percent is employment in industry. 
By contrast, in the high income countries, less than 5 percent is employed in agriculture and nearly 30 
percent in industry. The proportion of the labour force employed in services rises inexorably, but the 
nature of the service activities is different, petty services in low income countries, and sophisticated 
services in the high income countries. 

Moreover, what is true of the sectoral distribution of the labour force is also true of the sectoral 
distribution of output, although the magnitude of the proportions differs because productivity differs 
markedly among sectors. It has been shown in table 2. 

Table – 2 

Structure of Production and Distribution of Gross Domestic Product (%) 

Countries Agriculture     (% 
of GDP) 

Industry           
(% of GDP) 

Manufacturing   
(% of GDP) 

Services          
(% of GDP) 

 2000   2010   2014 2000   2010   2014 2000   2010   2014 2000   2010   2014 

Low Income 34         25       32    21          25        22 12          14       9 45          50        47 

Middle Income 11        10       10 36         36        35 21          20       22 53         55        56 

Low and Middle 
Income 

12        10       10 35         35        34 21          20       22 53        54        55 

High Income 2            1          2 28         24        25 19          15        15 71         75        74 
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East Asia and 
Pacific 

15         11        10 44          45        42 31         29        32 41        43        48 

Europe and 
Central Asia 

11          7        8 35         32        28 18          17        16 55          63        61 

Latin America & 
Caribbean 

6             6           5 30         31         30 18          17         14 65         63          65 

Middle East and 
North Aferica 

13          -            11  43         -            37 13            -          14 44         52          - 

South Asia 24         19          18 26          26         29 15           15        17 50         53          53 

Sub-Saharan 
Africa 

16        13          15 29          30         27 15           13        11 54         58          57 

Source – World Development Indicators, 2012. 

It can be seen from the table that in the process of development, there occurs a dramatic 
decline of the proportion of GDP generated by the primary sector. At the same time, it is counter 
balanced by a dramatic increase in the share of the industrial sector and in the share of service sector. 
Some explanatory factors which could be suggested for this are: the change in the composition of 
demand, population increases, or input substitution and factor cost changes that can tip the balance in 
favour of non-agriculture. Some of these factors are likely to be endogenously explained by other 
characteristics of a country or by systematic features inherent in its growth structure. [Yotopolous & 
Nugent (1976)]. 

Regarding determinants of sectoral change, the pertinent question that arises is: whether the 
pattern of sectoral change is uniform for all countries or varies depending on the type of the country. 
According to them, the operational approach to this question is to define the type of country on the 
basis of some quantifiable characteristics. 

Chenery and Taylor (1968) defined the type of the country in terms of three variables: one that 
reflects a country’s rate of resource mobilization for growth l/GNP, i.e. the share of capital formation in 
GNP: and two variables on trade that reflect a country’s relative endowments of natural resources, 
Ep/GNP, the share of primary exports in GNP and Em/GNP, the share of manufacturing exports in 
GNP. They have taken up the following non-linear relationships. 

 

12
log  (log  )  log  log  log  log1 2 32

EE
mP

Y Y Y N
X i i

GNP GNP GNP

          
  

X is the structural variable, Y is the income, N is the population size. 

Estimating the proportions of GNP originating in the primary sector X in industry X & in services, 
X on the basis of pooled cross section and time series data for 54 countries during the period 1950-63 
they obtained the results given in the table below 
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Table: 3 

Proportion of 

                       change 

Completed by 

Per Capita 

GDP of            Timing 

Normal value of Structural Indicator at Per Capita    Classi- 
   GDP Level of       fication 

__________________________________________________________________________________________ 

 $50   $100  $200 $400 $800 $2,000 $200     $100 

Structural Indicator (1)  (2) (3) (4) (5) (6) (7) (8)  (9) 

1.  Gross National Saving as  7.8 11.0 14.1 17.1 19.9 23.4  40 78 Early 

     Percent of GNP 

2.  Gross Domestic Investment  12.7 14.8 17.1 19.4 21.8 25.2    35   73  Early 

     as Percent of GDP 

3.  Capital Inflow as Percent  4.9 3.8 3.0 2.4 2.0 1.8   61 93 Early 

     of GDP 

4.  Government Revenue  12.2 14.2 17.0 20.6 25.1 32.4   24 42 Late 

     as Percent of GDP 

5.  Primary and Secondary  17.5 36.2 52.6 66.9 78.9 91.4   48 67 Early 

     Enrolment  

6.  Adult Literacy Ratio 15.3 36.5 55.2 71.5 85.4 100.0   47 66 Early 

7.  Food Consumption as  61.9 56.1 49.9 43.0 35.9 25,6   33 52     Neither* 

    Percent of Total Consumption 

8.  Gross Product of Primary  58.1 46.4 36.0 26.7 18.6 9.8 46 65 Early 

    Sector as percent of GDP 

9.  Gross Product of Industry 7.3 13.5 19.6 25.5 31.4 38.9   39 58 Early 

    Sector as Percent of GDP 

10. Gross Product of Service  29.9 34.6 37.9 39.9 40.5 39.3   85 100 Early 

     Sector as Percent of GDP 

11. Exports as Percent of GOP 16.5 17.1 18.2 19.7 21.6 24.8   21 39 Late 

12.  Industry Exports as Percent  0.0 0.8 3.7 6.9 10.5 15.7   24     44   Late 

      of GDP 

13. Birth Rate 46.6 41.8 36.6 31.1 25.3 17.1  34  5    Neither* 

14. Death Rate 20.5 15.2 11.4 9.3 8.9 10.9 93  114  Early 
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15. Urban Population as 6.9 20.0 33.8 45.5 55.3 65.1  49  68  Early 

     Percent of Total Population 

16. Primary Employment as  84.2 74.0 57.4 43.9 29.0 7.1  35  52     Neither* 

     Percent of Total Employment 

17. lndustry Employment as 6.5 9.9 15.3 23.4 31.1 40.5  26        50     Neither* 

     Percent of Total Employment 

18. Service Employment as % 19.5 21.8 27.3 32.7 40.0 52.4  24       40  Late 

     of Total Employment 

Notes: See text for method estimation. 

*“Neither” indicates neither “early” or “late” 

Source Chenery. H.B.. H. Elkingion and C. Sims’ (I 970. “.A uniform Analyxis of Development Patterns.” 
Economic Development Report No. 148 (july) Project for Quantitative Research in Economic 
Development. Cambridge: Harvard Center for lnternational Affairs.Table C, pp. 42-43.Quoted in 
Yotopoulos & Nugent (1976). Economics of Development. 

The pattern of sectoral change in the process of growth is reflected in the co-efficient of income. 
The dramatic decline of agriculture’s share & the rise of industry’s share are potrayed by comparing the 
estimates of for primary and for industry obtained from equation I in the table The value of for primary is 
0 02 and for industry is 1 50 The greater the difference between sectors with respect to this eal and 
therefore the expected growth rates the greater should be the amount of sectoral change as income 
rises. Judging by the (absolute) size and significance of the coefficients of other three varables the 
share of primary exports in GNP Ep/GNP, turns out to be the most important variable. This variable 
may be interpreted as reflecting the impact of natural resources endowments. Going by the 
neoclassical version of compartive advantage, they say, countries with substantial inpartive advantage, 
they say, countries with substantial endowments ot natural resources may undergoless sectoral 
changes They may even cancel structural changes, which would otherwise beconsidered normal or 
perhaps even beneficial (for more details see Klugent & Yotopolous (1976). 

1.4 CAPITAL FORMATION 

Capital formation is often considered to play a lead role in economic performance/development 
of the developing countries. This is on account of the reason that the supply of cooperative factors in 
these countries often depends on the supply of capital. In narrow sense, it denotes investment in 
physical or material capital only whereas in the wide sense it includes investment in human capital as 
well. This section of the lesson deals with the physical investment while human capital will be discussed 
in the next section. 

1.4.1 Accumulation of Physical Capital 

Physical investment (gross capital formation) takes many forms : buildings, machinery and 
equipment; improvements to property; and additions to investories. Investment is Financed out of 
domestic savings or external savings the latter being limited and generally more volatile. Countries that 
have high savings and investment rates are likely to have high rates of economic growth. Growth is 
also spurred by improved efficiency brought on by technological advances and investment in people, 
such as through better education and health care. To sustain growth. Govt-policies must create a 
climate that encourages productive investment. The following table provides an overview of gross 
savings and gross capital formation in different regions in the recent years. 
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Table – 4 

Gross Savings and Capital Formation in Different Regions % of GDP 

Countries/Regions Gross Savings   

2000    2008     2015 

Gross Capital 
Formation  

2000       2008      2015 

Average Annual 
Growth %  

1990-2000     2000-15 

Low Income Countries 19           –            15 19            27           26       5.5                19.4 

Middle Income 
Countries 

(a) Lower Middle   
Income 

(b) Upper Middle 
Income 

25          31          30 

 

23          41          28 

 

25          23          32 

24            30           19 

 

22            37           27 

 

24            24          31 

      2.6                9.6 

 

      2.8                8.1 

  

      2.6                9.2 

Low and Middle Income 
Countries 

25          31          30 24            30          29       2.6               9.6 

East Asia & Pacific 34          48          36 31            40          32       7.7               6.4 

Europe and Central 
Asia 

26         24           22 20            25          20    -11.2               1.1 

Latin America & the 
Caribbean 

17         22           17 20            23          20      5.4                5.0 

Middle East and North 
Aferica 

-             -                - 24            28          27      1.2               6.3 

South Asia 25        35           31 23            36          30      6.5             10.1 

Sub-Saharan Africa 16        16           14 17            23          21      4.6               8.3 

High Income Countries 22        19           22 22            21          21      3.5               0.9 

Source : World Development Indicators, 2010, 2012, 2016. 

It can be seen from the table that in the recent years, East Asia and the pacific has had the 

highest investment rate, averaging 32% of GDP in 2000-2015. It has been able to retain this rate of 

investment even in 2015. South Asia invested 30% of its GDP. Even sub-Saharan Africa at 21% of 

GDP in 2015 i.e. the lowest investment rate among developing regions, exceeded the rate of 21% in 

high income economies. Total investment in developing regions in 2008 was 5.2 trillion, about two-

thirds that in high income countries. 

The following table (5) provides the list of countries with highest average gross capital formation. 

Table 5, Highest Average Gross Capital Formation  

Rank Country greater than1 million in 

population 

% of GDP (1995-2008) % of GDP (2015) 

1. China 41 46.0 

2. Lesotho 39 - 

3. Mangolia 34 48.6 
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4. Vietnam 34 28% 

5. Iran, Islamic Republic 33 33.0 

6. Botswana 33 31.0 

7. Estonia 31 25.0 

8. Azerbaijan 31 29% 

9. Korea, Rep. 31 28% 

10. Honduras 30 25% 

Atlas of Global Development 2011; World Bank (2016) 

In India also, gross capital formation as share of GDP was 40% in 2004-2008, wheras it was 
18% in USA and 19% in Brazil. So far as different categories of countries are concerned, gross capital 
formation as share of GDP in 2004-2008 was 27 percent in low income countries, 30 percent in middle-
income countries, 30 percent in low and middle income countries and was 21 percent in high-income 
countries. 

Investment has grown fastest in South Asia. Between 2000 and 2008, it has been increasing at 
an average rate of 13,8 percent per year. It has been the slowest in Latin America and the Caribbean, 
averaging 5.7 percent a year between 2000 and 2008. Investment declined in 11 countries between 
2000 and 2008. Among the top 10 countries with the highest average investment rate between 1995 
and 2008, 2 were from sub-sharan Aferica. In China investment grow at an average of 12 percent a 
year between 2000 and 2008. 

Now one point to be noticed here is that though investment replenishes assets used up in 
production and increases the total capital stock and without it there would not be sustainable economic 
growth but at the same time, high rates of investment alone do not ensure rapid economic growth. For 
that a good investment climate is required Govt. policies play a key role in shaping the investment 
climate. They influence the security of property rights, the effectiveness of regulation, the impact of 
taxation, the quality and accessibility of infrastructure, and the functioning of financial and labour 
markets. The quality of the investment climate also contributes strangly to increased productivity and 
employment criterion, both necessary for poverty reduction. 

Economies in Europe and central Asia were the most active reformers for the sixth year in a row. 
Between 2008 and 2009, 96 percent of countries in the region made at least one positive reform to 
make doing business easier, while 75 percent reformed in South Asia followed by East Asia and pacific 
(71%). Even in Sub-Saharan Aferica 63 percent of countries made at least one positive reform. 

Now, although china and some of the other “tigers” in East Asia and pacific have attained 
spectacular growth rates, high levels of investment do not guarantee high growth rates. Investment 
produces growth. Investment may also chase growth. More investment is likely in place where high 
returnes are possible. Over the period 1995 through 2008, most developing regions invested an 
average of 19 to 36 percent of their GDP each year. The results have varied, from Latin America and 
the Caribbean where an investment ratio of 20 percent produced growth og only 3.2 percent to South 
Asia, where an investment ratio of 28 percent resulted in annual growth of 6.4 percent. Sub-Saharan 
Aferica is an interesting exception: an investment ratio of 19 percent led to an annual growth rate of 4.3 
percent, on par with or better than several region a with higher investment ratios. 

1.4.2 Accumulation of Human Capital 

According to modern growth theory, the accumulation of human capital is an important 
contributor to economic growth, Numerous cross country studies extensively explore whether 
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educational attainment can contribute significantly to the production of overall output in an economy. 
Several micro studies that look into this problem have shown a consistently positive relationship 
between the education of the workforce and their labour productivity and earnings. The general finding 
is that individuals with more education tend to have better employment opportunities, greater earnings 
and produce more output than those who are less educated. These findings provide a strong rationale 
for governments and households to invest substantial portions of their resources in education, with the 
expectation that higher benefits will accrue over time. In this context education is deemed an 
investment, equipping individuals with knowledge and skills that improve their employability and 
productive capacities, there by leading to higher earnings in the future. 

Although the conceptual definition of human capital is clear, its measurement is difficult, 
because it is practically impossible to observe individual skill and even harder to design a metric that is 
comparable across individuals and countries. Thus various proxy measures of human capital have 
been proposed in the empirical literature, such as literacy rates, school enrolment ratios, average years 
of schooling etc. etc. Govt. expenditure on education as a percentage of GDP is also taken as a 
measure from the investment point of view, The table given below presents brief overview of the 
recored of human capital accumulation in the developing countries as compared to developed countries. 

Table 6 : Various measures of Human Capital 

Regions 

 

 

% of pop-
ulation (age 
15-64)  

Net Enrolment Ratio (%) 
of Relevant Age   
Group   

Primary                  Secondary 

Public 
expenditure on 
education [% 
of GDP 
(2010)]    2017 

Adult Literacy rate 
2008- 2017 

(% of ages 15 & 
older) 

 2014 2017 2014 2017 2014 2017  Male  Female 

Low Income 
Countries 

54 55 80 79.3 37 33.6 3.8           4.0 69 53 

Middle 
Income 

67 67 90 89 67 60 4.4           – 89 80 

(a) Lower 
Middle Income 

(b) Upper 
Middle Income 

64 

 

71 

 

64 

 

70 

87 

 

94 

87.8 

 

95.2 

60 

 

81 

59.4 

 

81.7 

4.0           – 

 

4.8           4.3 

 

83 

 

97 

70 

 

93 

Low and 
Middle 
Income  

65 65 88 – 62 – 4.1           – 85 76 

East Asia & 
Pacific 

72 70 94 95.9 79 79.5 3.8           – 97 94 

Europe and 
Central Asia 

68 66 96 96.1 90 91.1 4.4           4.9 99 99 

Latin America & 
the Caribbean 

67 67 92 93.1 76 76.9 4.4           4.5 94 93 

Middle East 
and North 
Africa 

64 65 94 93.1 72 70.4 4.8           – 86 73 
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South Asia 64 65 90 89.5 - 59.5 2.5           3.4 79 62 

Sub-Saharan 
Africa 

54 54 77 77.6 34 34.4 5.0           4.6 72 57 

High Income 
Countries 

67 66 96 96.5 90 92.5 5.1           5.3 99 99 

Source : World Development Indicators 2012 and 2016, 2018 

It can be seen from the table that there is not so much difference in developing and developed 
countries so far as % of population in age group of 15-64 is considered. But if we look at enrolment 
ratios both these ratios are low in developing countries (Low and Middle income countries), particularly 
in case of secondary education. It is only 56 percent in developing countries as compared to 88 percent 
in developed countries. Similar is the case with the literacy rate. It is 85% in developing countries as 
compared is 99% in developed countries. So far as public expenditure on education is concerned, it is 
quite distressing that South Asia is spending only 2,8% of GDP on education i.e. half of the expenditure 
made by the developed countries. 

Now another widely used measure of human capital is average years of schooling i.e. 
educational attainment which provides a reasonable proxy for stock of human capital measure. This is 
widely used because (i) this can be measured for the entire work force in most countries (ii) It is fairly 
comparable across countries and (iii) It is the most commonly used measure of human capital in 
literature. Despite its limitation that it gives us only quantitative measure of human capital stock, it is 
most consistent and comparable country-level measure. This following table 7 presents average years 
of schooling data in developed, developing and different regions over the period. 

Table 7. Average Years of Schooling Among Population aged 15 years and old & over 

Region 1950 1960 1970 1980 1990 2000 2010 2014 

World (146) 3.17 3.65 4.45 5.29 6.09 6.98 7.76 12.2 

Developed Countries (24) 6.22 6.81 7.74 8.82 9.56 10.65 11.03 15.0 

Developing Countries (122) 2.05 2.55 3.39 4.28 5.22 6.15 7.09 11.7 

East Asia & Pacific (19) 1.77 2.50 3.66 4.84 5.60 6.82 7.94 12.7 

Europe & Central Asia (20) 4.83 5.56 6.69 7.88 8.85 9.13 9,62 13.6 

Middle Eastand North 

Aferica (18) 

0.76 1.07 1.78 3.04 4.58 5.90 7.12 - 

Latin America & the 

Caribbean (25) 

2.57 3.07 3.82 4.60 5.79 7.13 8.26 14.0 

South Asia (7) 1.02 1.16 1.59 2.10 3.41 4.22 5.24 11.2 

Sub-Saharan Aferica (33) 1.28 1.52 2.02 2.76 3.93 4.62 5.23 9.6 

  Source : Barro & Lee, 2010, 2014 figures are from HDR, 2016. 

Figure in Brackets are the number of countries included in the region. 

It can be seen from the table that average number of years of schooling in the world is 7.76 
years. A person in the developed countries has 11.03 years ie. Highest length of schooling while a 
person in Sub-Saharan Aferica has an average length of schooling equal to 5.23 years. The situation in 
South Asia, with 5,24 years of schooling, is not much better than in Sub-Saharan Africa. 
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But so far as developing countries as a whole are concerned they have some achievements 
which can be considered impressive. The average years of schooling among the total population aged 
15 years and above in developing countries increased significantly from 2.1 years in 1950 to 7.1 years 
in 2010.  

In middle East and North Africa regions, average years of schooling have increased by almost 7 
times since 1950. In South Asia, for instance, average years of schooling among the total population 
aged 15 and over rose by five times ie. From 1.02 years in 1950 to 5.24 years in 2010. While higher 
secondary and tertiary completion and enrollment ratios account for most of the improvements in years 
of schooling in advanced countries, most of the improvements in developing countries are accounted 
for by higher primary and secondary completion and enrollment ratios. (Barro & Lee, 2010). 

If we see the educational attainment among males and females in developing countries, since 
1950, a significant progress has been made by these countries in terms of reducing gender inequality in 
education among the overall population over age 15. The ratio of female to male average years of 
schooling increased from around 57.7% in 1950 to 80.3% in 1990 and 85.9% by 2010. (Barro & Lee, 
2010). Despite these major developments, it can be seen from the table that the gap between 
developing advanced countries in average years of schooling among the overall population over age 15 
remains high and it has narrowed by only less than 1 year in the post 60 years (the gap in 1950 was 
4.17 years which has got reduced to 3,94 years only). One factor that continuous increase in the 
proportion of the population in advanced countries reaching higher levels of education. 

After observing that there is a wide gap between industrialized/developed and developing 
countries in terms of years of schooling, a pertinent question arising here is ! can developing countries 
catch up with industriasized or developed countries in increasing human capital? It can be seen from 
the table above, that the world’s power regions-such as Sub-Saharan Africa and South Asia-which 
initially had very low human capital in 1950, have made remarkable progress in increasing average 
years of schooling over the last 6 decades, growing at an annual rate of 2.89% and 2.26% respectively. 
Average years of schooling has been increasing at the fastest rate in the Middle East and North Africa, 
growing at an annual rate of 3.05% on the other hand, the growth rate in human capital in developed 
countries is measuring at 0.98% which is the alowest growth rate among the eight regions. This 
suggests that further increases in years of schooling are harder for countries that have already 
achieved high levels of education because the quantity of human capital cannot go on increasing and 
thus, its growth has to eventually slow. According to a recent research by Asian Development Bank, 
(2010), convergence in human capital van be expected because the time spent for schooling has an 
upper limit-people cannot study forever. Data over the past few decades, according to it, point to the 
eventual convergence in human capital.  

Self Assessment Questions – I 

1. Name the four categories of countries according to income levels. 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. What do you mean by capital formation? 

___________________________________________________________________________ 

___________________________________________________________________________ 
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1.5 Demographic Changes 

Like economic growth, population growth is also a modern phenomenon. Between the 
beginning of the charistian era and A.D. 1650, the average’ rate of increase in the world’s population 
was little more than one twentieth of 10% per year. By 1650, the world’s population had reached about 
550 million which implies an annual growth rate of one tenth of one percent. Between 1650 and 1750, 
using carr-saunders’ world population estimates, the growth rate was 0.3% per year and during the four 
succeeding 50 year period it was successively 0.4 %, 0.5% and 0.6% and 0.8% respectively. A 
spectacularly fast rise then began in about 1950, caused largely by technical and medical aid to LDCs 
from the U.S. Public Health Service and the World Health Organisation that greatly reduced deaths 
from infant diseases and the ‘big killers’- tuberculosis, malaria, small pore and typhoid fever. By 1960, 
the annual rate of world population growth was about 1.8% By 1970, it was probably 2.0 % but the rate 
was no longer rising. Today the world’s population growth rate remains at a historically very high rate of 
1.5 percent per year.  

Turning from percentage growth rates to the absolute numbers, worlds population was about 
250 million in A.D.l. From A.D.1. to the begining of the industrial revolution around 1750, it tripled to 728 
million people. During the next 200 years (1750-1950), an additional 1.7 billion people were added to 
the earth’s numbers. But in just four decades i.e. 1950-1990, world population more than doubled again 
beinging the total figure to 5.3 billion. 

The relationship between annual percentage increases and time it takes for a population to 
double in size is shown in the rightmost column of the following table 8. 

Table - 8 

Estimated World Population Growth through History 

Year    Estimated Population   Estimated Annual 

(In millions)    Percentage Increase in the 

Intervening Period 

10,000 B.C        5     - 

AD. 1     250     0.04 

1650     545     0.04 

1750     728     0.29 

1800     906     0.45 

1850     1171     0.53 

1900     1608     0.65 

1950     2576     0.91 

1970     3698     2.09 

1980     4448     1.76 

1990     5292     1.73 

2000     6090     1.48 
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2006     6538     1.4 (w) 

2010     6894     1.2 (w) 

2014     7261     1.1 (w) 

2025     8131.0     1(w) (2014-25) 

Source: M.P Todaro.(1997) Economic Development  & World Development Indicators 2012. 

It can be seen from the table that before 1650, it took nearly 36,000 years or about 1400 
generations, for the world population to double. Today in less than 47 years, little more than one 
generation, world population will double. Moreover, whereas it took almost 1750 years to add 480 
million people to the world’s population between A.D.I. and the onset of industrial revolution, at current 
growth rates this same number of people is being added to the earth’s population every six years. 

In short, population growth today is primarily the result of a rapid transition from a long historical 
era characterized by high birth rates and death rates to one in which death rates have fallen sharply but 
birth rates, especially in developing countries, are only just beginning to fall from their historical high 
levels. The following figure illustrates How rapidly population grew after 1950 in comparison with two 
centuries before that. 

 

Fig 2: Growth of World’s Population (1700-2024) 

 

Source: United Nations World Population Prospects, Deutsche Stiftung Weltbevolkerung 

For further information please  visit:www.knowledge.all.and.com 

1.5.1 Regional Distribution of World’s Population 

The worlds population is very unevenly distributed by geographic region. Geographical 
distribution -It is of utmost importance to understand that starting from around 1700 until well into this 
century, the populations of Europe and North America (most of the modern developed world) grew hot 
only in absolute terms, but also relative to the peoples of those regions we know today as the 
developing world. 
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Table 8 

Geographical distribution of the world population 

 1650 1750 1800 1850 1900 1933 1995 2012 2016 

World 0.545 0.728 0.906 1.171 1.608 2.057 5.716 7.0  

Population 

(billions) 

Percentages  

Europe 18.3 19.2 20.7 22.7 24.9 25.2 12.7 12.0 9.9 

North America 0.2 0.1 0.7 2.3 5.1 6.7 5.1 5.0 4.9 

Oceania 0.4 0.3 0.2 0.2 0.4 0.5 0.5 0.5 0.5 

Latin America 2.2 1.5 2.1 2.8 3.9 6.1 8.4 9.0 8.6 

Africa 18.3 13.1 9.9 8.1 7.4 7.0 12.8 15 16.4 

Asia 60.6 65.8 66.4 63.9 58.3 54.5 60.5 60.0 59.7 

Source : Carr-Saunders [1936, fig. 8] and Demographic Yearbook (United Nations [1995]). Quoted in 
Debraj Ray (1998). 

The table gives more emphasis to earlier centuries. It can be seen from the table that population 
in Africa declined during the period 1650-l933 whereas it increased in North America. It may be 
attributed to outmigration from Africa and in North America. At the same time, despite from Europe, her 
share of world’s population rose steadily over this period. In 1650, the population of Europe was about 
100 million but in 1993, even allowing for emigration, It swelled to over 500 millions. On the other hand, 
the population of Asia, Africa and Latin America combined was 81.I % in 1650, but in I 933 it had 
dropped to 67.6%. 

1.5.2 The Demographic Transition 

The process by which fertility rates eventually decline to replacement levels has beet portrayed 
by a famous concept in economic demography called the demographic transition which attempts to 
explain why all contemporary developed nations have more or less pass through the same three stages 
of modern population history. Before their economic modernization, these countries for centuries had 
stable or very slow growing populations as result of a combination of high birth rates and almost equally 
high death rates. This was stage of demographic transition. Stage II began to occur when 
modernization, associated with better public health methods, healthier diets, higher incomes etc. Ced to 
a marked reduction ii mortality that gradually raised life expectancy from under 40 years to above 60 
years. However the decline in death rates was not immediately accompanied by a decline in fertility. As 
a result the growing divergence between high birth rates and falling death rates led to sharp increase in 
population growth compared to past centuries. Stage II thus marks the beginning of the demographic 
transition (the transition from stable or slow growing populations first to rapidly increasing numbers and 
then to declining iates). Finally, Stage III was entered when the forces and influences of modernization 
and development caused the beginning of a decline in fertility eventually falling birth rates converged 
with lower death rates, leaving little or no population growth. 
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The following figure (3) depicts the three historical stages of the demographic transition in 
Western Europe. 

 

FIGURE 3 The Demographic Transition in Western Europe. 

When the developed countries of western Europe began their process of modern economic 
nineteenth century, the wide birth rate (number if births per 1000 inhabitants) was perhaps 35/1000, 
while the death rate was approximately 30/1000. Life expectancy was below 30 years. During the 
second half of the eighteenth century, death rate began to fall slowly in France and England and they 
began to fall else where in western. Europe a little later. Birth rates began to fall only after a long lag-a 
century or so in France and England, 75 to 50 years else where- but because the fall in death rate was 
so gradual, nowhere in Europe did the rate of natural increase rise much above 0.5% per year for long. 
This was stage 1. Stage II, the beginning of western Europe’s demographic transition, was initiated 
around the first quarter of the nineteenth century by slowly failing death as a result of economic growth 
and improvement in nutrition, investments which were made in better sanitation and other public health 
measures, while birth rates remained virtually unchanged for perhaps two generations. The population 
growth rate increased to about 1% or slightly more. Stage Ill marked the decline in birth rates which did 
not really began until late in the nineteenth centuray, with most of the reduction many decades after 
modern economic growth had begun and lnng after death rates began their descent. But since the 
initial level of birth rates was generally low in western Europe as a result of either late marriage or 
celibacy, overall population growth seldom exceeded the 1% level, even at their peak. By the end of 
western Europe’s demographic transition in the second half of the twentieth century, the relationship 
between the birth and death rates that marked the early had reversed, with birth rates fluctuating and 
death rates remaining fairly stable or rising slightly. Birth rates and death rates, once again, were very 
close to each other and population growth was again slow. 

1.5.3 The Recent decline in Population Growth Rates 

A significant recent drop appears to have taken place the rate of growth of world population 
from 1.4 percent in 1990-2000 to 1.2 percent in 2000-2010. The trend is evident in almost all areas of 
the world except Europe central Asia where it remains the same. So most countries entered Stage II of 
the demographic transition. 

The following table 9 shows the magnitude and rate of growth of population in different regions 
of the world in the recent periods. It also shows the birth rates and death rates. 
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Table 9. Population and Growth rates of Population 

Region/Countries Population Average Annual 

Growth Rate of Pop. 

Crude death rate 

2000-2010-2016 

(per thousand 

People) 

Crude birth rate 

2000-2010-2016 

(per thousand 

People) 

 2000 2010 2014 2017 1999-

2000 

2000-

2010 

2000-

2017 

2000 2010 2016 2000 2010 2016 

Low Income 643.7 796.3 622 732.4 2.0 2.1 2.7 11 11 10 29 33 35 

Middle Income 4424.5 4970.8 5239 – 1.2 1.2 – 8 8 – 18 19 – 

Lower Middle 

Income 

2146.7 2518.7 2879.1 2972 1.1 1.6 1.6 8 8 7 17 24 22 

Upper Middle 

Income 

2277.9 2452.1 2360.8 2576.4 1.4 0.7 0.8 7 7 7 20 14 14 

Low and Middle 

Income 

5068.2 5767.2 5862 – 1.6 1.3 1.0 9 8 – 23 21 – 

East Asia & 

Pacific 

1813.8 1961.6 2020.7 2314.4 1.2 0.8 0.7 7 7 7 17 14 14 

Europe and 

central Asia 

398.5 405.2 264.4 – 0.2 0.2 0.4 11 11 10 12 15 12 

Latin America & 

Carrbbean 

514.3 582.6 525.2 644.1 1.6 1.2 1.2 6 6 6 22 19 17 

Middle East and 

North Africa 

277.4 331.3 357.3 444.3 2.2 1.8 2.0 6 5 5 26 23 23 

South Asia 1398.0 1633.1 1721.0 1788.4 1.9 1.6 1.5 9 8 7 27 23 20 

Sub-Saharan 

Africa 

663.3 853.4 973.4 1061.4 2.6 2.5 2.7 17 13 9 39 27 36 

High Income 

Countries 

1049.6 1127.4 1398.8 1249.1 0.7 0.7 0.7 9 8 9 12 12 11 

World 6117.8 6894.6 720.7 – 1.4 1.2 1.0 9 8 8 22 20 19 

 (w) (w) (w) (w) (w) (w) (w) (w) (w) (w) (w) (w) (w) 

Source – World Development Report 2002 and World Development Indicators, 2012, 2016, 2018. 

It can be seen from the table that average annual rate of growth of population has increased in 
low income countries slightly. So far as middle income economies are concerned, it has remained the 
same because of the reason, while in lower middle economies, it has increased by 0.5% but in upper 
middle economies. It has reduced by 0.7%. Taking the developing countries as a whole, the rate of 
population growth has declined to 1.3% in 2000-2010 as compared to 1.6% in 1990-2000. Region wise 
also all the regions except Europe and central Asia, it has declined. But in high income countries it has 
remained the same. Both birth rates and death rates have also declined. It can be seen from the table 
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that there has been sharp decline in birth rate of Sub-Saharan Africa. In other regions also, birth rates 
have declined except for Europe and central Asia. So declining birth rates have led to decline in the 
population growth rate in developing countries as a whole. 

1.6  URBANIZATION 

The most profoundly wrenching upheaval of the twentieth century has been the spectacular 
growth of the urban population in the world. Although the signs of counter- urbanization have been 
found by champion (1989) in USA and other developed nations, the world’s population is becoming 
increasingly urban. About 2.3 billion population was living in urban areas by mid 1990. In percentage 
terms, as compared to 30 percent in 1950, 43 percent of world’s population lived in urban areas by mid 
1990s. From 1970 to 1990, urban population grew at the rate of 3.8 percent per annum, while rural 
population grew at the rate of 1.2 percent per.annum. Projected demographic trends indicated 
continuing urban growth and it is estimated that by the year 2025, 60 percent of the world’s population 
will be living in urban areas i.e. a total of 5.2 billion dwellers in urban areas.’ 

In recent years, marked urbanization has also started to sweep the developing countries and 
their pace or urban growth has been truly dramatic during the last 50 years. By 1990, the share of 
developing countries in total urban population had increased to 6.1 percent and by the year 2025, 
developing countries are estimated to have four times as many urban dwellers as in developing 
countries i.e. 77 percent of total urban dwellers will be living in the developing countries. According to 
United Nations’ projections, the number of cities with 10 m or more inhabitants will be 26 in 2010, of 
which 21 will be in the developing countries. The following two tables 2.7 & 2.8 reflect the broad 
patterns of urbanization. Table 10 resents the size of the urban population in major world regions and 
Table (11) presents  the data in percentage terms. 

Table-10 

Size of urban population in major world regions and selected developing countries, 1950-2018 

(in thousand) 

 1950 1960 1965 1970 1980 1990 2000 2010 2014 2018 

World 

Total 

724147 1012084 1354357 1560860 1806809 2422293 3208028 3486326 3862750 4219817 

More 

developed 

regions 

44829 572730 702876 767302 834401 969226 1092470 929851 980403 993837 

Less 

developed 

regions 

275218 439354 651481 793558 972408 145306 2115558 2556475 2899725 3225980 

Africa 31818 49506 80373 103032 132951 219202 345757 412990 455345 547602 

Algeria 1948 2387 6529 9024 12065 19714 28021 23555 27304 30510 

Egypt 6532 9818 14080 16346 19119 26604 37048 36664 38581 42438 

Ghana 727 1575 2511 3193 4104 6830 10843 12524 14302 16517 

Kenya 336 597 1145 1592 2223 4314 8125 9064 11304 13772 

Morocco 2345 3412 5236 6551 8265 13126 19704 18859 20251 22903 
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Senegal 3595 5642 930 1070 1265 1896 3002 5450 6367 7690 

Nigeria 3595 5642 9009 11449 14811 25665 45041 78818 83311 98611 

South 

Africa 

5261 7424 102281 11934 14154 20417 30109 31555 34722 38087 

Sudan 572 1212 2571 3722 5305 10014 16551 17322 13231 14380 

Zambia 428 742 1290 1704 2235 3802 6260 2733 6363 7664 

Latin 

America 

67511 106559 162355 198366 240592 343304 466234 468757 495857 526057 

Argentina 11205 15172 18616 20436 22300 25818 28875 37552 39371 41056 

Brazil 19064 32996 53253 66621 82172 119271 163027 169098 176059 182546 

Chile 3558 5145 7048 8044 9116 11390 13460 15251 15872 15934 

Colombia 4334 7665 13209 16946 21212 31102 41779 34758 36398 39956 

Ecuador 911 1490 2384 2941 3707 5735 8564 9122 10101 10762 

Guatemala 921 1317 1889 2269 2763 4193 6384 7111 8186 8804 

Mexico 11348 18458 29706 37318 46660 71069 102293 86113 99018 104811 

Nicaragua 397 609 930 1163 1457 2256 3396 3337 3516 – 

Paraguay 474 631 853 1003 1205 1800 2708 3972 3893 – 

Peru 2811 4265 7605 9619 11942 17498 24132 22688 24247 – 

Venezuela 2739 5084 8048 9795 11776 16364 21125 27113 27299 – 

Asia 217595 341738 482032 573994 688579 991212 1411847 1757314 2064211 2266131 

Bangladesh 1786 2649 5150 6838 9531 18192 32095 46149 53316 60944 

India 59247 76575 106994 127177 154524 235837 360688 364459 419234 460780 

Indonesia 9362 13522 20395 25079 31293 49477 76612 102960 134869 147603 

Iran 4087 7249 11601 14959 19209 30162 43138 53120 56932 61425 

Iraq 1819 2937 5461 7272 9414 14525 20366 20822 24146 27724 

Nepal 183 285 440 550 708 1245 2275 5559 5140 5848 

Philippines 5695 8350 12387 15244 18902 29198 43988 45781 44105 49962 

South 

Korea 

4347 6843 12766 16682 20921 29915 37807 40325 - – 

Sri Lanka 1106 1772 2736 3359 4108 6090 8660 2921 3781 3871 

Burma 1071 1677 2708 3393 4290 6776 10105 - - – 

Turkey 4441 8181 13536 17106 21482 32684 45482 52728 55348 61552 
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Table - 11 

Urban Population Share by Major World Regions, 1920-2010-2018 

World Region 1920 1940 1960 1975 1990 2010 2014 2018 

Europe 34.7 39.5 44.2 48.2 69.81 72.78 73.0 74.5 

United States 41.4 46.2 58.0 65.4 75.0    - 81.0 82.3 

Canada - - - - 77.0  82.0 - 

Soviet Union 10.3 24.1 36.4 46.4   -    - - - 

Oceania 36.5 40.9 52.9 57.1 70.70 70.22 71.0 - 

East Asia 7.2 11.6 18.5 23.7 31.54 42.17 59.0 62.9 

South Asia 5.7 8.3 13.7 17.4 27.22 32.08 34.0 35.8 

Latin America 14.4 19.6 32.8 40.5 70.32 79.63 86.0 80.0 

Africa 4.8 7.2 13.4 18.1 32.13 39.98 40.0 92.5 

Developed Nationsb 29.8 36.7 45.6 52.1 70.75 75.16 78.0 78.7 

Less developed nationsc 6.9 10.4 17.3 22.2 34.83 45.08 48.0 50.6 

The World 14.3 18.8 25.4 29.7 42.62 50.46 54.0 
55.3 

a. Urban places are those with more than 20,000 inhabitants. 

b. lncludes Europe, the United States and Canada, the Soviet Union and Oceania. 

c. Includes Asia. Latin America and Africa. 

Sources: Fridbie (1976:table 4): UN (1969:table 31). 

Inputs are transfered from primary sectors to secondary sectors. Due to shift from an 
agricultural to an industry based society, production gets multiplied and diversified as new products 
appear in the market workers leave the countryside and flock in great numbers to towns and factories. 
At times, the development of agriculture of itself may reduce the adsorptive capacity of agriculture for 
labour, thereby compelling sections of agricultural population to search for alternatives. The changing 
job preferences of the educated youth might fuel this phenomena further, urbanization as a process 
thus involves 

(i)  Concentration of people at population densities higher than those associated with agricultural 
populations, with only rare exceptions on the either side; 

(ii)  Population shift (migration from rural to urban areas) 

(iii)  Occupational shift from agricultural to non-agricultural i.e. from primary sector to secondary sector; 
and 
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(iv) Land use shift from agriculture to non-agriculture operations. 

Rural to urban migration is considered to be the most important component of urbanization. It is 
generally that practically speaking, the causes of urbanization are effectively the causes of the 
migratory flows of people from countryside to urban areas. Rural uraban migration is considered to be a 
consequence of the push factors and pull factors. Unemployment, rural poverty, unavailability of socio-
economic facilities and services are commonly the economic pressures of push in the country side 
which compel the people to move to the cities in search of employment and better livelihood in the 
urben areas. 

Urbanization and Economic Development 

There are numerous factors which might influence the urban structure of a country viz. History, 
topography, natural resources and climate etc. but when it comes to explaining the location, size and 
growth of urban centres, economic factors turn out to be the most dominating ones. There are many 
questions relating to the phenomenon of urbanization. What explains the extent of transition from a 
traditional rural to a modern urban society? What role does migration play in the process? All rural 
emigrants driven by “push” conditions in the countryside or by “pull” conditions in the cities? is the third 
world overurbanized? 

Historically, urbanization has been viewed as an important actor in the arena of economic 
change, chestrating the breakdown of the feudal order and taking societies to higher levels of social 
formation. This view is generally based on the industrial economic history of today’s advanced 
countries where urbanization played a significant role in their development. 

Urbanization is intrinsically connected, and irrevocably enlaced, with the development process 
as an essential strand in the contemporary economic system. According to Harris (1990), urbanization 
is said to be concomitant of economic development and the mechanism linking the two is the labour 
market. Economic development involves a sustained and radical shift in the composition of the national 
output of goods and services, from sectors of relatively low to high productivity. Hence, labour and 
other hand, rapid expansion of industry and trade and anticipated better economic opportunities, in 
terms of availability of more jobs and higher incomes in urban areas are the “pull factors for the 
population to migrate to the urban areas. But at times, these urban areas work only as a “mirage in the 
desert” for the rural poor masses. Despite the living conditions in urban areas, migrants continue to 
flock to the cities due to chances of job availability in this context, Hoselitz (1953) put forward an 
argument that nineteenth century developing Europe which was industrializing at that time, urbanization 
performed three functions providing the necessary labour to the expanding urban industrial 
relationships by inducing the labour shift from rural and agrarian areas, offering employment 
opportunities for the surplus labour in agrarian areas and simultaneously increasing labour productivity 
in rural areas, facilitating the diffusion of technological innovation across space. It helped in the growth 
of industrial centres and thus cities played the role of ‘engines of growth’ and were called “Generative.” 
So Far as the Third World cities are concerned, they have performed the first function i.e. attracting the 
large number of rural migrants but they have failed to perform the other two economic functions and 
instead of becoming “Generative’, the Third world cities have largely remained ‘ siphoning away 
resources from other areas. 

It is in this sense that the term ‘urban explosion’, ‘urban inflation,’ over or hyper urbanization is 
used for the contemporary Third world countries. In these countries the urban population has increased 
beyond the optimum capacity resulting in “over urbanization. 
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It has been argued, of late, that global economic forces also leave their impact on urbanization, 
particularly the growth of large cities in the recent times. Globalisation of the world economy leads to 
shifts in demand, which, when taken in consonance with technological innovations, affect flucturations 
in commodity prices and terms of trade. Consequently, comparative advantages are improved which 
cause relocation of industry. “Dominant world cities still found in developed countries are predominant 
centres of technological innovation and diffusion Management and finance and cities. 

Among the non-economic explanations included, education works, both as a push Factor and a 
pull factor. Transport and communication links, which, break down geographical and cultural isolations, 
the quest for independence, the desire to break away from traditional constraints of social organisation 
and bright city lights also work as pull factors. There is also a great degree of social mobility which has 
been responsible for the breaking down of the caste and class barriers. Urbanization is thus a dynamic 
process that sets in motion a series of economic, social and other changes. it breaks the traditional 
barriers to change, changes attitudes and outlooks, activates dormant forces of development and sows 
new seeds of deveploment. 

Self Assessment Questions – II 

1. What do you mean by demographic transition? 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. Which components are included in urbanization as a process? 

___________________________________________________________________________ 

___________________________________________________________________________ 

1.7 Summary 

The lesson introduces the concept of structural changes and the need for studying such 
changes in the process of economic development. Then it gives the detailed discription of the sectoral 
changes, (including the changes in the output and income growth) the demographic changes and the 
urbanization process accompanying the process of economic development. 

1.8 Glossary 

 Gross Domestic Product – It is defined as the total market value of all final goods and 
services produced within a country in a given period of time 
(usually a year). 

 Gross Domestic Formation – A measure of total investment ‘Gross’ indicates that it is 
measured without subtracting any allowance for ‘capital 
consumption’. 

 Human Capital  – The present discounted value of the additional productivity, 
over and above the product of unskilled labour, of people with 
skills and qualifications. Human capital may be acquired 
through explicit training, or on - the job experience.  

 Urbanization – A situation where rate of growth of urban population is greater 
than the rate of growth of rural population. It includes increase 
in natural growth rate, increased migration from rural to urban 
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areas and due to reclassification of towns etc. 

 Urban Explosion – It happens when urban population increases beyond the 
optimum capacity of the urban areas to bear this population. It 
is also called over or hyper urbanization. 
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1.11 Model Questions. 

Q.1.  Discuss in brief the need for studying structural changes. 

Q. 2.  How does composition of output change during the process of economic development. 

Q. 3.  Explain briefly the Theory of Demographic Transition. 

Q. 4.  What is the role of urbanization in the process of economic development. 
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Lesson – 2 

INCOME DISTRIBUTION AND ECONOMIC GROWTH 

Structure 

2.0 Objectives. 

2.1 Introduction. 

2.2  Measurement of Income Inequality. 

2.3  Effects of Economic Growth on Income Distribution. 

 2.3.1 Kuznet’s Hypothesis. 

 2.3.2 Evidential Support. 

2.4  Effects of Income Distribution on Economic Growth. 

 2.4.1 Positive Impact 

 2.4.2 Negative Impact 

2.5  Conflicts between Income Distribution and Growth produced by Market Mechanism. 

2.6  Growth with Equality. 

2.7  Policies for Growth with Equality. 

2.7.1  Kindleberger and Harrick’s Suggestions. 

2.7.2  Ahluwalia and Chenery’s observations. 

2.8  Summary. 

2.9 Glossary 

2.10 References 

2.11 Further Readings 

2.12 Model Questions. 

2.0 Objectives 

After going through this lesson, you will be able to : 

(i) outline the indicators for measuring income inequality. 

(ii) explain the effect of economic development on income distribution and vice-versa. 

(iii) discuss the conflicts between distribution of income and economic growth. 

(iv) evaluate the trade off between income distribution and economic development. 

(v) describe the policies for growth with equality. 

2.1 Introduction 

In the last lesson, we studied about the structural changes which take place in the economy 
when economic development takes place. We observed that with the development, the economy shifts 
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from the agricultural sector to industrial sector and then to tertiary sector from the point of view of 
production and labour absorption. In this lesson we will study about the changes in the income 
distribution which also takes place with the development of the economy. 

By distribution is meant the share of income received by each factor of production from the total 
output of an economy. The national income or national output of an economy flows back to the factors 
of production in the form of rent, wages, interest and profit. Generally, this distribution tends to be 
unequal so that a very large share goes to the owners of capital and land and to entrepreneurs, while 
the share of wage-earners is relatively smaller. Thus results in a gap between the haves and the have 
nots, income and standard of living. 

For a long time, economists’ sole observation was to ensure ‘a steady rise in GNP and little or 
no attention was paid to the equitable distribution of income so generated. It was assumed that growth 
will automatically ensure distributive justice. It never dawned upon them that while growth is a 
necessary condition for ushering in a Just socio-economic order, it is not a sufficient condition. 
Empirical evidence from both developed and developing countries has brought forth the rather 
disconcerting fact that growth has led to concentration of incomes, thus widening the gap, between the 
haves and the have nots: in other words, the assumption of growth automatically leading to a just social 

order is untenable 

 The following table 1 shows the share of developing and developed economies in the total world 
income. Countries with average income of less than $ 12, 196 in 2009 are classified as low and middle 
income, often referred to as developing economies. The countries having average income of $ 12, 196 
or more are classified as developed economies. 

Table 1, Comparison of Incomes in developing and developed economies (2009)/2013 

Regions/Countries GNI,ppp (Current US $) 

   2009     2013       2015        2017   

GNI, Atlas method (current US $) 

 2009       2013        2015         2017 

High Income Countries 56% 52% 48% 46.66% 72% 68% 64% 64.22% 

East Asia & Pacific 16% 21% 32% 33.02% 10% 14% 28% 30.15% 

Europe & central Asia 7% 3% 23% 23.28% 5% 2% 28% 26.56% 

Latin America & 
Caribbean 

8% 8% 8% 7.74% 7% 7% 7% 6.76% 

Middle East and North 
Africa 

4% - 6% 6.98% 2% - 4% 4.12% 

South Asia 7% 8% 8% 9.18% 3% 3% 3% 3.99% 

Sub-Saharan Africa 2% 2% 3% 3.06% 1% 2% 2% 1.97% 

Low & Middle Income 
Economies 

44% 48% 52% 53.50% 28% 30% 36% 35.80% 

Source : World Atlas of Global Development, 2011, 2015, 2018. 

 To measure differences in welfare, comparisons of income among economies should take into 
account differences in domestic price levels. This is done using purchasing power parity (ppp). So 
when measured in terms of ppp, we can see in the table that developing economies receive 44% of the 
world income but when using the Atlas method, they receive only 28%. The difference is due to the 
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lower cost of services and non-treaded goods in developing economies, a fact that travelers frequently 
observe. 

2.2 Measurement of Income Inequality 

 A number of different measures of income inequality have been used. One crude measure is 
the “functional distribution of income between wages and salaries on one hand and property income on 
the other. Other things being equal, total income will be more equally distributed, the higher is the wage 
and salary shere of national income. 

 Lorenz Curve 

 The other best known and widely used indicator of income inequality is the familiar Lorenz curve. 
Which is commonly used to analyze personal income statistics essentially, it is the curve that shows the 
relationship between the proportion (or percentage of the population receiving percentage of income in 
an economy. It is shown in Fig 1 below. 

Fig 1. Lorenz Curve 

 

 The horizontal axis shows the percentage of income receipients. The vertical axis shows the 
share of total income received by each percentage of population, which is also cumulative up to 100% 
percent. In order to draw a Lorenz curve, both the income receipients on the horizontal axis and 
percentage of income on the vertical axis must be ranked from the lowest to the highest. The line of 
perfect equality, which is diagonal (450 line). represents a perfectly equal distribution of income in an 
economy where every household has the same income. On the contrary, the line of perfect inequality, 
which coincides with the horizontal and vertical axes, represents a perfectly unequal income distribution 
in an economy where one household has all the income and everyone else has none. In other words, 
the inequality of the distribution of income is more serious. If the actual line bends further away from the 
450 line. 

 It should be noted that the Lorenz curve must lie below the line of perfect equality (450 line) 
because if it lies above 450 line, “this would imply that the poorer half of the population earned more 
than half of the total income, which therefore is more than the richer half could each”. (G. Clark, 1992). 

 Gini Coefficient 

 It is named after the Italian Statistician Corrado Gini, who first formulated it in 1912. In the 
Lorenz diagram, the area between perfect equality line and Lorenz curve equals to ‘A’, the area 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


36 

between Lorenz curve and perfect inequality line equals to ‘B’. The Gini Coefficient is then a ratio of ‘A’ 
to A+B, Gini Coefficient can vary anywhere from 0 (perfect income equality) to 1 (perfect income 
inequality). The bigger the area covered by ‘A’ the higher the Gini Coefficient and thus higher income 
inequality. 

 According to international standard, the Gini Coefficient below 0.3 means the “optimal state”, the 
figure between 0.3 to 0.4 refers to the “normal state”, the one above 0.4 refers to the “warning state’ 
and the one reaching 0.6 means the “dangerous state” and a social turmoil is expected to happen at 
any moment [china economic Net, “ China’s Rich-Poor Gap have been close to the warning 
level”. ;<http : //enice.cn/Insight/200408/05/t 20040805 -1425648. Shtml>.]. 

 Inequality Ratio 

 Presently, one commonly used measure of income inequality is the inequality ratio, calculated 
as the ratio of income or consumption shares of the richest 20 percent to the poorest 20 percent of the 
population. A ratio of 10 means that the top 20 percent of the population earns (or spends) 10 times as 
much as the bottom 20 percent of the population. Generally the higher this ratio, the more unequal the 
income distribution. Countries with high inequality ratios are mostly in Latin America and Africa. The 
highest inequality ratio among Asian countries is 12. 

 Income inequalities between high-income countries and developing countries have improved 
compared with a decade ago. Still in 2009, an average high income country’s gross national income 
percapita measured on purchasing power parity terms was 30 times that of an average low income 
country and 6 times that of an average middle-income country. 

 Inequality within countries has significantly increased in many parts of the world, including 
Colombia, coted dvoive, Honduras, FYR Macedonia and peru. 

 Inequality ratios have improved significantly in some countries, including Bolivia, Central 
Aferican Republic, Lesotho, Nicaragua and Paraguay. 

The major causes of inequalities are: (i) Existence side by side of a technologically an, 
institutionally backward sector, on the one hand, and a technologically advance and well-organised 
modern sector, on the other hand. The spread effects of the modern sector do not percolate to the less-
developed regions and weaker sections of society. Disparities in income widen unless action is taken 
which will directly benefit the poor (ii) Unemployment, under employment, and rise in the rate of 
population growth are the root causes of widespread poverty and inequality (iii) Lack of opportunities for 
human resource development through education is another cause of inequality of incomes. Poverty is 
one of the reasons why children of such families do not go to schools or get only minimum education. 

2.3 Effect of Economic Growth on Income Distribution 

Theoretically, income equality is a function of employment which in turn is a function of growth, 
and therefore income equality is an automatic function of growths. But this functional relationship holds 
good under restrictive assumptions like: (a) growth results in higher savings and higher investment nor 
capacity expansion, (b) increased capacity are fully utilised: (c) the choice of technology is such that 
there is a bias towards labour intensive rather than capital intensive technology; (d) employment 
maximisation objective is supreme and (e) growth rate achieved is commensurate with the growth rate 
of labour force. 

The experience of our own country is sufficient to cast doubts on the realism of these 
assumptions. Increasing non-development expenditure, high idle capacity tendency of taking to capital-
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intensive technology, inflation, drying up savings. Sectoral allocations being governed by objectives 
other than employment are sufficient-indications of the non-fulfilment of the postulated assumptions. 

Employment-equality relationship is dependent on (a) the distribution of income does not go 
against labour and in favour of the Profit earners. This requires that the labour force is organised in 
such a way as to get its due share; (b) absence of monopoly practice which is closely aligned with (a); 
and (c) there should be no distortion of factor prices by polices like taxation, trade restriction, 
administered prices, etc. To quote Nanjundappa: 

“In developing economies, usually an organised sector exists with an unorganized sector 
because of dualism. With high unemployment in the labour force and the lack of organisation, the 
bargaining strength of the labour force is generally weak. The situation will be worse when there is no 
due representation to labour on management which is dominated by the earliest group. Such a situation 
favours profit-earners rather than wage-earners” 

It is generally held that income distribution within any country will be less unequal if the rate of 
growth is rapid and more unequal if it is slow. Though the data to test this hypothesis was very scanty, 
The World Bank Publication, Redistribution with Growth presented data for 18 countries. Results are 
given in the figure below. 

FIGURE  2. Growth rates affect the Inequality of income distribution 
Above the 450 line, the income share of the lowest income 40% is in- 
creasing; below that line, it is decreasing. The correlation with growth 
rates above and below 8% per year, respectively, Is striking. 

 

Source: Redistribution with Growth. Copyright World Bank. 1974. Quoted in Hagen. Everett. E. 
Economics of Development. 
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It is clear from the figure that out of 7 countries growing at a lower rate, the income share of the 

lower income 40% of the population decreased in 6 countries, of the 1 I countries growing at a faster 

rate, the income share of the lowest income 40% increased in 5 countries. The wider scatter of the data 

also indicates that there is a relationship between the rate of growth in GNP and change in income 

distribution. And this relationship leads to another important relationship between per capita income 

levels and income distribution. Here it is generally expected that at low levels of per capita income, with 

slow growth, inequality of income distribution will increase, but at some level of per capita income, 

economic growth may reach sufficiently fast to more than counter the technological disemployment 

effect so that income inequality will decrease. This is known as the famous Kuznets’Inverted-U 

hypothesis which is discussed below. 

2.3.1 Kuznet’s Inverted-U Hypothesis 

 The research of Simon Kuznet named “economic Growth and income inequality published in the 
American Economic Review in 1955 laid foundation of studying the relationship between economic 

growth and income inequality. He was the first person to introduce the idea of a link between inequality 

and development. He pointed out that development involves the shift of population from traditional to 

modern activities. This process of population shift from participating in agricultural productions to 

industrial productions allowed Kuznet’s to predict the behaviour of inequality during the course of 
development : 

 “An invariable accompaniment of growth in the developed countries is the shift away from 

agriculture, a process usually referred to as industrialization and urbanization. The income distribution 

of the total population, in the simplest model, may therefore be viewed as a combination of income 

distributions of the rural and of the urban populations. So what little we know of the structures of two 

component income distributions reveals that : (a) the average per capita income of the rural population 

is usually lower than that of the urban; (b) inequality in the percentage shares within the distribution for 

the rural population is somewhat narrower than in that for the urban population – Hence operating with 

this simple model, what conclusion do we meet? First, all other conditions being equal, the increasing 

weight of urban populations does not necessarily drift downwards in the process of economic growth : 

indeed, there is some evidence to suggest that it is stable at best, and tends to widen because 

percapita produtivity in urban pursuits increases more rapidly than in agriculture. If this is so, inequality 

of the total income distribution should increase.” (Kuznet’s, 1955, pp. 7-8). 

 The main idea of his study is that the relationship between economic growth level and income 

inequality is likely to show an inverted u shape, which is known as Kuznets’ Hypothesis in economic 
literature. This hypothesis suggested that, at low levels of per capita income, inequality increases with 

rising percapita incomes and decreases only in the later stages of development with industrialization – 

resulting in an inverted U- shaped relationship between percapita income and income inequality – 

based on a model where individuals migrate from a low-wage rural sector with little inequality to an 

urban sector characterized by high income inequality and high average incomes. This is shown in the 

fig. below. 
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GNP percapita 

Fig 3. Kuznets Inverted-U curve 

Explanations as to why inequality might worsen during the early stages of economic growth 
before eventually improving are numerous. They almost always relate to the nature of structural change. 
Early growth may, in accordance with the Lewis model (as stated above) be concentrated in the 
modern industrial sector where employment is limited but wages and productivity are high. 

Now as started above, Kuznets curve could be generated by a steady process of modern-sector 
growth, as a country develops from a traditional to a modern economy. Alternatively, returns to 
education may first rise as the emerging modern sector demands skills, then falls as the supply of 
educated workors increases and the supply of unskilled workers falls. So while Kuznets did not specify 
the mechanism by which his invested-U hypothesis was supposed to occur, it could in principle be 
consistent with a requential process of economic development. But as we have seen that traditional 
and modern sector enrichment would tend to pull inequality in opposing directions, so on net, the 
changes in inequality are ambiguous, and the validity of the Kuznets curve is an empirical question. So 
let us discuss : 

2.3.2 Does the Evidence Support? 

Given the confficting theoretical predictions about the ambigeus relationship between inequality 
and growth, a vast empirical literature has been spurred, much of it driven by the concern that 
development hurts the poor. Some researches support Kuznets’ Hypothesis, however the others would 
not argue that the Kuznets sequence of increasing and then declining inequality is inevitable early 
Cross-Sational studies supporting the Kuznets hypothesis include Harry Oshima (1962). Adelman and 
Morris (1973), Paukert (1973), Chenery et. al (1974), Cline (1975), Chenery and Syrquin (1975), 
Ahluwaliaetial (1979). 

Paukert shows the size distribution for fifty six countries including developed and developing 
both and calculated two measures of income concentration – the Gini coefficient and the maximum 
equalization percentage (which indicates what percentage of total income would have to be shifted 
between the quintiles of income recipients in order to achieve an equal distribution of income) (Thjirlwal, 
1994, p. 32). His results show fairly well that upto a certain stage of development, inequality increases 
and then it declines thus tracing out an inverted U-shape curve similar to that of Kuznets for the now 
developed countries. The average Gini coefficient for forty three developing countries was 0.467 
compared with 0.392 for thirteen developed countries. The maximization equalisation percentage was 
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35.8 for the developing countries compared with 24.8 for the developed countries, thus giving support 
to the hypothesis that growth tends to raise inequality in the low income countries and to reduce 
inequalities in the high income countries. One reason for this greater income inequality in the 
developing countries may be that there is much concentration of the income in the upper strata of the 
income recipients. 

Chenery et. al (1974), test this thesis by showing the distribution of income in 66 countries at the 
levels of percapita GNP ranging from lowest to highest. The shares of the national income received by 
the lowest income 40% and the highest income 20% are shown for each country. The estimates were 
derived by fitting a free hand Lorenz curve to whatever data were available for each country. The 
results of this study are summarized in the following table (2) which shows the income shares of the 
lowest income 40% of the population decreasing and that of highest income 20% population increasing 
until a percapita income of $ 300 at 1960 prices is reached. 

Table 2. As income rises, income inequality increases and the decreases. 

Income Level No. of Countries  Income shares (%) of 

  Highest Income 20%          Lowest Income 40% 

$ 100 or less 8 46.1 16.4 

$ 101 - $ 200 5 57.9 13.4 

$ 201 - $ 300                         13 67.9 11.1 

$ 301 - $ 500 8 57.6 11.6 

$ 501 - $ 1000                      12 (15) 54.0 (50.6) 13.5 (15.3) 

Above $ 1000                       15 (17) 46.6 (44.9) 14.8 (16.1)
  

The data in parentheses include the socialist countries. 

Source : Hagen, Everett; E., Economics of Development. 

It can be seen from the table, that above the level of $ 300 income, the trend reverses : 
inequality decreases. But in capitalist countries even at national percapita income levels $ 1000, the 
distribution of income is still slightly more unequal than in the very lowest income countries. 

Another empirical study based on cross-country regressions such as perotti (1996), tended to 
indicate a negative correlation between inequality and growth. As more data on inequality become 
available, it was possible to use more sophisticated econometric approaches that looked at shorter 
periods, included fixed effects, and divided the data into different group of countries, and the resulting 
studies have found a positive, or at least more ambiguous relationship. 

Denienger and squire (1996) of the world Bank have surveyed 682 studies of income 
distribution in over 100 countries and calculated average Gini ratios for each country, together with the 
ratio of the share of income received by the top 20 percent of income earners (top quintile) to that of the 
bottom 20 percent of the income earness (bottom quintile). The results are shown in the following  
table 3. 

 

 

 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



41 

Table 3. Income inequality, selected economies (1990s) 

Region/Economy No. of observations Average Gini Ratio Ratio of top quintile’s 
share of income to 
bottom quintile’s share 

Sub-Saharan Africa 40 44.71 11.61 

Botswana 

Mauritius 

Nigeria 

South Africa 

1 

3 

3 

1 

54.21 

40.67 

38.55 

62.30 

16.36 

  6.62 

  8.67 

32.11 

East Asia & Pacific 123 36.18   7.15 

China 

Hong Kong 

Japan 

Singapore 

Taiwan (china) 

12 

7 

23 

6 

26 

32.68 

41.58 

34.82 

40.12 

29.62 

 5.17 

 9.46 

 7.06 

 6.71 

4.67 

South Asia 60 34.06 5.50 

India 

Sri Lanka 

31 

9 

32.55 

41.71 

4.98 

7.98 

Eastern Europe 101 26.01 4.05 

Czech Republic 

Hungary 

Yugoslavia 

2 

9 

10 

27.43 

24.65 

32.65 

3.75 

3.61 

5.63 

Middle East & North 
Africa 

20 40.77 7.14 

Iran, Islanm Rep, of 

Morocco 

5 

2 

43.23 

39.20 

- 

7.03 

Latin America & 
Caribbean 

100 50.15 16.02 

Brazil 

Chile 

Colombia 

Jamaica 

Mexico 

15 

5 

7 

9 

9 

57.32 

51.84 

51.51 

42.90 

53.85 

23.07 

14.48 

13.94 

  8.75 

17.12 
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Industrial Countries 
and high-income 
developing countries 

238 33.19 6.63 

Australia 

France 

Germany 

Italy 

New Zealand 

Sweden 

Turkey 

United States 

9 

7 

7 

15 

12 

15 

3 

45 

37.88 

43.11 

31.22 

34.93 

34.36 

31.63 

50.36 

35.28 

8.32 

6.31 

5.35 

4.94 

6.78 

5.64 

15.22 

8.46 

Total 682 36.12 7.80 

It can be seen from the Gini ratios (multiplied by 100) that Latin America and Caribbean, and 
Sub-Saharan Africa have by far the largest degree of income inequality. With the Gini ratio well over 50 
in many countries, for example Brazil (57.3), Mexico (53.8) and South Africa (62.3). In contrast, income 
inequality in Asia and the Pacific, and Easteen Europe, appears to be much less. In the two largest 
countries in the world measured by population-China and India- the Gini ratio is just over 30, much the 
same as for the high-income countries. Generally speaking the higher the Gini ratio, the greater the 
ratio of income shares between the topand bottom 20 percent of income earners. In South Africa that 
ratio is 32 : 1 and in Brazil 23 : 1. 

Williamson (1991) proposed that change in technology initially increases the income inequality, 
but it declines when skill related to the new technology becomes widespread. Barro (2001) suggested 
that each implementation of new technology is accompanied by dynamic Kuznets-type effect on the 
distribution of income. Aghion and Bolton (1997) attributed the Kuznets U curve to credit market 
imperfections which cause different behaviour among the poor and the rich: in early stages of economic 
development the rich get richer, while the poor remain poor, at the later stages of economic 
developments, the accumulation of wealth by the rich people pushes down their interest rates and allow 
the poor to become richer. Jha (1996) analyzed observations for 76 countries for the period 1960-92 
and found that Kuznets Hypothesis holds. Similarly Milanovic (2000) reported that Kuznets hypothesis 
is supported by the data for 80 countries during 1980s. 

Bulir (2001) came to similar conclusious from analysis of cross-sectional data for 75 countries-
parametric and semi-parametric testing of Kuznets hypothesis performed by Lin etal. (2006) on the 
same data as Bulir (2001) gave also support for the Kuznets hypothesis. 

Now Kuznets, as started above, proposed a broad hypothesis on the process of development 
that economic progress is accompanied by increasing inequalities in the early stages of industrialization, 
which then tends to decline as industrialization deepens. But recent empirical tests of the Kuznets 
hypothesis have raised questions about this conjecture. Using both pooled and panel data in attempt to 
shed light on the relationship between economic growth and income inequality across countries and 
time, majority of this research work found a consistent negative relationship. 

Initially, it got refuted by Anand and Kanbur (1986). In their carefully thken econometric study, 
they found that the cross sectional data were best fit by a U-shaped curve and not by an inverted U. To 
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determine the growth on inequality in the high income and low income groups, they have inuoduced 
growth spells in their study and found that in low income countries, 10 out of 21 growth spells (48%) 
were marked by an increase in inequality. In the high income countries, it was a out of 22 (42%). These 
two percentages are very close and not significally different from one another. Hence they concluded 
that inequality increases with growth as frequently in the low income countries as in the high income 
countries. There is no tendency for inequality to increase more in the early stages of economic 
development than in the later stages. Later Anand and Kanbur (1993 b) again analyzed the additional 
data of higher quality than those used by Ahluwalia (1976) and again they did not find any evidence for 
the Kuznets hypothesis. 

Surveying twenty three different studies, Benabou (1996) concluded that “initial inequality is 
determinental to long run growth.” Deininger and squire (1998) disrupted the emerging consensus with 
a study based on their ambitions new global inequality data set compiled of the world Bank from 
disparate household surveys of 108 countries since 1950. Based on this new data, they performed both 
cross-country analysis and examination of country specific time series. They also found no support for 
the Kuznets inverted-U hypothesis neither in the cross country analysis nor in the country specific inter 
temporal data. 

Moreover, recent empirical work has also found that a few rich countries specializing in high 
wage, advanced capital goods have experienced a post Kuznets rise in inequality. While most 
developing and industrialized countries are found on the downward portion of Kuznets’ invested-U 
curve, inequality has been rising with increased income levels in high-income countries like Japan, the 
U.S. and the U.K. Concecao and Galbraith (2001) postulate that Kuznets’ original formulation might 
apply only as long as countries produce principally consumer  goods, and might break down as 
industrial activity shifts into monopolistic advanced technological goods for the world market. In that 
case, the richest and the most advanced industrial economies producing capital goods for export would 
be found on an “augmented” Kuznets curve with an upword-sloping tail for such countries as shown in 
the fig 4 below. 

     Fig. 4. Augmented Kuznets Curve 

 

GNP 

 Away from the augmented curves’ peak and trough, however, the relationship between growth 
and inequality is presumed to be a more or less stable function of income level. 

 One pertinent question i.e. how this relationship between inequality and growth been affected by 
the market-oriented structural economic reforms undertaken by many countries in the recent past has 
been deal with by a recent study by Craig Adair (2006). Examining the relationship between inequality 
and growth in Mexico, he found that structural reforms fundamentally altered the relationship between 
inequality and growth as benefits accrued to an increasingly small number of firms. The findings 
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support the hypothesis of an “augmented” Kuznets curve according to which some developed countries 
are found on an upward sloping addendum to Kuznets’ original formuation. 

 Recently Tam (2008) analyzed ‘ high quality’ data for 84 countries and did not find any support 
for the Kuznets’ hypothesis. Oksana Melikhova and Jakub Cizek (2011), in their very recent study 
‘Kuznets Invested-U curve Hypothesis examined on up-to-data observations for 145 countries,’ analyze 
the historical data on the average income and the income inequality for the period 1979-2009 collected 
for 145 countries. They found that the income inequality is infienced by govt. policy on subsidies and 
social transfers. Different amount of subsidies and social transfers across various countries make the 
data biased. The inverted-U curve was found in countries with low amount of social contributions. 
However, increasing amount of social contributions make the U-curve, Flat and shift its maximum to 
higher G D P percapita. Based on empirical data, a model describing the influence of both govt. policy 
and the level of economic development was developed and their analysis suggests that long standing 
controversies regarding the existence or non-existence of the Kuznets inverted-U curve were likely 
caused by the fact that the U-curve was blurred due to various amounts of social contributions which 
influence the income inequality much more than the level of economic development. Gallup (2012), in a 
study “ Is there a Kuznet curve?” by using new international panel data with the first internally 
consistent time series for a large number of countries (87), shows no evidence of a Kuznets curve. The 
data shows an anti- Kuznets cueve! Inequality decline in low income countries and it increases in high 
income countries. Todaro (2012) has also analyzed the recent data for some selected countries and 
found that there has been a tendency for inequality to rise in high-income countries and to fall at least 
somewhat in several Latin American countries. He also analyzed the relationship between economic 
growth and inequality by taking in to consideration the long run data covering the mid 1960s and mid 
1990s. His analysis shows that inequality, as measured by Gini-coefficients, seems unrelated to 
aggregate G N I percapita growth rates. During these periods, percapita growth in East Asia averaged 
5.5% while that of Africa declined by 0.2%, yet both Gini coefficients remained essentially unchanged. It 
is not just the rate but also the character of economic growth (how it is achieved, who participates, 
which sectors are given priority, what institutional arrangements are designed and emphasized etc.) 
that determines the degree to which that growth is or is not reflected in improved living standards for 
the very poor. It is not the mere fact of rapid growth perse that determine the nature of its distributional 
benefits. 

 According to him, in more recent years, inequality in many countries has been increasing. 
Unfortunately, this is occurring whether countries are growing or not. Following figure reflects this 
observation in 59 countries in 2007. 

 

FIGURE 5. Change in Inequality in Selected Countries with or without Growth. 
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Source : World Bank World Development Indicators, 2007 (Washington, D.C.: World Bank, 2007), 
tab.I). 

 It can be seen from the figure that 26 countries ie. 44% countries are such where the rate of 

growth of percapita income is positive but still the inequalities are increasing in these countries. 

Self Assessment Questions – I 

1. What do you mean by Lorenz Curve? 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. Explain the concept of Inequality Ratio. 

___________________________________________________________________________ 

___________________________________________________________________________ 

3. What does the Kuznet’s Inverted U-Hypothesis? Explain. 

___________________________________________________________________________ 

___________________________________________________________________________ 

 
2.4 Effects of Income Distribution on Economic Growth 
 Income distribution can have positive as well as negative impact on economic growth and both 
are supported by arguments. 
2.4.1 Positive Impacts 
 The traditional view that inequality should be growth enhancing is based on three arguments.  
(i) First comes kaldor’s hypothesis, formalized by stiglitz (1969), that the marginal propensity to save of 
the rich is higher than that of the poor. If the growth rate of G D P is directly related to the proportion of 
national income that is saved, more unequal economies are bound to grow faster than economies 
characterized by a more equitable distribution of income. Therefore income redistribution from rich 
people to poor people by the means of more progressive taxation reduces the saving rate of the 
economy as a whole. As according to the Neo-Classical Growth theory saving is the main factor of 
capital formation, the reduction in savings would lead to a decline in economic growth. Moreover, 
income redistribution could lower the incentive for the rich to work hard, and that could also lead to an 
economic growth.  
(ii) A second reason why inequality may enchance growth has to do with investment indivisibilities, 
investment projects, in particular the setting up of new industries or the implementation of innovations, 
often involve large sunk costs. In the absence of a broad and well-functioning market for shares, wealth 
obviously needs to be sufficiently concent-rated in order for an individual (or a family) to be able to 
cover such large sunk costs and thereby initiate a new industrial activity. Hence a sufficiently 
concentrated distribution of wealth is a pre-requisite for growth  
(iii) Lastly, the idea that there is necessarily a trade-off between productive efficiency and equality is 
based on incentive considerations, first formalized by Mirrlees (1971). Normely, when individual output 
depends on the unobservable effort borne by agents, rewarding them with a constant wage 
independent from output performance will obviously discourage them from investing any effort. Hence 
the idea that income inequality is necessary to foster effort remains central in the growth literature. 
However, the recent literature has refuted the first two arguments on the grounds that, even though 
they might be important at the early stages of development, in modern industrialized economies capital 
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markets are sufficiently developed for investments in physical capital not to be constrained by personal 
wealth or domestic savings. 
2.4.2 Negative Impact 
 Income inequality can affect economic growth in negative sense also. (i) extreme income 
inequality leads to economic inefficiently. This is party because at any given average income, the 
higher the inequality, the smaller the fraction of the population that qualities for a loan or other credit. 
When low-income individuals (whether they are absolutely poor or not) cannot borrow money, they 
generally cannot adequately educate their children or start and expand a business. 
 Moreover, with high inequality, the overall rate of savings in the economy tends to be lower, 
because the highest rate of marginal savings is usually found among the middle classes. This situation 
does not imply general rule, rather it depends on the level of development of a country. Although the 
highest portion of income scale may save a large dollar amount, they donot generally save and invest 
significantly large proportions of their incomes (in the real economic sense of productive domestic 
saving and investment) than the middle class. They are known to spend much of their incomes on 
imported luxury goods, gold jewellery, expensive houses or seek safe heavens abroad for their savings 
in what is known as capital+light. This case is quite applicable to most developing countries. Such 
savings and investments do not add to the nations productive resources; in fact, they represent 
substantial drains on these resources (Todaro, 2009). 
 (ii) Furthermore, inequality may lead to an inefficient allocation of assets. High inequality leads 
to an overemphasis on higher education at the expense of quality universal primary education and this 
in turn begets still more inequality in incomes. The results of these factores can be a lower average 
income and a lower rate of economic growth when inequality is high (iii) Another argument is that in the 
presence of imperfect capital markets inequality, according to which low income individuals are unable 
to invest in their human capital, causing income inequality to increase and income growth to decrease. 
In most developing countries, poor people are under credit constraint. They do not have the opportunity 
of investing, and extremely poor people in income inequality cannot even participate in product activity. 
In an economy where individuals make indivisible investments in schooling and education, for example 
that have to be financed through borrowing, this would imply lower aggregate growth (Chatterjee, 1991; 
Tsiddon, 1992). In the political economy models of (Alesina and Roddik, 1994) high levels of inequality 
push median voters to support higher taxes, thereby lowering income growth (iv) The final argument 
supporting negative impact of inequality on growth is that extreme income disparities undermine social 
stability and solidarity. Income inequality might lead to political and social instability (Gupta, 1990), 
which will in then reduce investment, and consequently lead to economic growth decline. High 
inequality strengthens the political power of the rich, as well as their economic bargaining power, and 
facilitates “rent-seeking”, including actions such as excessive lobbying, large political donations bribery 
and cronyism (Todaro, 2009). When resources are allocated to such rent seeking behaviours, they are 
diverted from productive purposes that could lead to faster growth, of course, high inequality may also 
lead to the poor to support populist policies that can be self-defeating. Countries with high inequality, 
such as Iran and Brazil, have undergone upheavals or extended civil strife that have cost countless 
lives and set back development progress by decads. In sum, with higher inequality the focus of politics 
often tends to be on the redistribution of the existing economic pie rather than on policies to increase its 
size. 

After discussing the theoretical base, let us discuss the empirical research done on this aspect. 
We have seen that a number of articles (discussed above) emphasized to explore the effect of 
economic growth on distribution of income, but there are some other studies which have emphasized 
on the effect of income distribution on economic growth. 

The empirical relationship between long run growth and income inequality was analyzed not 
until later. “Is inequality harmful for growth ?” is the title of a paper by persson and Tabellini (1994). The 
answers of the authors as well as of Alesina and Rodrik (1994) is “yes”. Using cross-country data and 
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historical time-series, there studies show that higher in equality at the beginning of a longer term period 
has a negative impact on the growth rate during the subsequent period. The authors interpret this as a 
caused effect of inequality on the long-run growth prospects of an economy. 

Recently one such study has been undertaken by Barro (1998). Dividing the sample into two 
categories i.e. Rich countries and poor-countries, his analysis has been done from a neo-classical 
economic growth perspective and the study shows a positive relationship of income inequality and 
economic growth in the former and negative relationship of inequality and economic growth in the latter. 
Forbes (2000) is of the view that when short growth spans are used, inequality and growth are 
positively correlated. 

Bannerjee and Duflo (2003) found an even more complex relationship between inequality and 
growth, in which changes in inequality in either direction lower growth in the subsequent five-years 
period. They interpreted this finding as supportive of the notion that redistribution hurts growth, at least 
over short to medium-run horizons. 

Another study needs mentioning due to two facts (i) It has undertaken a small sample consising 
rich but relatively homogeneous countries where same mechanisms could be expected to apply, (ii) 
estimation of the effect of inequality on growth could be done by using careful econometric 
specifications. Moreover this study by Voitcho Vsky (2005) uses different distributional measures in 
order to allow for different effects of inequality at different points of the distribution of income. Her 
results strongly support the hypothesis that, for rich industrial economies, greater inequality at the top 
fosters growth while greater inequality at the bottom dampens it. 

For many years, physical capital was considered to be the engine of growth. But since 1980s, 
as the new endogenous growth theory came into existence, human capital started gaining importance 
thus replacing the physical capital. And positive impact of inequality on growth process got reversed in 
this process. Based on this fact another theory was undertaken by oded Galov and Omer Moav (2004). 
Which argues that development was stimulated by the inequality in the early stages of Industrial 
Revolution, when physical capital accumulation was the prime source of growth. It was done by 
channelling resources towards individuals with a higher propensity to save. But as human capital 
gained importance, adverse effects of credit constraints on human capital accumulation were alleviated 
by equality thus stimulating the growth process. Ayla Ogus (2004), in her researchon Turkey, did not 
find a statistically significant relationship between inequality and growth for 1960-1999 period. She 
concluded that during this period, there was no deterioration in the distribution of income in Turkey as 
compared to other economies, where a change for the benefit of upper quintile at the cost of the rest of 
the population has taken place, but subsitantial losses in real incomes have been realized. 

Very recently another study by Kamila Mekenbayeva and Smith Baris Karakus (2011) has been 
undertaken to study the relationship between income inequality and economic growth in developed and 
developing countries and make comparison among them. The study has used panel data model for 
nine countries for the period 1980-2009. Some tests viz. panel unit reot tests and panel co-integration 
test and randam effects model have been used by them to demonstrate individual effects of inequality 
on economic growth. Their results show a long term relationship between economic growth and Gini. 

Inequality is enhancing economic performance in developed countries, while reverse situation 
exists in developing countries. A negative relationship of two variables in developing countries can 
result from negative opportunity-creation effect-operating through the constraints on human capital 
investment that it imposes on poor individuals, imperfect capital markets, unsuitable and risky 
conditions for investors and unstable political environment in some cases. In developed countries, 
factores viz. higher marginal productivity of capital, higher marginal propensity to save in genreral and a 
weaker preference for leisure, encourage the accumulation of physical capital and hence foster growth. 
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(Garria-Penalosa, 2008). According to them, the negative correlation between income growth and 
inequality should be taken into account while determining the development policies. 

2.5 Conflict Between Income Distribution And Growth Produced By Market Mechanism 

 An objection raised against the market mechanism is that the income distribution produced by it 
is unjust and socially undesirable. The distribution of income through the market mechanism depends 
on (i) the wealth and talents of different individuals, and (ii) on their individual skill in seeing a profitable 
opportunity of employing their money or labour. If they make a wise or lucky choice, they may obtain a 
much higher income. The objection is that this method of determining income redistribution is unjust. 

 If intervention in income distribution is advocated as a remedy, the problem that is encountered 
is that intervention interferes with the efficiency of the market system. If people are not allowed to enjoy 
the income they could obtain by their decisions, their decision in turn will be affected, and the efficiency 
of the system will be impaired. There is therefore, a conflict between economic efficiency (which leads 
to economic growth) and social justice or income distribution. 

The extent and importance of this conflict is likely to vary according to the state of economic 
development. The more advanced a country is, the less serious will be any slowing down of the growth 
rate brought about by redistribution policies. This is so because its citizens are likely to have 
“consciences about the redistribution of income,” and to accept high taxation necessary to correct it 
without seriously altering their behaviour. Besides, an advanced country can afford to sacrifice some 
growth for the sake of social justice. 

But the cost of greater equality may be greater to a less developed country, that wishes to grow 

rapidly. This is so because, historically, the great bursts of economic growth have been associated with 
the prospect and the result of big windfall gains. Professor H.G. Johnson therefore opines that “it would 
seem unwise for a country anxious to enjoy rapid growth to insist too strongly on policies aimed at 
ensuring economic equality and a just income distribution.” 

In a nutshell, income equality does not lead to economic growth, according to Professor H.G. 
Johnson. But according to him the reverse is true, i.e. “in the course of time rapid growth tends in 
various ways to promote a more equal distribution of wealth.” 

 Taxation Entails Elements of Conflict : Prof. Lewis1 is of’ the view that attempts to redistribute 
income through taxation run the danger of curtailing the growth rates. Taxation may retard 
growth either through the blunting of incentives or by the use for private or public consumption 

of  resources which would otherwise be saved. But this adverse effect on the growth rate is not 
inevitable. Some kinds of taxes are less dangerous than others, such as taxes on landlords; and 
also forms some of government expenditure are more productive than the uses to which the tax 
payer would have put the money. Expropriation of domestic assets may lead to a flight of 
domestic savings, with accompanying balance of payments troubles. 

 Economies of Scales Create Conflict: Inequalities result from concentration in incomes and 
ownership of large scale units which enjoy economies of scale and therefore maximise 

productivity. Efforts to reduce inequalities by the creation and expansion of small units could 
only hinder growth. Economic growth is a function not only of the quantum of factors of 
production but also of their productivity. In so far as the large scale units alone are capable 

                                                 

 H.G. Johnson, “The Market Mechanism as an insteument of economic Development.” In Meier (ed) Leading Issues in Economic 

Development. 
1
 Dynamic Facture and Economic Growth, orient Lingman, Bombay, p.25 
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maximizing productivity encouraging small units with a view to achieve social justice is believed 
to hinder maximizing efficiency and therefore impede growth. 

 Equality Promotes Economic Growth : Recent studies2 have favoured the view that equity 
and growth are complementary or at least seriously competitive. In other words, redistribution to 
reduce the extent of poverty would have only negligible effect on the prospects for continued 
rapid growth. The arguments in support of this contention are as follows. 

 Equality Saves From Conspicuous Consumption of Capitalists: Prof. A.K.  Gupta3 says that 
inequality of incomes has ceased to be a precondition of accumulation. The doctrine of 
inequality as a growth-stimulating factor loses force, in so far as the rich spend and do not 
accumulate. If historically an increasing degree of inequality has been associated with economic 
growth, it is because growth has taken place within a capitalist system. Capitalist entrepreneurs, 
being the employers of labour, succeeded in appropriating a disproportionately large share of 
output, leaving wages as far as possible at a depressed level. 

On the other hand, because entrepreneurs had large surplus, they saved and contributed in the 
formulation of capital. While, the manner in which growth took place led to an unequal distribution of 
income, inequality in its turn led to accumulation and economic growth. 

The historical experience, however, does not provide any logical connection between inequality 
and growth. The capitalists budget has now a large leakage in luxury consumption and his income urge 

today finds outlet largely in advertisement. Unfortunately, it is this corrupt capitalist system which is 
being reproduced in most developing economies. 

To an extent, inequality of income in any society may be functional: in so far as tends to keep up 
a certain competitive spirit in men, it may be healthy, but such inequalities related to the distribution of 
income among worker themselves, not the distribution of income between workers and rentiers; large 
inequalities of’ income far from having any functional basis, are a drag on a country’s economic growth. 

Also it is held, that a potential fall in domestic saving is not a legitimate reason for postponing 
the implementation of measures to alleviate poverty, since if the political will to carry out redistribution 
existed, then it is quite clear that a fall in domestic saving could be averted. 

 Equality Increases Employment: This argument derives from difference in the relative lalour 

intensity of goods consumed by the rich and the poor. Since in the LDCs the rich buy capital 
intensive goods while poor buy labour intensive goods: clothes, shoes, food, so that a transfer 
of income would increase employment and lead to industrial growth. It is said that the industrial 
Revolution proceeded faster in England than in France because the French rich purchased 
artistic handicrafts not amenable to rnechanisation, while the English rich bought factory goods. 

 Small Scale Units are More Efficient: There is a fear that equitable distribution of the means 
of production conflicts with economic growth. However, empirical evidence does not support any 
direct relationship between the size of a unit and the productivity of inputs Data of countries like 
Japan, india, UAR, China, Taiwan and the US indicate that small enterprises with a lower level 
of investment per worker tend to achieve higher productivity of capital than large and more 
capital inventive capital enterprises. This could be explained by the fact that large- scale units 

face the problem of managemant and of getting adequate quantities of inputs. No doubt, owners 

                                                 
2
 D. L. Chauhan: Distribution, Equality and Economic, Growth. The case of Taiwan, Economic Development and Cultural change Vol 26, 1, 

1977. 
3
 Economic of Austerity, OUP. 
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of’ small means of production face the problems of inadequacy of funds and lack of access. This, 
however, can be solved by appropriate planning and policy measures. 

 Equality Provides Incentives to Work: The very ownership of the means of the production 
provides incentives to increase efficiency. Men will work harder or more effectively if they get 

the fruit of their own labour, rather than if they see it passing to others. Thus land reform by 
taking landlords and moneylenders of the former’s back, increases his incentive to invest in 
productive inputs. For instance, in Japan agrarian reforms had, Inter alia, the objective of raising 
of agricultural productivity through incentives provided by transfer of ownership of agricultural 
land from land owners to tenants. Thus agrarian reforms aimed at both growth and social justice. 

Empirical evidence supports the point that there was an improved agricultural productivity after 
reform. A study of 19 countries has shown that output per acre of land tends to be higher on small 
holdings than on large farms or estates (Edger Owen and Shah Development Reconsidered). 

Thus, the fear that redistribution of means of production results in lowering of productivity and 
hence conflict with growth is not established. This presumes that the Post- reform measures are so 
comprehensive as to provide all the inputs and the where withal for the poor peasantry and the new 
owners of land. 

 Equality Provides Incentives to invest: Most of the development models are in some way 
concerned with question of how to raise the proportion of income which is reinvested and a 
substantial consensus exists that the greater the share of income which accrues to potential 
investors, the higher the probable ‘rate of development. A capital-intensive technology which 
minimizes distribution of income to employee will appear in this context to maximize growth. 

‘But, according to Waiter Elken4 this cannot he true in market economies in which a part of the 

incentive to invest must come from the anticipation of rising consumer expenditure. Since 
consumer .expenditure will be positively corretered with employment there may be no real conflict 
between maximizing employment and maximizing income in long run because the increase in 
purchasing power generated by rising employment or redistribution will in the long run also maximize 
the national income providing the necessary incentives to invest. 

But, according to Lewis, this proposition is not fulIy relevant to LDC because (i) the rich here are 
consumers rather than savers (especially the Landlords), and (ii) the chief constraints on growth are 
limited productive capacity, shortage of saving and the propensity to import rather than any  shortage of 
consumer demand. We could, indeed increase consumer demand and any moment by printing more 
money, if this would no trun us up against these other constraints. 

According to Gunnar Myrdal 5 , “Greater equality in underdeveloped countries is almost a 
condition for more rapid growth.” He mention the following  reasons in support of this view: 

‘First. the usual argument that inequality of income is a condition for savings has much less 
bearing on condition in underdeveloped countries, landlords and other rich people are known to 

squander their income for conspicuous consumption and conspicuous investment, and sometimes, 
particularly (but not only) in Latin America in capital ‘flight” (emphasis added). 

Second, since large masses of people in underdeveloped countries suffer from under nutrition, 
malnutrition and other serious defects in their levels of living in particular lack of elementary health and 

                                                 
4
 Walter Elken.: An Intreduction to Development Economics., Penguin, p.142. 

5
 Gunnar Myrdal, The challenge of World Poverty, Penguin. 
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education facilities, extremely bad housing condition and sanitation, and since this impairs their 
willingness and ability to work and to work intensively, this holds down production, This implies the 
measure to raise income level for the masses would raise productivity” (emphasis added). 

“Third, social inequality is tried to economic inequality in a mutual relationship, each being both 
cause and effect of the other  (reater economic equality would undoubtedly tend to lead a greater social 

equality. As social inequality is quite generally detrimental to development, the conclusion must be that 
through this mechanism also greater equality would lead to higher productivity” (emphasis added). 

“Fourth we cannot exclude from consideration that behind the quest for greater equality is the 
recognition of the fact that has an independent value in terms of social justice and that it would have 
wholesome effects for national integration” (emphasis added), 

Gunnar Myrdal further writes : “To judge from actual experience large and growing Income 
disparities have not proved conductive to brisk economic performance and a strong thrust of 
development. It seems more likely, in fact, that heavy income concentration has often impeded healthy 
economic expansion by acting as a powerful disincentive (both material and psychological) to public 
participation in development.” 

2.6 Growth with Equality 

Growth and equality are among the most commonly accepted objectives of economic policy. 
Growth can be achieved without equality but equality and social justice cannot be achieved without 
growth; in order that the standard of living and welfare level of the masses increase, the size of the 
national income must also increase. It can safely be concluded the growth cannot be sacrificed for the 
sakeof social justice because this would turn out to he self- defeating. 

On the other hand, growth percent is useless, if it cannot alleviate poverty and fails to fulfil its 
objective of rising the real wages of the majority and of improving their standard of living; therefore, the 

recipe to eliminate poverly is to integrate distrbution objectives into policy making, i.e. the distributional 
effects of economic policies should be given much weight in the decision-making process. 

Income equality and economic growth may not, and given appropriate policies, need not be in 
conflict and there is no real justification for sacrificing equity at the alter of economic growth. Therefore 
a new strategy of growth with equality has been propounded, the pioneer of which is H. W. Singer. It is 
held that growth and distribution are not enemies of each other. The problems of LDC’s cannot be 
solved mainly by redistribution what they have; the problems have to be solved mainly by growth. 

The concept of growth with equality represents a change in the approach to economic growth 
and sets forth a new strategy in which participation by all the people is both the more and an end to 

growth itself. The most obvious reason for these changes are that for too long we assumed that if we 
take care of the GNP, poverty and unemployment will take care of themselves. It is now realised that if 
we ignore the pattern of growth, the basic problems of poverty and unemployment in developing 
countries are not likely to be solved, Robert S. McNamara and M. Haq subscribe to this view. 

The change in development policy is necessitated by social and economic reasons, Such a 
change would enable a large cross-section of the population and producers to increase their incomes 
through their own effort and create enough jobs to employ the exploding labour force. Development 
based on a combination of participation and labour- intensive rather than capital intensive pattern of 
investment reduce the cost of increasing the, national income. A policy which is more equitable, can 
reduce poverty and accelerate employment generation represent a more efficient use of economic 
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resources rather than the GNP dominated approach which tends to widen the gap between the haves 
and the have-nots. 

2.7 Policies for Growth with Equality 

We now turn to the specific policies which can achieve growth with equality. In choosing policies 
to improve distribution, one should give priority to those which do not conflict with growth, the highest 
priority to those which actually raise the rate of growth by improving the equality of the human 
performance. 

 Asset Redistribution: For the initiation of equitable growth, asset redistribution and the 
redistribution of opportunities for asset accumulation are a necessary first step. The latter has, 
in fact, been a precondition in all successful equitable growth countries to date. But in all 
successful countries, that redistribution has been followed by a host of primary growth manship 
oriented policies to maintain the value of the redistributed assets. Poor economic management 
or excessively slow growth rates have invariably negated the intent of redistribute efforts both by, 
producing a fall in the value of the redistributed assets (for example, the host of abortive land 
reforms and enterprise nationalisation), and by providing unforeseen and undesirable windfall 
profits for the upper 20 percent of the population. 

 Beneficiaries of Development to Pay a Price: The pattern of investment and that 
beneficiaries of investment must be made to pay a reasonable price for the benefit derived do 
not get the required emphasis. Again the imperative of generating surpluses from the 
investments made, the ploughing back to increase the Development effort, from which there can 
be expansion of benefits to the vast sections of the economy, does not find a place in the policy 
mix. So attention should be paid to remedy these shortcomings. 

 Human Resource, Intensive Development Patterns: The results of the statistical analysis 
performed by Adelman and Morris suggest that equitable growth required a major reorientation 
of development strategies. The most hopeful redirection to emerge from this work is towards 
human-source-intensive development patterns. It is significant that all the western countries 
which have successfully combined growth with greater equality have followed this strategy 
because they have adopted export-oriented growth based on labour and skill intensive exports. 
They have made massive investment on the improvement of educational standard which gave 
rise to productive employment opportunities. 

 Agricultural Sector to Get Priority: Since more than half the labour force is in agriculture a 
significant dent on mass living standards can be made only when the lot of the farmers is 
improved. For this, land reforms, provision of irrigation, water fertilisers, pesticides, better seeds, 
etc. and spread of light industries around the countryside are some of the well- known policies. 

 Development of Social Infrastructure : Another effort to be made is to divert resources 
towards providing rural and urban people with the social infrastructure needed for a more 
productive life. Public health, education, link roads, water supplies, electrification are some of 
the measures which will increase productive capacity. “One should. not hesitate to tax the 
leading sectors in order to spread the benefits of growth around, when one is spreading it in 
ways which increase productive capacity and just in the form of handouts”. 

 Balanced Development of All the Areas : Another measure to prevent the geographical 
polarisation of industry in a few very large towns, to which skills and capital migrate from all the 
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rest of country. Such polarisation is uneconomic. Also spreading industry around the 
countryside is beneficial to the countryside since it prevents excessive migration. 

 Use of Appropriate Technology: The use of more appropriate technology can improve both 
distribution and growth in the all sectors of the economy. For providing employment, machines 
should be used only where the quality of their work is different from or superior to that of human 
beings and, human labour should be used wherever a machine merely substitutes mechanical 
for human effort. 

 Development Projects to Benefit the Poor: Income equality is to be viewed as part and parcel 
of the development process rather than a matter of special welfare-oriented measures. 
Introduction of special programme to carry benefits to weaker sections tinkers with the gigantic 
problem only at the margin. Income distribution is to be influenced by policies that keep in the 
forefront the poor beneficiaries in the choice of the development programmes themselves. The 
selection of development projects should be made not on the size of the total net social returns 
or total net benefits, but on that part of social returns that occur to beneficiaries, below a certain 
level of income. 

 Access to Public Services for the Poor: Income inequality is partly a consequence of the lack 
of access to public services to the poor and it would appear that the principle of earmarking 
public services to the poor may become necessary for making the benefits of development to 
reach them. The national managerial and intellectual resources have to be so re-organised as to 
serve the many instead of the few, the deprived instead of the privileged. 

 High Interest Rates : A policy of low interest rate and forced saving may, in the long run, 
contribute to the inequality of income distribution. The reason is that the poor or small savers 
are mainly confined to low-yielding fixed-interest investment, directly or indirectly in Government 
debt, because these are safe and easily available. In contrast, the larger savers can invest their 
money in higher-yielding stocks and shares or directly in profitable enterprises. There is 
therefore an opportunity here for Government both to stimulate saving or development and to 
improve the distribution of income by raising the interest rates particularly on the savings of poor 
or small savers. If need be, a policy of differential interest rates on savings may be adopted. 

2.7.1 Kindleberger and Herrick’s Suggestions 

Kindleberger and Herrick6  have given the following policy action for promoting growth with 
equality: 

(1) Correct Price Signals: Price signals more adequately reflecting scarcity values would 
condition the economy against the uneconomic substitution of capital and imports for labour as 
development occurred. The effect on greater employment of the correction of price signals depends on 
the possibilities for substitution of labour for other factors. Where these possibilities are abundant, 
employment will rise accordingly, where scare, incomes to capital will rise and employment will not be 
greatly effected. 

(2) Improvement in Labour Productivity: Improvement in labour productivity will be furthered 
by emphasizing the production of wage goods whose domestic markets are potentially and whose 
factor proportions are flexible. When domestic productivity improvement agencies emphasise local 

                                                 
6
 Kindleberger and Harrick : Economic Development : MaGraw Hill, Kogakushs Ltd. 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


54 

production methods and materials as substitutes for more expensive imported technology, then higher 
output, higher income, and greater employment can be simultaneously achieved. 

(3) Emphasis on Productive Employment in Agriculture, Construction and Urban 

Services: Farm policies, to be successful in any country, must be oriented towards incentive systems 
meaningful to the cultivators. Unskilled and semiskilled workers can productively employed, in large 
numbers in construction, with desirable effects on further demand by them for wage-goods. Incentives 
for labour-intensive construction are much the same as intended to super  labour  intensive  methods in 
other sectors of the economy. A refusal to subsidies be imported. Capital equipment is the first step in 
any such process. Urban service similarly provide a range of employment opportunities. 

(4) Use of Currently Idle Capacity: Greater employment, without sacrifices in productivity, 
could be obtained by pressing the idle capacity into service. In particular more intensive use of the idle 
capital by the addition of second shift seems a logical extension that would raise employment and 
income. 

2.7.2 Ahluwalia and Chenery’s Observations 

Ahluwalia and Chenery7 have distinguished the following basic approaches to problem of raising 
the welfare of the low-income groups. 

1)  Maximizing the growth of GNP involves some measures that benefit all groups and some other 
measures such as favouring high saving group through lower income taxes or wage restraint 
policies in which there is a conflict with distributional objectives. Because of the relatively weak 
income linkages between the poverty groups and the rest of the economy, their growth tends to 
lag until the expansion of employment creates a shortage of unskilled labour and hence an 
upward pressure on wage rates. Although the poor may be better off even in this case than with 
slower growth of GNP, the welfare effects of a maximal growth strategy can almost always be 
improved by adding transfers. 

2)  Increased investment in the physical and human assets of the poverty groups is likely to require 
same sacrifice of output in the short run because returns on investments in human capital take 
longer to develop. Even so welfare will be higher because these investments lead to income 
growth in target groups, which have higher welfare weights. While the strategy has a short run 
cost of the upper income groups, in the lower run they may even benefit from the trickle up 
effects of greater productivity and purchasing power of the poor. 

(3) General transfers of income in support of consumption of poverty groups can also raise welfare 

in the short run, However, they have too high a cost in terms of foregone investment to be viable 
on a large scale over an extended period. Nevertheless, some direct consumption supplements 
for specific target groups (child nutrition, national health services) are a necessary supplement 
to an investment-oriented strategy, since they are the only way to eradicate some types of 
absolute poverty. 

(4)  Political resistance to the policies of asset redistribution makes this approach unlikely to 
succeed on any large scale in most countries. However, in areas such as land ownership and 
security of tenure, some degree of assets redistribution is an essential part of any programme to 
make the rural poor more productive. Beyond this essential minimum, a vigorous policy of 
investment reallocation in a rapidly growing economy will be a more effective way of increasing 

                                                 
7
 Ahluwalia and chenery. “The Economic Framework.” In Redistribution with Growth, Oxford university press 
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the productive capacity of the poor than redistribution from the existing stock of assets, which is 
likely to have a high cost in social and political disruption. 

(5) In the longer term, population policy can have an important influence on both the distribution of 
incomes and the levels of consumption in the poverty groups. Income distribution worsens with 
population growth above 2.5% per year, while with more optimistic assumptions, it tends to 
improve. There is considerable demographic evidence that investment in the health education, 
and economic growth of poverty groups may also contribute to a reduction of fertility and hence 
indirectly to better income distribution. 

Ahluwalia and Chenery have, thus particularly emphasized the directing of public investment to 
raise the productive capacity and income of the poor. There is a strong analogy between this strategy 
and international strategy of assisting investment in poor countries. In both cases transfers of resources 
which increase productive capacity and lead to greater sell-support in the future are both more efficient 
and more attractive to donors than continuing subsidies for consumption, in both cases, it should be 
possible to get greater political support for the more development approach. 

2.8. Summary 

The lesson briefly deals with the indicators of measuring inequality of income. Then it discusses 
two way relationship between income distribution and Economic growth ie. the effect of Economic 
Growth on income distribution and the effect of income distribution on economic growth. It also 
discusses how market mechanism affects this conflict between income distribution and growth. 
Different policies have also been discussed which can bring growth with equality- the two important 
objectives of economic policy. In this regard, Kindlebergers and Harrick’s suggestions and Ahluwalia 
and Chenery’s observations have also been discussed. 

2.9 Glossary 

 Lorenz Curve – A graphical representation of inequality. Personal incomes in a 
country, for example, are arranged in ascending order : the 
cumulative share of total income is then plotted against the 
cumulative share of the population. The slope of this curve is thus 
proportional to per capita income at each point of th population 
distribution. For complete equality of income, the Lorenz Curve 
would be a straight line; it becomes more curved as inquality rises. 

 Gini Coefficent – A statistical measure of inequality using the Lorenz Curve diagram, 
the Gini Coefficient can be found as the ratio of the area between the 
Lorenz Curve and the straight line connecting the ends of the Lorenz 
Curve to the total area under this straight line. A value of 0 for Gini 
denotes complete equality and a value of 1 gives maximum 
inequality i.e. all incomes is received by a single individual. 

 Kuznet’s Inverted 
U-Shaped Curve 

– A curve depicting the change in inequality over time during the 
process of economic development. he hypothesized that inquality 
would initially increased in the early stage of economic development, 
eventually it will decrease with more progress taking place in the 
economy. The evidence was consistent with the hypothesis until the 
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recent growth in inequality in many developed countries. 

 Market Mechanism – In economics, market mechanism is a mechanism by which the use 
of money exchange by buyers and sellers with an open and 
understood system of value and time trade-offs in a market tends to 
optimize distribution of goods and services in atleast same ways. 

 Price Signals – A price signal is information conveyed to consumers and producers, 
via the price charged for a product or service which provides a signal 
to increase or decrease supply or demand. 
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2.12 Model Questions.  

Q.1.  What is Gini coefficient? 

Q.2.  How will you explain the effect of Economic Growth on Income Distribution. 

Q.3.  Discuss the effect of Income Distribution on Economic Growth in brief. 

Q.4.  What is Kuznet’s curve. Does the empirical evidence support it? 

Q.5.  Explain Kindleberger and Herrick’s suggestions for bringing Growth with Equality. 
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          Lesson-3 

AGRICULTURE-INDUSTRY LINKAGES – 

THE MODEL OF W.A. LEWIS  
Structure 

3.0 Objectives 

3.1 Introduction 

3.2 Theoretical basis of zero marginal productivity. 

3.3 Lewis's Model of economic Development with unlimited supplies of labour. 

3.3.1 Role of Banking system 

3.3.2 Method for countering the Decline in Capital Formation and growth. 

3.3.3 Critical Appraisal of Lewis's Model 

3.4 Relation between Agriculture and Industry 

3.5 Summary 

3.6 Glossary 

3.7 References  

3.8 Further Readings 

3.9 Model Questions 

 

3.0 OBJECTIVES: 

After going through this lesson, you must be able to : 

 explain the meaning of zero marginal productivity. 

 describe the lewis model of economic development with unlimited supplier of labour. 

 highlight the role played by the banking system in the economic development. 

 discuss the relationship between agriculture and industry in any economy. 

3.1 INTRODUCTION 

In the previous lessons, you have studied the structural changes which take place in the 
economy during the process of economic development. You also studied about the behaviour of 
income distribution in the due course of economic development. One thing you might have noticed is 
that rate of growth of population is high in the developing countries and urbanization is also increasing 
day by day. Migration, which is one constituent of urbanization is also high particularly rural urban 
migration. One reason behind this migration is that agriculture is still backward in these countries. Too 
much population is engaged in this sector which leads to the low productivity of the labour. Hence in 
this lesson, you will be acquainted with some of the reasons for this backwardness of the agricultural 
sector. Using Arthur Lewis’s famous model of ‘Economic Development with Unlimited Supplies of 
Labour’, we shall analyze in detail the key role that agriculture plays in the development process, 
including the release of labour from the land and the role played by surplus labour in fueling industrial 
growth.  
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Traditionally, the role of agriculture in economic development has been viewed as passive and 
supportive. Based on the historical experience of western countries, economic development was seen 
as requiring a rapid structural transformation of the economy from one predominantly focussed on 
agricultural activities to a more complex modern industrial and service society. As a result, agriculture’s 
primary role was to provide sufficient low priced food and manpower to the industrial sector. Thus two 
sector model is an outstanding example of a theory of development that places heavy emphasis on rapid-
industrial growth with an agricultural sector fuelling this industrial expansion by means of its cheap food 
and surplus labour. Since, the model is based on the concept of zero marginal productivity, let us briefly 
explain what is the theoretical basis of zero marginal productivity of labour in the agricultural sector.  

3.2 THEORETICAL BASIS OF ZERO MARGINAL PRODUCTIVITY  

One explanation is that the technical co-efficients of production are constant so that additional, 
units of labour in a working combination will add nothing to the total product, unless additional units of 
all or some of the cooperating factors are also employed.  

However, so far there has been no convincing illustration of its validity in the economic sense, 
On the contrary, the assumption of fixed technical co-efficients has been criticized by many economists 
like Jacob Viner, Haberler and Schultz, Viner contends that since fixed technical co-efficients are 
different, products have labour and capital in different proportions. Then it is possible to change the 
product mix in favour of those products with relatively high labour co-efficients to productively absorb 
any increment of labour.  

Heberler regards it preposterous to assume that technical co-efficients arc fixed in the 
agricultural sector of a primitive economy. According to T. W. Schultz it is impossible to construct even 
a theoretical model which would permit zero marginal productivity of labour for an appreciable part of 
the labour supply. Even a fractional transfer, say 5% of the existing labour force out of agriculture, with 
other things being equal, could not be made, without reducing production. This shows that those who 
are removed from agriculture were making positive contributions before their removal.  

In the context, it would be appropriate to examine the ‘Limited Technical substitution and 
Inappropriate Factor Endowment’s hypothesis of R.S. Eckaus as illustrated in Fig, 1 .  
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Limited Technical Substitution and Imperfect Factor Endowments 

Fig. 1.1 

“In Fig. 1, the iso-product P1, P2. P3 are so drawn as to show a limited possibility of 

technical substitution between labour and capital along their respective curvilinear portions AB, 
A‘B’ and A “B” within the ridge lines OM and ON. Beyond the ridge lines the marginal rate of 
technical substitution (MRTS) between labour and capital becomes zero and the iso-product 
curve outside the ridge lines becomes parallel to the axes on both sides. In underdeveloped 
countries due to the availability of plentiful labour, but with scarce capital, ‘extra labour units 
(LL1 will fail to produce extra units of output (i.e., produce a shift from iso-product curve P1, to 

P2) unless additional units of capital (KK1) are also made available. Their limited technical 

substitution coupled with inappropriate factor endowments leads to zero marginal productivity of 
employed labour and this breeds disguised unemployment.  

However, even if we take for granted the fully variable technical co-efficients (variable) 
proportions production function there must be some finite quantity beyond which total output 
can not be further increased merely by increasing the units of labour employed in a given 
combination. This situation has been analysed independently by Benjamin Higgins (Economic 
Development) while discussing technological dualism and by J.S Uppal (disguised 
Unemployment in an underdeveloped Economy). Here this situation is portrayed in Fig. 2 by the 
iso-product curve X3 which becomes a horizontal straight line after point C indicating that any 
further increase in. Labour beyond L2 when combined with fixed amount of capital OK, will fail 
to increase output beyond X3.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Variable Proportions Functions 

Fig. 1.2 
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The preceding analysis, by various economists attempts to examine the precise meaning 
of disguised unemployment. However A.K. Sen’s observation is pertinent to sort out the 
confusion about the existence of disguised unemployment as he distinguishes between the 
amount of labour and the number of labourers. According to him, it is not that too much labour 

is being spent in the production process but that too many labourer are spending it.  

Actually, it is the labourers who are abundant: labour time is employed only upto the 
point where its marginal productivity is zero. In such a case disguised unemployment takes the 
form of a smaller than normal number of working hours per head per year. Although the 
marginal productivity of labour is just zero at the margin, the marginal productivity  of the labour 
force is zero over a wide range. If each labourer is working less than normal hours of work, 
then the same product could be produced by fewer labourers working for normal hours. So, part 
of the labour force is surplus though, the fewer labourers must work more hours to produce the 
same output, thereby involving some sacrifice of leisure on their part. A. K. Sen employs Fig. 
1.3 to explain his view.  

 

A. K. Sen’s Model. 
Fig. 1.3 

In Fig. 1.3, total product is shown on y-axis, labour time on X-axis and number of 
labourers on Y’ axis. P AP’ is the total product curve. Upto OW labour time, an increase in it 
increases total product, after which the total product becomes constant. So marginal 
productivity of labour time after OW is zero at the margin i. e. OL1 is the total number of 

labourers employed to produce A W output, when each works for less than normal hours, 
whereas OL is the number of workers actually required to produce the same output (AW) by 
working normal working hours per head. So, the marginal productivity of labour force is zero 
over the range LL1. This shows the extent to which disguised unemployment exists.  
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Nurkse essentially employs the term disguised unemployment to self -employed family 
labour on a farm. He does not apply it to hired farm labour (wage labour). But Lewis goes a 
step further and explains the co-existence of zero marginal productivity of hired labour and a 
positive wage rate based on customs and traditional e. g. in the case of menial servants, 
retainers, etc.   

3.3 LEWIS’S MODEL OF ECONOMIC DEVELOPMENT WITH UNLIMITED SUPPLIES OF 
LABOUR 

The use of surplus labour for economic development has been presented in a more 
systematic manner by W. Arthur Lewis in his well-known article -Economic Development with 
Unlimited Supplies of Labour. He emphasizes that the position in many underdeveloped 
countries conforms to the classical model wherein the supply of labour is perfectly elastic at the 
current wage rate. In other words, an unlimited supply of labour is available at a subsistence 
wage to the capitalist sector. The main sources from which the unlimited supply of labour is 
forthcoming consist of subsistence agriculture, casual labour, petty traders, domestic servants, 
women in the household and population growth. In an overpopulated country, in most, but not 
all, of these sectors, the marginal productivity of labour is either negligible, zero or even 
negative. Before we proceed with the study of this theory, let us first examine the premises on 
which it is based.  

Some economists, including Lewis, Kurihara and Schultz do not share the optimism that 
economic development can be initiated by transferring disguisedly unemployed persons from 
peasant agriculture to industry without any fall in agricultural production. During the Pla nting 
and Harvesting seasons, entire labour force is occupied. May be, even some persons taking up 
casual jobs in industry have to be hired to assist in the busy seasons. In fact, the releases of a 
large number of workers from agriculture call for its reorganisation and mechanisation which 
again require a sizeable amount of investment. So, in the static sense, it is not possible to 
ensure a perfectly elastic supply of labour, to the industrial sector for economic development,  
by depending merely on disguisedly unemployed workers.  

It is in this context that the Lewis model is more in accordance with reality, in many 
under-developed countries, in so far as unskilled labour is concerned. Lewis’s logic is not 
based on disguised unemployment, instead, it requires the following three conditions:  

(i)  The wage rate in the industrial sector is above the marginal productivity of labour in 
the subsistence sector by a small but fixed margin.  

(ii)  The investment in the industrial sector is not large relative to population growth.  

(iii)  The cost of training the necessary number of skilled workers is constant through time.  

The first condition is satisfied by many under-developed countries. If population is 
growing fast and the employment in the industrial sector is a small proportion of the total, the 
second condition is also satisfied. No doubt, the industrial employers require skilled labour also. 
However, Lewis contends that skilled labour is only a “quasi-bottleneck” which can be 
overcome by training the unskilled workers and converting them into skilled ones. So, in the 
short-run the, supply of skilled labour can also be infinitely elastic if training cost remains 
constant. Even in terms of long run supply of skilled labour over time the relevant factor is 
whether the cost of training is rising through time. In that case, Lewis’s thesis holds as much for 
skilled labour as for unskilled labour if technical progress is such as to reduce both the capital - 
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labour ratio and capital output ratio simultaneously.  

Diagrammatic Exposition  

Lewis’s model can, be illustrated diagrammatically as shown in Figure 1.4. In it as 
represents subsistence earning and OW the capitalist wage. Supply of labour is perfectly elastic 
at the capitalist wage rate. The demand for labour “initia lly’ represented by the marginal 
productivity curve of labour N1D2. Assuming profit maximisation as the objective in the 

capitalist sector, labour is applied up to the point where its marginal productivity equals the 
ruling wage rate OW. So, the amount of labour initially employed, in the capitalist sector will be 
OL1 Out of the total product ON1M1L1 in the capitalist sector. OWM1L1 will go as wages to 

workers and WN1M1 in reinvested; the amount of fixed capital increases and the marginal 

productivity curve of labour shifts to N2D2. So, the capitalist employment will increase to OL2 

and with it the capitalist surplus will swell to WN2M2. Its reinvestment further shifts the marginal 

productivity of labour curve to N3D3. This pushes up capitalist employment further of OL3 and 

capitalist surplus, to WN3M3 and thus, the process repeats itself.  

 

 

 

 

 

 

 

 

 

 

 

QUANTITY OF LABOUR EMPLOYED 
Lewis’s Model 

Fig.1.4 

 Taking the two sectors viz. traditional and modern sectors together, we can illustrate the 
Lewis model by using the fig. 1.5. Consider first the traditional agricultural sector portrayed in 
the two right side diagrams of fig. 1.5. The upper diagram shows how subsistence food 
production varies with increases in labor inputs. It is a typical agricultural production function 
where the total output or product (TPA) of food is determined by changes in the amount of the 

only variable input, labor (LA), given a fixed quantity of capital KA, and unchanging traditional 

technology EA. In the lower right diagram, we have the average and marginal product of labour 

curve APLA and MPLA, which are derived from the total product curve shown immediately 

above. The quantity of agriculture labour (QLA) available is the same on both horizontal axes 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



65 

and is expressed in millions of workers, as Lewis is describing an underdeveloped economy 
where 80% to 90% of the population lives and works in rural areas.  

 Lewis makes two assumptions about the traditional sector. First, there is surplus labour 
in the sense that MPL is zero, and second, all rural workers share equally in the output so that 

rural real wage is determined by the average and not the marginal product of labour. Assume 
that there are LA agricultural workers producing TPA food, which is shared equally as WA food 

per person (this is the average product which is equal to TPA/LA). This zero marginal product 

of LA workers is shown in the bottom diagram of fig 16.5(b); hence the surplus labour 

assumption applies to all workers in excess of LA (this is shown by the horizontal TPA curve 

beyond LA workers in the upper right diagram). 
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Fig. 1.5 : The Lewis model of modern sector growth in a two-sector surplus labour 
economy. 

The upper left diagram of fig 1.5 (a) portrays the total product (production function) 
curves for the modern industrial sector. Once again, output of, say, manufactured goods (TPM) 

is a function of a variable labour input , LM, for a given capital stock KM and technology EM. 

On the horizontal axex, the quantity of labour employed to produce an output of say TPMI with 

capital stock KMI,  is expressed in thousand of urban workers L1. In the Lewis model, the 

modern sector capital stock is allowed to increase from KM1 to KM2 and KM3 as a result of the 

reinvestment of profits by the industrial capitalists. This will cause the total product curves in fig 
1.5 (a) to shift upwards from TPM (KM1) to TPM (KM2) to TPM (KM3). The process that will 

generate these capitalist profits for reinvestment and growth in illustrated in the lower left 

diagram of fig 1.5 (a). Here we have modern sector marginal labour product curves derived 
from TPM curves of the upper diagram. Under the assumption of perfectly competitive labour 

markets in the modern sector, these marginal product of labour curves are in fact the actual  

demand curves for labour. Here is how the system works. 

 WA in the lower diagrams of Fig 1.5 (a) and 1.5 (b) represents the average level of real 

subsistence income in the traditional rural sector WM in fig. 16.5(a) is therefore the real wage in 

the modern capitalist sector. At this wage, the supply of rural labour is assumed to be unlimited 
or perfectly elastic as shown by the horizontal labour supply curve W MSL. In other words, 

Lewis assumes that urban wage WM above rural average income WA. Modern sector 

employers can hire as many surplus rural workers as they want without fear of rising wages. 
Given a fixed supply of capital KM1 in the initial stage of modern-sector growth, the demand 

curve for labour is determined by labour's declining marginal product and is shown by the 
negatively sloped curve D1(KM1) in the lower left diagram. Because profit maximizing modern 

sector employed are assumed to hire labourers to the point where their marginal physical 

product is equal to the real wage (i.e. point F of intersection between the labour and demand 
and supply curves), total modern-sector employment will be equal to L1. Total modern sector 

output, TPM1 would be given by the area banded by points OD1FL1. The share of this total 

output paid to workers in the form of wages will be equal to the area of the rectangle OWMFL1. 

The balance of the output shown by the area WMD1F would be the total profits that accure to 

the capitalists. Because Lewis assumes that all of these profits are reinvested, the total capital 
stock in the modern sector will rise from KM1 to KM2. This larger capital stock causes the total 

product curve of the modern sector to shift to TPM (KM2), which in turn induces a rise in the 

marginal product demand curve of labour which is shown by the line D2(KM2) in the bottom half 

of fig. 16.5 (a). A new equilibrium modern sector employment level will be established at point 
G with L2 workers now employed. Total output rise to OD2GL2 while total wages and profit 

increase to OWMGL2 and WMD2G respectively. Once again, these larger (WMD2G) profits are 
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reinvested, increasing the total capital stock to KM3, shifting the total product and labour 

demand curves to TPM (KM3) and to D3 (KM3) respectively, and raising the level of modern 

sector employment to L3. 

 This process of modern-sector self-sustaining growth and employment expansion is 
assumed to continue until all surplus rural labour is absorbed in the new industrial sector. 
Thereafter, additional workers can be withdrawn from the agricultural sector only at a hig her 
cost of lost food production because the declining labour to land ratio means that the marginal 
product of rural labour is no longer zero. Thus the labour supply curve becomes positively 
sloped as modern sector wages and employment continue to grow. The structural 
transformation of the economy will have taken place, with the balance of economic activity 
shifting from traditional rural agriculture to modern urban industry.  

3.3.1 Role of Banking System  

In addition to profits, capital is also formed out of credit creation by the banking system, the 
private sector and by government borrowings from the central bank, (deficit financing in the public 
sector). This Credit-cum deficit financed capital formation supplements capital formation financed 
but of real savings and thus promotes and accelerates rate of investment, thereby leading greater 
and quicker utilization of surplus labour, in spite of the initial scarcity of capital. This initially leads to 
an inflationary price rise, as the increase in money income resulting from payments made out of 
credit will exceed the output of consumables, which remains unchanged to begin with.   

However, according to Lewis, ‘such an inflation will be self-destroying rather than cumulative. 
Since as soon as the output of consumer goods starts increasing, the prices will come down to their 
normal level. As the process ‘of capital formation goes on, employment and output expand and so 
do profits. Large profits lead to saving and thus a stage is reached when real saving rise enough to 
get equal to the inflated level of investment, then credit creation will no longer be required to 
finance new investment any further. Obstacles to indefinite growth according to Lewis, the process 
of growth resulting from the use of surplus labour in the expanding capitalist sector cannot go on 
indefinitely. It must stop on account of the following reasons : -  

(i)  When capital accumulations has caught up with population growth and no surplus 
labour is left, the process of growth will come to a halt. The rise in wages, due to 
the scarcity of labour, will now reduce, and ultimately, eat-up the, capitalists’ 
surplus. However, it can stop even earlier. Lewis assumption of constancy of wage 
level is unrealistic.  

(ii)  The fast expansion in the capitalist sector leads to an absolute decline in population in 
the subsistence sector. This pushes up the average productivity of labour in this sector, 
thereby raising the wage rate in the capitalist sector, for the wage here depends on the 
productivity of labour. This also reduces the amount of surplus available.  

(iii)  The expansion of the capitalist sector relative to subsistence sector results in-rise 
in prices of food and raw materials, thereby turning the terms of trade against the 
former and, thus forcing the capitalists to pay higher wages to workers, in order to 
keep their real income constant. The result is a reduction of the surplus which is to 
be reinvested.  
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(iv)  If the subsistence sector adopts improved techniques, this will raise productivity in 
that sector, thereby raising real wages in the capitalist sector, and lowering the 
volume of surplus in the sector.  

(v)  The worker in the capitalist sector imitate the capitalist way of life and may need 
higher wages to live at their higher standards of life and may, thus, cut into the 
surplus which is a sine quanon for economic development. So, this will also be a 
factor in calling a halt to growth process.  

(vi)  Surplus generated in the growth process may be spent on unproductive purposes 
by the rich class.  

(vii)  Myrdal shows that the industrial development may not be so fast as to absorb the 

labour transferred.  

3.3.2 Method for Countering the Decline in Capital Formation and Growth  

However, the process of capital formation can still be kept going either by stimulating 

immigration (or import) of labour from, or export of capital, to, the underdeveloped countries 

possessing abundant supplies of labour at the subsistence wage rate. A mass immigration is 

bound to adversely affect the local wage-rate, therefore, it is strongly opposed by the trade 

unions and so is not a very solid proposition.   

The best way is to resort to the export of capital as trade, unions can have little control 

over it. Capital export reduces capital formation at home, and, so keeps wages ‘down’. This is 
offset if capital export results in cheapening the goods which workers import or raises wage 

cost in competing countries. On the other hand, the loss to the domestic workers in the form of 

low wages is aggravated if the capital export for investment, in another country, results in 

raising the cost of import, or reducing the wage cost in competing countries which will adversely 

affect exports of the capital-exporting country.  

3.3.3 Critical Appraisal of Lewis’s Model  

This model has been the target of criticism on several counts. The important amongst 

them arte briefly discussed below :-  

(i)  The model assumes abundant supply of labour which is not true of many South 

American and African underdeveloped countries. Even in over-populated countries, 

surplus labour is more of a seasonal rather than of a permanent character. Moreover, 

without technical and institutional changes, transfer of surplus labour, from subsistence 

sector to the capitalist sector is likely to be accompanied by a decline in agricultural 

production, thereby exploding the myth of abundant labour with negligible or zero 

marginal productivity.  

(ii)  Though Lewis regards the shortage of skilled labour only as a quasi bottleneck yet, 

there is no denying the fact that skill-formation poses a serious problem, in the context 

of a multitude of unskilled labourers due to its expensive and time consuming nature.  

(iii)  The rural labour force is generally so intensely attached to its family and farm that it is 

not going to be easy to wean them away, from their traditional base, merely by offering 

them, something extra in the form of a ‘subsistence plus’ wage in the capitalist sector. 
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Other factors like differences in customs, language, caste, exposure to strange urban 

environment, problems of congestion, housing, health and high cost of living, will also 

hinder the mobility of labour to the capitalist sector.  

(iv)  Contrary to Lewis’s assumption, the capitalist class, with enterprise and initiative, is 
conspicuously missing in under-developed countries. Thus, the entire superstructure of 

economic development, based on this unrealistic, assumption, crumbles like a frail 

house of cards.  

(v)  Lewis pre-supposes the operation of an investment multiplier in the form of capitalist 

class continuing to invest profit in the process of capitalist formation. However, it is 

seldom applicable to under-developed countries as rise in wages and or fall in profits 

halts the process before the entire surplus labour is fully absorbed.  

(vi)  The practical experience of many under-developed countries belies Lewis’s view that 
inflation, for the purpose of capital formation, is self -destructive, as more often than not, 

it gathers momentum,’ and become cumulative, in the face of a continued and acute 
shortage of consumer goods, due to structural rigidities, on the one hand, and a very 

high marginal propensity to consume, on the other. Thus inflation retards capital 

formation, and may become self-generating, instead of self-destroying.  

(vii)  Lewis assumes that whatever is produced, in the capitalist sector, is either consumed 

or exported. He overlooks the possibility of an inadequacy of aggregate demand 

resulting from the capitalist sector’s inability to sell its products to the subsistence 
sector, which might halt to the process of growth.  

In spite of above-said limitations; Lewis’s dual economy model is useful in explaining the 
process of capital formation in under-developed countries with plenty of labour and scarcity of 

capital. His study of credit-inflation, population growth, technical progress etc. impart a touch of 

realism to his model. What is clearly of prime significance is the way investment becomes a 

rising proportion of national income.  

Self Assessment Questions 

1. Conceptualize the term zero-marginal productivity. 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. Enlist the conditions necessary for Lewis Model. 

___________________________________________________________________________ 

___________________________________________________________________________  

 

3.4 RELATION BETWEEN AGRICULTURE AND INDUSTRY 

In formulating strategies for economic development, planners are usually confronted with 

the problem of choosing between agricultural and industrial development. In fact, it is argued 

that the relation between agriculture and industry is comparative.  

However, in the long run, agriculture and industry are complementary rather than being 
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competitive.  

We have seen that agriculture provides the potential for capital accumulation in industry 

by providing a marketable surplus. The greater the surplus, the cheaper the industry can obtain 

food and the more saving and capital accumulation can be undertaken. This is the supply side. 

But industry also needs a market for it—industrial goods which in the early stages of 

development must largely come from agriculture. This is the demand side, and the higher the 

price of agricultural goods the greater agricultural purchasing power will be. Given this conflict 

between low food price being good for industrial supply and high food prices being good for 

industrial demand, what is required is a simple model which brings together agriculture and 

industry in an equilibrium framework, where the terms of trade between agriculture and industry 

provide the equilibrating mechanism thus ensuring that the supply and demand grow at the 

same rate in each sector.  

Let us first consider growth in the agriculture sector in relation to the terms of trade, then 

growth in the industrial sector and then bring the two together. Agriculture’s growth rate will be 
a function of how much investment goods it obtains from industry in exchange for food that It 

‘saves’ and this depends on the price of the industrial goods relative to food i.e. on the terms of 

trade between industry and agriculture. The higher the price of investment goods, the less 

investment possible for a given amount of food and the lower the growth of supply capacity. 

The relation between the industrial terms of trade (the price of industrial goods relative to the 
price of food) and the agricultural growth rate (ga) is shown in the Figure (1.6) below.  

 

Fig. 1.6 

Industry’s growth rate will also be a function of its investment ratio and the productivity 
of investment. But there is a certain minimum to the terms of trade below which industry would 
not be able to invest anything because all output would be required to pay workers’ wage goods 
(food). If all wages are consumed, the cost of food inputs per unit of output in industry will 
depend on the real wage rate in industry divided by the productivity of labour, i.e. W/(O/L)=W/O, 
where w is the real wage and W is the wage bill. Industrial prices must cover W/O, and this se ts 
the lower limit to industrial prices relative to food prices. At the other extreme, industrial growth 
cannot exceed a certain maximum where the price of industrial goods is so high relative to the 
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price of food that agriculture buys no industrial goods and all industrial goods are retained for 
reinvestment in industry. The investment ratio approaches, in effect, 100 percent, and the upper 
limit to growth is given by the- productivity of investment. The relation between the industrial 
terms of trade and the industrial growth rate (g’) is shown in the figure 1.7 below.  

 

 

 

 

Fig. 1.7 

If we now assume for simplicity, (although without loss of generality) that the income 
elasticity of demand for agriculture and industrial goods is unity, then at a given terms of trade, 
the rate of growth of agricultural output represents the rate of growth of demand, for industrial, 
goods and the rate of growth of industrial output represents the rate of growth of demand for 
agricultural output, and where gA and g1 cross there will be balanced growth of agriculture and 

industry (g*) at an equilibrium terms of trade (P*) as shown in the figure 1.8 below.  
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Fig. 1.8 

In this model of the complementarity between agriculture and industry, we can see the 
implication of what happens if the terms of trade are not in equilibrium and the check to the 
expansion of industry that Lewis mentions.  

If the terms of trade are not in equilibrium—if the price of food is ‘too low’ or ‘too high’ in 
relation to industrial goods then industrial growth is either demand constrained or supply 
constrained. For example if in the above figure, the terms of trade were at P1, because the 

price of food was ‘too low’ industrial growth would be demand constrained to g1 by a lack of 

agricultural purchasing power over industrial goods. Industry could accumulate capital, but it 
could not sell its goods. Alternatively, if the terms of trade were below equilibrium at P 2, 
industrial growth would be supply constrained to g2 because the price of food was ‘too high’ 
impairing capital accumulation in Industry. Agriculture could buy, but industry could not supply.  

We can now examine what happens if there are shifts in the curves. Clearly shifts in the 
curves will cause both the growth rates and the equilibrium terms of trade to vary. An 
improvement in agricultural productivity which shifts g2 outwards will mean both Higher 
industrial growth and an improvement in the, industrial terms of trade. The importance of 
agricultural productivity improvement could’ not be better illus trated. An improvement in 
industrial productivity will shift g, outwards which will also mean higher industrial growth but at 
the expense of a worse terms of trade for industry. If there is a tendency for real wages in 
industry to rise commensurately with productivity increases, however, the g, curve will remain 
stable and the terms of trade will never move against industry in favour of agriculture unless 
agricultural productivity falls and the g2 curve shifts inwards.  

The checks to industrial expansion in Lewis’s model ‘are easily illustrated. A rise in the 
real wage in industry will shift the g1 curve inwards which will choke industrial expansion unless 

there is an equivalent increase in agricultural productivity shifting the g 2 curve outwards.  
A final implication of the model is that if through time, agriculture is subject to 

diminishing returns, productivity in agriculture will fall, shifting inwards the g 2 curve and 
reducing the rate of industrial ‘growth. If the g1 curve is relatively stable, industrial growth 

depends fundamentally on the rate of land saving innovations (technical progress) in agriculture 
to offset the effect of diminishing returns. 
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3.5 SUMMARY  

In this lesson, Lewis analyses the process of economic expansion, in terms of inter 
sectoral relationship in a dual economy, composed of a “capitalist” sector and a “subsistence” 
sector. The capitalist sector, which consists of manufacturing, plantations and mines, defines 
as that part of the economy which uses reproducible capital, pays capital ists for the use thereof 
and employs wage labour for profits making purposes. The subsistence sector is that part of the 
economy which does not use reproducible capital, in other words, it is the indigenous traditional 
sector or the self-employed sector. In this sector, as already mentioned in the beginning of this 
theory, the marginal productivity of a labourer is zero (or even negative), as a limiting case, and 
average product, though positive, is much lower than in the capitalist sector.  

A fundamental relationship between the capitalist sector and subsistence sector is that 
when the former expands, it draws labour from the later which in a densely-populated country 
and with a high rate of population growth is the overall source of unlimited supply of labour 
comprising of specific sources already listed.  

In Lewis’s model, the wage at which the surplus labour drawn from the subsistence 
sector is employed in the growing capitalist sector, is determined by what the worker earns in 
the subsistence sector. Subsistence wage, in turn, is governed by a conventional view of the 
minimum required for subsistence or by the average product per man subsistence agriculture. 
The capitalist wage will have to be somewhat higher than subsistence wage, so as to wean 
surplus labour force away from traditional life of the subsistence sector and also to overcome 
friction or cost of moving from the Subsistence to the capitalist sector. So, at the existing wage 
in the capital sector, which is usually 30% higher than subsistence earnings, the supply of 
labour is considered to be perfectly elastic for an expanding capitalist sector.  

Since marginal productivity of labour in the capitalist sector is higher than the current 
wage rate, this results in capitalist surplus of profits. This surplus is reinvested in creating new 
capital, thereby generating a driving force in the system, which in turn raises the marginal 
productivity of labour; and results in more employment of labour in the capitalist I sector which, 
consequently, expands. With this, the capitalist surplus or profits become still large as capital 
formation in which technical progress is also included by Lewis, result not in raising wages, but 
in raising the capitalist surplus or the share of profits in national income. Now the higher profits 
are again reinvested. Thus the expansion of the capitalist sector goes on progressively 
absorbing surplus labour from the subsistence sector.  

Here, Lewis very rightly points out that savings are low in an under-developed economy, 
not because- people are poor, but because capitalist profits are low relative to national income. 
It is these profits which grow relatively, as the capitalist sector expands thus, result in 
increasing the rate of capital formation from 4% or 5% to 12 to 15% of national income. 

3.6 GLOSSARY 

 Quasi-bottleneck : Shortage for short time and is solved in longer period. 

 Subsistence Sector : Traditional Agricultural/ Rural sector where earnings just meet costs. 

3.7 REFERENCES 
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 Lewis, A (1954). 'Economic Development with unlimited supplies of Labour'. Manchester 
School, May. 

 Lewis, A (1958). 'Unlimited Supplies of Labour : Further Notes', Manchester School, 
January. 

3.8 FURTHER READINGS 

 Lewis, A (1955). The Theory of Economic Growth. Allen & Unwin. 

 Thirlwal A.P. (2011).Economics of Development : Theory and Evidence. U.K., Palgrave, 
Macmillan. 

 Todaro M.P. & Smith, S.C. (2012). Economic Development. Pearson Education Ltd. 

3.9  Model Questions 

Q1. What do you mean by zero marginal productivity? 

Q2. Explain in detail the model given by Lewis for economic development. 

Q3. Discuss the importance of complementarity between agriculture and industry for 
economic development. 
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Lesson-4 

 

FEI AND RANIS MODEL OF ECONOMIC GROWTH 

Structure 

4.0 Objectives 

4.1 Introduction 

4.2 The Agricultural Sector 

4.3 The Industrial Sector 

4.4 Agricultural Surplus as a wage fund 

4.5 Necessity of Labour Reallocation 

4.6 The Turning Point in Fei-Ranis Model. 

4.6.1 Impact of Increase in the Productivity of Agricultural Labour on the Supply curve 
of labour in the Industrial Sector. 

4.6.2 Importance of the 'Turning Point'. 

4.6.3 The Growth Path 

4.6.4 Critical Evaluation of the Model 

4.7 Summary 

4.8 Glossary 

4.9 References 

4.10 Further Readings 

4.11 Model Questions 

4.0 Objectives 

After going through the lesson, you should be able to: 

 describe the type of the production function in the agricultural sector 

 explain the type of the production function in the industrial sector  

 identify the sources of capital stock in the industrial sector  

 understand the use of agricultural surplus as a wage fund 

 discuss the turning point in Fei-Ranis Model 

 outline the superiority of Fei-Ranis model over the Lewis model. 

4.1 Introduction 

In the last lesson, we studied about the Lewis model based on the interfacing of 
agricultural and industrial sector. Another model of agriculture-industry relationships is 
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developed by John. C.H. Fei and Gustav Ranis which we will study in the present lesson. They 
criticized the Lewis theory of unlimited supply of labour on the ground that it does not represent 
a satisfactory analysis of the agricultural sector growth. They then improved its version in their 
very famous article, ‘Theory of Economic Development’. Like Lewis, they also considered a 
labour surplus economy and defined two sectors—a large primitive agricultural sector co-
existing with a small but’ hopefully growing industrial sector. According to them, “In such a 
dualistic (two-sector) setting, the heart of the development  problem may be said to lie in the 
gradual shifting of the centre of gravity of the economy from the agricultural to the industrial 
sector. Such a process can be gauged in terms of the reallocation of the population between 
the two sectors in order to promote a gradual expansion of industrial employment and output. 
Simultaneously, increases in agricultural productivity must be sufficient to permit a relatively 
smaller percentage of the total population to support the entire economy with food and, raw 
materials”. Let us explain the situation in these sectors in detail.  

4.2 The Agricultural Sector 

Fei and Ranis model is based on the, premise that agricultural sector is the predominant 
sector of the underdeveloped labour surplus economy i.e. over population is the main 
characteristic of the agricultural sector. This denotes the persistence pressure of population 
against scarce natural resources, mainly land, thus leading to an initially bad but worsening 
(overtime) land-man ratio. The condition of technology being stationary, the law of diminishing 
returns operate more vigorously as land is cultivated more intensively i.e. agricultural output is 
subject to diminishing returns. 

The following figure (8.) represents the production function exhibiting these product 
conditions of the agricultural sector. 

 

 

Redundant labour 

O (A) 

U 

e 
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Fig. 4.1 

The factors of production used as inputs are labour and land.  The production contour 
lines are represented by curves M, M’ and M” etc. Ridge lines OV and OU indicate the region of 
factor substitutability-factors can be substituted within the area enclosed by these ridge lines 
but not beyond.  For instance, the production contours become perfectly horizontal below the 
ridge line OV indicating that with land held constant, any further increases of labour render that 
factor redundant, as output can no longer be increased.  

In the figure, when the amount of land is fixed at ot, the amount of labour that can be 
employed without becoming redundant is ts: Total labour in the agricultural sector is given as te 
in part A of the figure. Therefore, the redundant agricultural labour force is equal to es and the 
non- redundant labour force is st units. 

Units of labour that can be productively employed (without redundancy) per unit of land 
has been called labour utilization ratio, by Fei and Ranis. In-terms of figure.  

Labour Utilization ratio R = ts /ot. Which is the inverted slope of the ridge line OV. 

If the actual factor endowment in the agricultural sector is given at point e, with Ot units 
of land and te units of labour, a measure of the relative availability of the two factors of 
production can be calculated. This has been termed as ‘endowment ratio’.  

i.e. S = te /ot. Which is the Inverted slope of the radial line Oe. As is clear, the 
endowment ratio measures the actually existing population density or number of workers per 
unit of land in the agricultural sector.  
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Since we have assumed a total labour supply of te of which ts units of labour are non- 

redundant while se are redundant, the ratio ts/te can be given the name “non -redundancy 
coefficient”. If this is denoted by T, then.  

T = ts /te.  

This will measure the fraction of the existing agricultural labour force which is 
‘productive’. Also T = ts/te = (ts/ot) /(te/ot) = R/S. Which shows that T is directly proportional to 
the labour utilization ratio R (determined by the existing state of the arts) and inve rsely 
proportional to the endowment ratio S (population density), according to Fei and Ranis.  

Parts B and C of the figure depict total physical productivity of labour (TPP2 and 

marginal physical productivity of labour MPP2 respectively. Part B shows that TPP2 increases 

at a decreasing rate when more and more labourers are added to a fixed amount of land. At 
point N, this curve becomes horizontal. This point corresponds to the point G in part C depicting 
zero MPPL. Points G and N line up vertically with point s on the ridge line OV of part C.  

4.3 The Industrial Sector  

In industrial sector; the role is essentially required to the expansion of the surplus labour 
released by the agricultural sector and to a gradual expansion of the industrial productive 
capacity and output. However, in contrast to the agricultural sector, where major inputs consists 
of land and labour, the essential primary inputs in industrial sector are capital and labour.  

Accordingly, in the following figure (4.2) (part A) labour is represented on the horizontal 
and capital is represented on the vertical axis.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Fig. 4.2 
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In part A, Isoquant curves arc labelled as A0 A1 and A2. In both sectors, Fei and Ranis 

assume constant returns to scale. OS is the expansion path. At a higher point on this curve, 
both capital and labour are used in greater quantities. According to them, due to existence of 
redundancy in agricultural labour force, the agricultural sector may be a chief source of labour 
supply to industrial sector. But it does not mean a physical movement of population as a 
demographic change rather it implies that services of labour can be made available to the 
industrial sector on payment according to a given supply curve, the shape of which is 
determined by the forces functioning in agricultural sector. Therefore the supply curve of 
industrial sector is exhibited by M1 , M2 and M3 in part B which is vertically lined up in part A. 
Here the real wage in terms of industrial goods is measured on the vertical and industrial labour 
has a horizontal part M l, M2 etc. It exhibits due existence of a pool of redundant labour force 
which further is reflected in the constancy of real wage rate at OP. The industrial labour supply 
curve turns upwards at point M3 which reveals that extra supply of labour can be obtained only 
through increasing the real wages. This is known as the turning point in Lewis model, the point 
from where agricultural labour starts moving from agricultural sector to the industrial sector. So 
marginal physical productivity curve of labour (M PP2) can be drawn corresponding to various 
levels of capital stocks C0, Cl, and C2. For instance, MPPL curve B0 is drawn at corresponding 
capital stock C0. With this capital stock C0, In the industrial sector, the equilibrium employment 
position is obtained at M1, as supply curve cuts the MPPL curve on this point. Similarly other 
equilibrium employment situations are obtained. At point M1, the magnitude of total real wages 
is Wo represented by the shaded area OL0 M1P. So equilibrium profit is PM1q. A plausible 
assumption in this regard being that industrial wage earners do not save much due to low levels 
of incomes, the major source of investment funds originating in the industrial sector is only the 
industrial profits (TT0) The second source of capital accumulation is the hidden rural savings 
denoted by So. Therefore, total investment fund of industrial sector is 0+ So. (assuming all 
profits are saved). 0,  

Therefore Cl = Co + So + 0  

With this, new capital stock C1, a new MPPL curve can be obtained as B1, in part B. 

This provides a new equilibrium position M2 which means that employment in industrial sector 

has increased to L1 This process of increasing industrial activity continues as the total supply of 
investment funds continue to increase. Thus industrial employment also continues to increase. 
But the question arises here is -How do hidden rural savings emerge? This is explained in the 
following paragraphs.  

In part B of Fig. 2.1 total agricultural population, is OP indicating the existence of a 
redundant labour force of size QP. Total agricultural output at this point is PM. Therefore for 
average productivity of the total agricultural labour force, denoted by APPL is  

APPL = MP/OP. Which is the slope of the diagonal straight line OM. Fei and Ranis 

assume that real wage is equal to this average productivity of labour. This hypothesis is 
designated by them as the “constant institutional wage” C/W hypothesis. Under this hypothesis, 
the real wage level is indicated by the slope of OM in part B, which is shown by the horizontal 
line WW’ in part C of the figure.  

As noted earlier, the total agricultural labour force is OP in part B. When a portion of 
redundant labourers PQ is allocated out of agricultural sector i.e. absorbed in the industrial sector, 
the size of the labour force remaining in the agricultural sector may be represented by some such, 
points as Y (to the left of P .). Hence the remaining labour force in agricultural produces an output 
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of YZ units while its real income (determined by C/W) is XY units. The difference XZ (between the 
agricultural output YZ and the’ wage income XY) represents a surplus of agricultural goods. This is 
designated as ‘total agricultural surplus’ (TAS) by Fei and Ranis. This TAS emerges as a result o f 
the allocation of a part of redundant labour force out of the agricultural sector. According to them, it 
is in this sense that we can think of the removal of redundant agricultural labour as freeing a hidden 
source of rural savings for deployment in the development effort. This surplus can be siphoned out 
as an investment fund for the development of the industrial sector. Thus, the allocated agricultural 
manpower PY (converted into industrial workers) and the resulting total agricultural surplus XZ 
(converted into industrial capital) together represent the contribution that the agricultural sector 
makes to the expansion of the industrial sector.  

4.4 Agricultural Surplus as a Wage Fund  

In order to have better understanding of the significance of the total  agricultural surplus 
both the sectors of the economy should be considered simultaneously. This has been done in 
fig. 4.3 where upper diagram is for the industrial sector and the lower for the agricultural sector. 
This figure is a summary form of the figures 4.1 and 4.2. The demand and supply conditions of 
labour are presented in the upper part of the figure. The total agricultural productivity curve 
(TPPL) is presented in the bottom part. The only change incorporated is that the latter diagram 

has now been inverted in a sense that the original origin is now located at the upper right hand 
corner. Therefore, labour inputs are now measured to the left of point 0 while the total output is 
measured downward from O. This change makes it easy to consider the previous two figures 
together. For instance, if. initially the entire labour force OA is in the agricultural sector 
represented in diagram 4.3(b), then, as AG units of labour are transferred, the same labour 
force can be shown as OG’ units in the industrial sector in the fig. 4.3(a). The labour force that 
remains in the agricultural sector is then OG. Therefore, points such as G, D, I, P fig. 4.3 (b) 
and its equivalent in fig. 4.3(a) represent a division of constant population OA between the two 
sectors at any point in time. 

 

Fig. 4.3(a)  

G       F 
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Fig. 4.3(b)  

Let, us consider the industrial sector. The initial demand curve (the MPPL curve) for 

labour is indicated by the curve df. Together with the supply curve of labour, the short run 
equilibrium employment point is given by the point P. Thus OG’ units of labour are employed in 
the industrial sector and OG units are left in the agricultural sector (fig.4.3b). The OG units of 
labour left in the agricultural sector produce a total output of GF units of which GJ units are 
consumed within the agricultural sector and JF units constitute the agricultural surplus (TAS). 
AG units of labour which were previously redundant and unproductive in the agricultural sector 
are how productively employed in the industrial sector. This is clear from the fact that they are 
now producing a total volume of industrial goods represented by the area OG’Pd and receive a 
total wage income equal to OSPG’.  

The total agricultural surplus JF which is generated when AG (=OG’) units of labour 
leave the land is still needed by the same workers for consumption. Therefore, TAS can be 
viewed as a wages fund. This shows that the agricultural sector is capable of providing, 
simultaneously, the manpower and the accompanying wages fund required for productive  
activities elsewhere.  

Thus a strategic role is played by the agricultural sector, in Fei and Ranis model, for the 
expansion of the dualistic economy. They are of the opinion that if TAS is larger, a greater 
proportion of it will be directed towards productive investment which’ in turn leads to the higher 
growth rate of the economy. Thus TAS, alongwith the profits generated in the industrial sector 
determines the pace of industrial growth. It must be large enough so that industrial real capital 
goods can be built up rapidly enough to provide sufficient employment opportunities through 
time. A successful shift of agricultural sector to industrial sector requires that the rate of 
increase of real capital stock must exceed the rate of population growth.  

4.5 Necessity of Labour Reallocation  

From the above paragraphs, one thing is clear i.e. as much labour should be reallocated 
from the agricultural sector to industrial sector as is possible. But one point which arises here is: 
where is the necessity for this labour reallocation? Fei and Ranis are of the opinion that this is 
must in order to shift the centre of gravity from the primary sector to the industrial sector i.e. 
secondary sector. So faster the process of labour reallocation, faster is the growth of the  
economy concerned.  

G 
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But here they have mentioned the effect of increase in productivity of agricultural labour 
on the process of transfer of labour to the industrial sector. According to them there are two 
factors which can delay the upward turn in the labour supply curve for the industrial sector or 
keeping the supply of labour unlimited. One is the increase in productivity of agricultural labour 
and the other is the growth in population. The following diagram explains the views of the 
authors regarding the impact of increase in agricultural productivity of labour on the process of 
transfer of labour from the agricultural sector to the industrial sector. The diagram consists of 
three parts namely fig. (4.4a), fig.(4.4.b), fig(4.4.c).  

 

 

In first instance, the authors assume that even if the productivity of labour increases, the 
institutional or subsistence wage paid in the agricultural sector remains unchanged. It is also 
assumed that the total labour force as well as the proportion of the zero value labour in the total 
labour force remains unchanged even when the productivity of the agricultural labour increases. 
Fig 2.4 (c) shows the increase in labour productivity through a change in the total productivity 

Fig. 4.4 (a) 

Fig. 4.4 (b) 

 

Fig. 4.4 (c) 

Fig.  4.4 
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curve from the original curve TPP I to TPP II and then TPP III. Fig 2.4 (b) shows the impact of 

change in productivity of agricultural labour on (a) average agricultural surplus and (b) the 
marginal physical productivity of agricultural labour.  

With regard to the average agricultural surplus, it is said that with increase in 
productivity agricultural labour, the average agricultural surplus increases and it becomes more 
that the institutional wage even in the original first phase (S1 is the end of the original 1st 

phase). But it declines as more and more labour is transferred from the agricultural sector to 
the industrial sector. The two additional average agricultural surplus curves marked II & Ill, 
besides the original one marked I show this change. These curves shows that the average 
agricultural surplus falls below the institutional wage at points towards the right of the original 
point. In other words it can be said that the end point of the phase I itself (where average 
agricultural surplus equalizes the institutional wage) shifts to the right with every increase in 
labour productivity. S2 & S3 indicate such new end points in phase I in fig ll.b. This figure also 

shows the shifts in the marginal physical productivity curve of agricultural labours. Where as the 
old marginal productivity curve (MPP) is represented by the curve marked I, the new marginal 
productivity curves are marked II & Ill. Since it is assumed that the proportion of the zero value 
labour in the total labour force remains the same, marginal productivity is always zero for this 
par of the labour force. As such, all curves showing marginal productivity of agricultural labour 
coincide so far as the employment of this part of the labour force is concerned. In fig 2.4(b) 
marginal productivity of agricultural labour is zero for the labour. After SI, higher productivity of 
agricultural labour means shifting of the marginal productivity curve towards the left of the 
original curve. This, in other words means that the point of commercialisation of agriculture (the 
beginning of phase-II, where marginal productivity of labour becomes higher than the 
institutional wage) is reached earlier than before.  

4.6 The Turning Point in Fei & Ranis Model  

It is noted that whereas increase in productivity of agricultural labour pushes the end 
point of the first phase (also called the shorter age point) to the right through increase in 
average agricultural surplus, it also pushes the point of ‘commercialisation of agricultural’ 
towards the left. According to Fei & Ranis, there is bound to be a particular increase in 
productivity of labour which will make the end of 1st phase and the beginning of III phase 

coincide with each other. Phase II will disappear. In fig 2.4(b) this point is reached at S3 where 

average agricultural surplus and marginal productivity of  labour are both equal to the 
institutional wage. The authors call it the ‘turning point’. (This point is not the same as in Lewis 
model. This point is arrived at after there is a certain amount of increase in agricultural 
productivity). This concept is very important in the model.  

4.6.1 Impact of increase in the productivity of agricultural labour on the supply curve of 

labour in the industrial sector.  

For this purpose let us consider fig 2.4 (a). In this figure L1 P1 L1 is the original labour 

supply curve OL1 is the equivalent of the institutional wage prevailing in the agricultural sector 

but paid in terms of industrial goods. Now, as the average agricultural surplus increases due to 
increase in labour productivity in the agricultural sector, terms of t rade will change in favour of 
the industrial sector. A smaller basket of industrial goods will have to be paid for ensuring the 
equivalent of the old institutional wage in the agricultural sector. Hence as the average 
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agricultural surplus declines with more and more transfer of labour to the industrial sector, the 
terms of trade will change in favour of agriculture and wages paid to the transferred labour in 
terms of industrial goods will go on rising.  

The new supply curve for industrial labour (because of increase in the productivity of 
labour in the agricultural sector) will thus start from a point below the old wage OLI in the 
industrial sector and go on moving upwards to the right (L2L2 and L3L3 are the new labour 

supply curves for the industrial sector). There is no horizontal portion in the new supply curve of 
labour.  

One more point is to be noted here in this regard. Each curve, based on a relatively 
greater increase in the productivity of agricultural labour, though lying below the previous curve 
(showing comparatively a small increase in productivity) in the beginning, intersects this curve 
at some point above the level of institutional wage. For example, curve L3L3 intersects both 

L2L2 and L1L1 curves and curve L2L2 intersects curves L1L1. In other words, new labour 

supply curve don’t lie below the previous labour supply curve throughout. This is because 
according to Feid Ranis, in the first instance, each change in terms of trade against agricultural 
due to its increasing average agricultural surplus because of increase in the productivity of 
agricultural labour will push down the supply curve of industrial labour. But at the same time 
increase in agricultural productivity will make the new supply curve for industrial labour move 
upwards to the right more steeply, for that part of the transferred labour which is paid, not the 
institutional wage, but a higher amount which is equal to its marginal productivity in the 
agricultural sector. Following this, the authors of the model imply that greater the increase in 
the productivity of agricultural labour, lower will be the supply curve for industrial labour in the 
beginning and greater will be its gradient in its later part and as a result, it will be ultimately 
intersecting the courve corresponding to a smaller increase in agricultural productivity at one 
point or the other.  

Let us explain here another point, with new supply curves of labour, it is quite possible 
that the wages determined in industrial sector by the equation of new supply curve of labour 
and the demand curve of labour (represented by its marginal productivity) are lower than before. 
However, even the lower wages, so determined because of a favourable terms of trade for the 
industrial sector, due to increased productivity of agricultural labour, will ensure an amount of 
food grains equivalent to the institutional wage prevailing in the agricultural sector of the 
marginal productivity curve of industrial labour also moves higher due to more investment in the 
industrial sector, the wages can rise back to the old level of institutional wage when paid in 
terms of industrial goods. In other words, one can say that more labour can be employed at the 
old institutional wage, as it prevailed initially in the industrial sector, after the labour product ivity 
has risen in the agricultural sector. In can be said that Lewis’ upward ‘turning point’ is 
postponed with increase in the productivity of labour in the agricultural sector.  
4.6.2 Importance of the ‘Turning Point’  

According to Fei & Ranis, ‘turning point’ is the limit upto which, Lewis’s turning point can 
be pushed towards the right when increase in agricultural productivity takes place. As soon as 
this point is crossed, wage in the industrial sector must become higher than the original 
institutional wage prevailing in the industrial sector. This is simply because wages in the 
competing agricultural sector, after the ‘turning point’ are above the institutional wage itself.  
4.6.3 The Growth Path  

The horizontal line in fig 2.4(a) showing the institutional wage in the industrial sector has 
been called the balanced growth path upto the ‘turning point’. According to Fei & Ranis, the two 
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sectors should grow in such a manner that the wages in the industrial sector coincides with the 
old institutional wage upto the turning point. If only the agricultural sector develops, the 
industrial wage cannot fall below the original institutional wage. But once this lower wage is 
fixed, the industrial sector will not be able to employ more labour than that which is available at 
this wage. More labour is available to industrial sector only at a higher wage. The industrial 
sector, therefore, should expand and increase the marginal productivity of its labour. Because it 
is only then that it can afford a higher wage in terms of industrial goods. Similarly, if the 
industrial sector wages are higher than the original institutional wage these should be brought 
down if the industrial sector is to grow upto the turning point smoothly. In case this is not done, 
higher wages will unnecessarily eat up the surplus in the industrial sector which could 
otherwise be used for the expansion of this sector. It is possible to reduce the wages in the 
industrial sector by increasing the productivity of labour in the agricultural sector and thereby to 
shift the supply curve for industrial labour to the right. They thus suggest that the ideal solution 
before the ‘turning point’ is to develop both the sectors in such a way-may be, one at a time that 
the initial advantage (or disadvantage) in terms of trade acquiring to the two sectors is maintained 
and the institutional wage (as originally paid in terms of industrial products) prevails in the 
industrial sector.  

After the ‘turning point’ has been reached, the institutional wage loses its importance. 
Agriculture becomes commercised and wages in this sector are higher than the institutional 
wage and so will be the wages in the competitive industrial sector. Wages in the industrial 
sector can’t be constant after the ‘turning point’. 

 
 Self Assessment Questions 

 1. Explain the meaning of the redundant labour. 

___________________________________________________________________________ 

___________________________________________________________________________ 

 2. What is labour utilization ratio? 

___________________________________________________________________________ 

___________________________________________________________________________ 

 3. Describe the team Marginal Physical Productivity. 

___________________________________________________________________________ 

___________________________________________________________________________ 

 4. Give meaning of the wage fund. 

___________________________________________________________________________ 

___________________________________________________________________________ 

 
4.6.4 Critical Evaluation of the model  

Though Fei and Ranis model is an improvement over the Lewis theory of unlimited 
supply of labour and lays emphasis on interaction between the two sectors of the economy and 
brings about the importance of agro products in capital accumulation yet the model is not free 
from the drawbacks. The following are the limitations of the model.  
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The model is based on the assumption of fixed supply of land which has lost its validity 
in the present day developing economies because the supply of land has been enhanced.  

The two economists do not make any distinction between wage labour and household 
labour. While the distinction in quite relevant for analysing the prices of dualistic development 
in a less developed economy. Ghatak and Ingergent brought forward a major limitation of the 
model for its inability to consider the role of money and prices in the development process. 
They state, it has been argued that money is not a simple substitute for physical capital in an 
aggregate production function. There are reasons to believe that the relationship between 
money and physical capital could be complementary to one another at some stage of economic 
development, to the extent that credit policies could play an important part in easing 
bottlenecks on the growth of agriculture and industry”.  

Fei and Ranis model is considered to be lop sided and it is said that MPP of labour is 
zero with a fixed amount of land. This assumption has been questioned by Harry T. Oshima and 
others. According to Oshima if some size of population in agriculture is large enough to render 
MPP zero, then in such cases, the excess population will move to the cities and in the short run 
will be openly unemployed as in the case of most parts of Asia today. Oshima’s views have 
received support from many others. Charles H.C. Kao, Kurt R. Anschel and Karl E. Eicher in 
their survey article on distinguished unemployment have examined five important studies of 
disguised unemployment in Thailand, India, Italy and Greece and have arrived at the conclusion: 
To date, there is little reliable empirical evidence to support the existence of more than taken 5 
percent disguised unemployment in underdeveloped countries as defined by a zero marginal 
product of labour and the condition of ceteris peribu (Charles et al. Disguised unemployment in 
Agriculture; A Survey quoted in Misra and Puri; Economics of Development and Planning).  

Lastly, a closed economy has been assumed in the model which ignores the positive role 
played by the international trade in the development process of any economy. Different 
commodities are imported by the underdeveloped economies in case of shortages and they 
also export certain commodities to increase their revenue. This point has not been given due 
consideration in this model.  

4.7 Summary 

In this lesson we discussed the Fei & Ranis model in detail. Despite the limitations, it 
can be said that the Fei and Ranis model provides a systematic insight of the development 
process of the labour surplus economies. By bringing out the importance of interaction between 
agriculture and industry sectors of the economy, process of sustained growth has been given a 
realistic meaning.  

 Whereas Lewis model only explains that surplus agricultural labour can be used in the capital 
formation process in the capitalist sector in urban areas, Fei-Ranis model explains that agricultural 
surplus can also be used as a wage fund in the industrial sector. In this sense it can be said that this 
model is an improvement over the Lewis' model. 

4.8 Glossary 

 Production Function : A function showing the maximum output possible with any 
given set of inputs. The expression of production possibilities 
by a production function assumes that inputs are used 
efficiently, so the production function is the upper boundary of 
the production set. 
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 Agricultural Surplus : It is the portion of the total agricultural output in excess of the 
consumption requirements of the agricultural labour force at 
the constitutional (subsistence) wage rate, according to Fei-
Ranis.  

 Turning Point : This is the point at which successful development is assured. 
In Fei-Ranis model, these are two turning points. The first is 
that at which redundant labour has been eliminated from the 
agricultural sector. The second is at which disguised 
unemployment in the traditional sector has also been 
eliminated. This point appears at a very late stage in 
economic growth. 

 Constitutional Wage : It is the wage at which the average physical productivity of 
total agricultural labour force (APPL) = wage. 
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4. Todaro, M.P. & Stephen C. Smith (2012).  Economic Development. Pearson Education Ltd. 

4.11    Model Questions. 

Q1. Briefly explain the sources of capital in the Industrial sector. 

Q2.  What do you understand by the institutional wage rate? 

Q3. How does agricultural sector play an important role in the expansion of dualistic economy? 

Q4. What do you mean by the 'Turning Point' in Fei-Ranis model? 
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Q5. Critically evaluate Fei-Ranis model of interaction between agriculture and industry in an 
economy? 
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Lesson-5 

 

RURAL-URBAN MIGRATION : HARRIS - TODARO MODEL  
 

STRUCTURE 

5.0 Objectives 

5.1 Introduction 

5.2 Harris-Todaro Model 

5.2.1 The Model 

5.2.2 Analysis of Unemployment Equilibrium 

5.2.3 Implication for Development Policy 

5.3 The Lewis Versus Harris-Todaro view of under employment in less developed countries 

5.4 Summary 

5.5 Glossary 

5.6 References 

5.7 Further Readings 

5.8 Model Questions 

5.0 OBJECTIVES 

 After going through the lesson you should be able to : 

 explain the background of the model 

 describethe working of the model  

 identify the equilibrium point in the model 

 outline the implications of the model for he development policy 

 discuss the comparison between the Lewis model and Harris-Todaromodel 

5.1 INTRODUCTION 

In the last lesson, we studied the Fei-Ranis model which was based on the interfacing of 
agriculture and industrial sectors. We came to know, how agricultural surplus labour can be used as a 
wage fund in the industrial sector. In this lesson we will study another model named Harris-Todaro 
model which is based particularly on the industrial sector. In the 1950s it was widely assumed that 
developing countries were bound for an urban- industrial future. Urbanization and manufacturing 
industry were the most potent indicators of modernity. In the case of urbanization, however, the 
optimism of the 1950s soon gave way to the fears that cities in the developing world were parasitic and 
not generative, a distinction outlined by Hoselitz in 1957 (Hosclitz, 1957). He believed that most third 
world cities would serve a generative economic and cultural role for the areas around them. The rapid 
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urbanization of parts of the third world became a problem for policy-makers and not a sign of progress 
as it had been just a few years earlier.  

Such rapid urbanization could partly be explained with reference to the isolation paradox. 
Migrants to the city often leave for the countryside unaware that countless other individuals and families 
were also bound for the bright lights. Competition for urban jobs proved more intense than many 
expected. Migrants needed special favours or kinship links to break into industries closely controlled by 
trade unions. Yet urbanization is clearly also stimulated by the belief that life will be better for poor 
people in the city and this is the message, in fact, given by Harris-Todaro model of migration which is 
based on the expectations of the potential migrants from rural areas. This model is explained below.  

5.2 HARRIS- TODARO MODEL  

A good many of the underdeveloped economies are faced with numerous problems which differ 
in nature and magnitude. These problems are, however, fascinating, imperative and neglected than 
rates at which development proceeds through successive generations in different countries. John R. 
Harris and Michael P. Todaro, undertook, an exhaustive study into problems confronting these 
economies. Problems of migration of labour from one sector to another and unemployment are certain 
problem that they studied. Thus, the ‘Migration, unemployment and Development model’ based on two 
sectors study was prepared. While presenting the model, they observed, “Despite the existence of 
positive marginal products in agriculture and significant level of urban unemployment, rural labour 
migration not only continues to exist, but indeed, appears to be accelerating. Conventional economic 
models ‘with their singular’ dependence on the achievement of a full employment equilibrium through 
appropriate wage and price adjustments are hard put to provide rational behavioural explanation for 
these sizeable and growing levels of urban unemployment in the absence of absolute labour 
redundancy in the economy as a whole.”  

One characteristic feature of this model is that migration proceeds in response to urban- rural 
difference in expected earnings with the urban employment rate acting as an equilibrating force on such 
migration.  

5.2.1 THE MODEL  

The basic model conceives of a two-sector internal trade model with menacing unemployment. 
The two sectors are urban and rural. Urban sector specializes in the production of manufacturing goods, 
a part of which are transferred to the rural sector. The rural sector is free to employ all the available 
labour either, and produce a single agricultural product in small quantity. The whole of the labour force 
is not employed and certain portion migrates to the urban sector. One important assumption in this 
context is that migrant retains his contacts with rural sector and the income he earns is considered to 
be accruing to the rural sector.  

Then the model assumes that rural-urban migration will continue so long as the expected urban 
real income at the margin exceeds the real agricultural product. It is a crucial assumption. It is also 
assumed that aggregate urban labour force consists of a permanent urban proletariat which has no ties 
with the rural sector plus the available supply of rural migrants. A periodic random job selection process 
is assumed as a result of which urban wage equates fixed minimum wage times proportion of urban 
labourers actually employed. Finally, it is assumed that perfect competition prevails among buyers in 
both the sectors. The model is explained through following equations.  

Agricultural Production Function  

( , , ) 0, 0A A AX f N L K f f           ……(I)  
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Where XAis the output of agricultural goods 

 NA is rural labour employed to produce this level of output . 

L is the fixed availability of land 

KA is the fixed availability of capital. 

f’ is the derivative of f with respect to NA.  

Industrial Production Function  

( , )M M MX N K          ……(I) 

where 0, 0    .         ……(II) 

This is the manufacturing production function. XM is the output of manufactured goods. NM is 

total labour required to produce this output. MK is fixed capital stock. ’ is the derivative of ,with 
respect to NM.  

Price Determining function  

( / ) 0M AP X X            ..... (III)  

P is the price of agricultural goods in terms of the manufacturing goods.  

Agricultural Real Wage determination equation  

AW P f            ….. (IV)  

where WA is the agricultural real wage equating the value of labourer’s marginal product in 
agriculture expressed in terms of manufactured goods.  

Manufacturing real wage  

M MW W            ….. (V)  

Real wage in manufacturing sector is expressed in terms of manufactured goods and equates 
the marginal product of labour in manufacturing due to profit maximisation on the part of perfectly 
competitive producers. However, this wage is constrained to be greater than or equal to the fixed 
minimum urban wage.  

Urban expected wage  

, where  1M M M
u

u u

W N N
W

N N

  
       ….. (VI) 

uW

is expected real wage in urban sector, and this is equal to the real minimum wage ( MW ) 

adjusted for the proportion of the total urban force actually employed 

i.e. M

u

N

N

 
 
  . Only in case of full 

employment in the urban sector (NM = Nu ) is the expected wage equating the minimum wage i.e. 

u MW W  . 

Labour Endowment  
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NA+ Nu= N R
N

u= N         ……(VII) 
There is a labour constraint stating that the sum of workers actually employed in agricultural 

sector (NA) plus the total urban labour force (Nu ) must equate the sum of initial endowments of rural  

(N R) and permanent urban (N u) labour which in turn equates total labour endowments, N .  

 

 

Equilibrium Conditions  

The following equity conditions is required for equilibrium. It is derived from the hypothesis that 
migration to the urban area is a positive function of urban rural expected wage differential.  

A uW W            ….. (VIII) 
A Propos. 

 

M M
u

u

W N
N f Pf

N

 
  

           ….. (IX) 

where 0, (0) 0f f    

where NU is time derivative.  

This means that migration shall cease only when expected income differential is zero. This 
condition is expressed in equation VIII. The model contains eight equations and eight unknowns.  

These unknowns are XA, XM, NA, NM, WA, uW

, Nu and P.  

Given the production functions and fixed minimum wage W M, it is possible to solve for sector 

employment, the equilibrium unemployment rate and consequently the equilibrium expected wage, 
relative output level and terms of trade.  

5.2.2 Analysis of Unemployment Equilibrium  

It has been argued that in most of the developing countries the existence of an institutionally 
determined urban wage at- substantially higher wage rates tend to an equilibrium with considerable 
urban unemployment. In equilibrium  

/M M uW N N Pf  (from equation IX) which means cease of migration.  

Equation V implies that in competitive urban manufacturing sector, MW   and from Equation 
VII we can get  

AN N Nu  and from equation III, ( / )M AP X X  

Hence equation IX can be rewritten as  

( / ) 0M
M A

A

N
X X f

N N

 


  
            …… (X) 

Since XM and XA are functions of NM and NA respectively, is an implicit function of NA and NM 
which, for any selected minimum wage can be solved for equilibrium combination of agricultural and 
manufacturing employment.  

In the present model, migration implies a disequilibrium phenomenon.  
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From this solution levels of urban unemployment and commodity outputs can also be 
determined. There shall however be a unique equilibrium associated with each possible value of the 
minimum wage, and the locus of these equlibria are plotted in the following figure on the line U=O in NA, 
NM space.  

 

AB line in the fig. represents the locus of full employment points. Z point is the only equilibrium 
point at which NA is the employment level in the agricultural sector and NM1in the manufacturing sector. 
All points on u=O (ie. full employment line) but lying east of point Z are infeasible and shall therefore 
not be considered. While all points to the west of Z are associated with minimum wage higher than the 
full-employment wage. Higher minimum wages are associated with points on u = 0 lying farther to the 
west. So setting of a minimum wage above the market clearing level tends the economy to settle at 
point H. At this point NA1 workers are employed in agriculture, NM1 in the manufacturing sector. Thus 
Nu-NM1remain unemployed. So despite being the equilibrium point, H represents the sub-optimum 
situation for the economy as a whole and does represent a rational, utility maximizing choice for 
individual rural migrants given the level of minimum wage, but one point may arise at this level. So far it 
has been assumed that the urban minimum wage is fixed in terms of manufacturing wage goods. If it 
would have been fixed in terms of agricultural goods -what will be the result. In this case equation V 
shall have to be replaced by  

MM
WPW  /          ….. (XI)  

Substituting equations IV, XI and VI into equation VIII, following equilibrium relationship 
emerges.  

( / ) M

u

P N
Pf

N

 
         ….. (XII)  
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It can then be conceived that an economy starting initially at a point on the production possibility 
frontier at which XM is that for which equation XII is satisfied and assumes following condition at that 
point.  

( / ) M

u

P N
Pf

N

 
. 

The equilibrium point shall be attained through a simultaneous raising of Pf and lowering of W: 

in response to the migration. As relative agricultural output declines, P shall rise causing output of the 
manufactured goods to depreciate as well, since producers shall produce to a point that 

MW P  which rises in terms of manufactured goods. It should however be noted that a’ can be raised 
only through restricting output (as ” < 0). Therefore, in general, we find that imposition of a minimum 
wage gives rise to an equilibrium characterized by unemployed and loss of potential output of both 
goods. According to Harris and Todaro, “Although our initial assumption is a bit easier to handle, the 
principal conclusion remains unaffected if we make the minimum wage fixed in terms of the agricultural 
goods. Equilibrium is only achievable with unemployment. Actual minimum wage setting is usually done 
with reference to some general cost of living index and food is the largest single item in the budget of 
most urban workers. Hence, the second case may be somewhat more realistic.”  
5.2.3 Implications For Development Policy  

Harris and Todaro observe, “The standard solution to the problem of an institutionally 
determined wage that is higher than the equilibrium level is to employ labour in a public sector 

according to a shadow wage at  or to grant a payroll subsidy to private players, that equate private 
costs with this shadow wage.” But there are two problems: how can the shadow wage be determined? 
and what are the implications of executing such a schedule when the institutional wage shall continue 
to be paid to the employed?  

In a static economy the appropriate shadow wage refers to the opportunity cost of labour 
employed by the industrial sector. Thus in case labour is employed to the point such that marginal 
product equates shadow wage which in turn equates the marginal product in agriculture. The equity of 
marginal product in the two sectors is conceived as a necessary pre- condition for the optimum 
allocation of resources. And this assumes a positive marginal product in agriculture and sufficient factor 
mobility to ensure full employment of labour. The existence of urban unemployment, suggests that 
there may be a reservoir of labour. Thus despite the full employment of agricultural labour during busy 
seasons, the appropriate shadow wage for urban labour is likely to be lower than the marginal product 
in agriculture. This holds, in case, urban and rural labour force act as separate non-competing groups.  

In the present analysis, the two sectors are closely related to one another through labour 
migration. In case, one additional job is created in industrial sector at the minimum wage, the expected 
wage shall tend to rise and rural urban migration shall be induced. Thus, the opportunity cost of an 
industrial workers shall exceed the marginal product of an agricultural worker. On the other hand an 
increase in agricultural income shall induce reverse migration without causing any depreciation in 
industrial sector. Harris and Todaro claim, “In our model, payment of minimum wage to additional 
industrial worker will induce more rural-urban migration. Therefore, implementation of a shadow-wage 
employment criterion will have an important effect on the level of agricultural output and on urban 
unemployment.” The situation can be explained in the fig. given below.  
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Given the minimum wage, the initial equilibrium is at point D. At this equilibrium level, the 

aggregate production of manufactured goods in fixed at OX’M along the Y axis.   

If the individuals are not migrating due to expected wage differentials, economy’s level of output 
shall remain fixed at E. But migration reduces agricultural output to OQ level. Therefore shadow pricing 

theory suggests that with an appropriate wage subsidy economy could move to point L on the 

production possibility frontier; with the social indifference map and refers to an optimum position. As a 

result, level of welfare shall increase from u1, to a higher level of U4. This point remains unattainable in 

the model. With the implementation of a shadow wage production of manufactured goods tend to rise. 

But the creation of an additional job at the minimum wage shall induce some additional migration from 

the rural sector causing decline in agricultural output. Thus the movement from D can only be in north 

western direction alone. The line DK (K being the point of intersection between this line and Uo curve) 

shows the locus of all such attainable points and is evident that there is anyone point K at which labour 

resources are fully employed in the economy. At this point expected wage shall equate the minimum 

wage since there is no urban unemployment, and marginal product in agriculture shall equate minimum 

wage. But with the subsidy, the marginal product of labour in manufacturing shall be lower than in 

agricultural, hence K lies inside the production possibility frontier. They claim that, “this situation will 
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certainly not meet the conditions for a general optimum which can be met only at L. Thus, implementing 

a shadow wage criterion to the point that urban unemployment is eliminated will not generally be a 

desired policy.”  

It is to be noticed that a certain level of wage subsidy shall tend to improvements. From the fig. 

it is clear that point J (tangency point between DK and U2) is relatively favourable and is preferred to D. 

The criterion for welfare maximisation is given below.  

f = Pf’(dNu/dNm)  

It implies that an additional job in industrial sector increases output by f but since increased 

employment shall rise the expected urban wage, migration will be induced in an amount d’ Nu/dNm.The 

right hand side factor in equation XIII states the amount of agricultural  output sacrificed due to 

migration of labour force. Thus shadow wage shall equate to this opportunity cost of an urban job and 

the amount of subsidy shall be WM- f’ .So long as f > Pf’ (d Nu/ d Nm), aggregate-welfare can be 

increased by expanding industrial employment through subsidy or public sector hiring. Thus migration 

in directly related to industrial employment, higher the social cost of industrialization, the smaller is the 

amount of subsidy.  

No doubt, the shadow wages are beneficial in many respects but its continuous use has two 

adverse effects. According to many economists, the payment of a subsidized minimum wage to 

additional workers shall increase total consumption, reducing the level of resources available for 

investment. Should the value of forgone future consumption be positive, the opportunity cost of 

industrial labour will exceed than that indicated vide equation VIII and shadow wage will be raised 

accordingly. Furthermore, wage subsidies or public enterprise losses must be financed and in case, 

revenue cannot be raised through costless lump sum taxes, the opportunity cost of raising taxes must 

be taken into consideration. Both these effects shall reduce the desirable amount of subsidized job 

creation in industrial sector.  

Thus the present model conceives different opportunity cost of labour in the two distinctive 

sectors. While creation of an additional job in the urban area reduces agricultural output through 

induced migration, additional employment can be generated in agricultural sector without causing a 

diminution in the level of output in industrial sector. Should this phenomenon be ignored, standard 

application of investment criteria is likely to be biased in favour of urban projects.  

The Lewis versus the Harris-Todaro view of under employment in less developed countries:  

These two enormously in fluential models make sharply different predictions regarding the 

effects of expansion of urban labour demand on underemployment and agricultural output. Both the 

views are expressed in a common diagrammatic framework so that the sources of these different 

predictions can be brought into clear focus. The following figure makes us understand Lewis’ model of 
underemployment and its predictions in a better way . 
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Labour endowment L of the economy is determined by the horizontal dimension of the figure. 

Total labour supply is treated as fixed so authors do not consider the possibility that e.g. people might 

work more or less hours in response to higher wages. Agricultural employment, LA According to them, 

is measured to the right starting from OA and industrial (manufacturing) employment LM is measured to 

the left starting from OM. The left vertical axis measured the marginal value product of labour in 

agriculture: the right vertical axis measures the marginal value product of labour in industry, which is 

assumed to be located in urban rather than rural areas. The prices of agricultural and manufacturing 

output, PA& PM, are assumed to be determined in international markets that the economy is too small to 

influence. This assumption, say authors, allows not to consider how the terms of trade between 

agriculture and industry might change as the relative outputs of the two sectors change. The marginal 

physical products of labour in agriculture and manufacturing, MPLA and MPLM, are determined by the 

respective technologies i e. production functions and by the ratio of labour to land in agriculture and the 

ratio of labour to capital equipment in industry. Land and capital stocks are assumed to be fixed, so the 

ratios of labour to land and labour to capital only change when employment in agriculture and industry 

changes respectively. By diminishing returns, the marginal physical products of labour decrease as 

these ratios increase, hence the marginal value product of labour curve for agriculture AA slopes down 

to the right as LAincreases and the marginal value product of labour curve for industry MM slopes down 

to the left as LM increases. Finally, W gives the subsistence wage mentioned by Lewis, in his model, 

which is assumed to be equal for both agricultural and industrial workers.  
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In the figure, farmers and manufacturing firms both find it worthwhile to hire labour until its 

marginal value product equals the subsistence wage, yielding employment L Ain agriculture and L Min 

industry. This leaves a group of workers U = L - L A- L Mwho must find out a living in some way other 

than employment by farmers or manufacturing firms. This group is called underemployment.  

Now the question arises, how do the underemployed survive? In this regard, Malthus says that 

they do not marry and reproduce. Over time, then, horizontal dimension, in the figure, L will shrink until 

the marginal value product of labour curves, in agriculture and industry intersect each other at rather 

below W , the point at which the economy is in long run equilibrium but Lewis has different answer in 

this regard. According to him, the underemployed would survive through family sharing, where by 

“family” we mean “extended family”, not only one’s parents and siblings. Some family members may 
earn an income above the subsistence level through ownership of assets other than unskilled labour 

such as land or capital equipment, and by altruism or tradition they may be willing to share some of this 

“extra” income with less fortunate family members who are underemployed. In this sense the areas 
WA a and WM m are potential sources of income the underemployed can receive through family 

sharing which can take place in two ways (a) the underemployed can be retained as workers of the 

family farms or in an urban family business and be paid more than their marginal products(b) they can 

be self- employed in petty retail trading and receive supplemental income from family members either in 

cash or in bind.  

According to Meier and Rausch, the model in figure above generates powerful predictions 

concerning the effects of expansion of the manufacturing sector. Suppose that capital equipment 

accumulates, causing the marginal value product of labour curve for industry to shift to the left, but not 

so far as to raise its intersection with the marginal value product of labour curve in agriculture above W . 

In this case underemployment decreases: L Mincreases while L Aremains constant, causing U = L - 

L
A- L Mto fall. Since L  Ais constant, the only reduction in agricultural output is due to rural -urban 

migration of previously underemployed agricultural labour who were sustained by family sharing. Finally, 

the wages in both agriculture and industry remains constant, rather than increasing in response to the 

greater demand for labour. The last point was especially emphasized by Lewis, since it meant that 

earnings of owners of capital equipment ( MWM ) would not be reduced by rising wages and he 

believed that these earnings were the main source of saving that would finance further investment and 

drive economic growth. Nurkse (1953) argued that the resources used by families to support their 

underemployed constituted a source of “hidden savings” that were available to finance investment once 
these underemployed found jobs in the expanded manufacturing sector. Ranis and Fei (1961) noted 

that the reduction in underemployment could be viewed as a “commercialization” of the economy 
because the fraction of workers whose income was determined by market forces rather than family 

sharing increased.  
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The following figure now is based on the model of Harris and Todaro (1970).  

 

 

In this fig 2, marginal value product of labour curves have been retained as in fig above. But the 
first major change in this figure is that the minimum wage now applies only to industry rather than to 

both industry and agriculture. It is therefore labelled as MW Harris and Todaro view the minimum wage 

as determined not by the need for subsistence but rather by the institutional forces such as govt. 
regulations and union contracts which are effective in urban areas but not in rural areas. The notion of a 
subsistence wage is absent in their model entirely, so there is nso floor underneath the agricultural 

wage. This raises the question why does the agricultural wage not fall to AW at which agricultural 

employment is  MA LLL  and there is no underemployment? To answer this it is necessary to 

describe how the urban labour market function in the Harris Todaro model. Only then it will be possible 
to generate the second major change in fig. 2 i.e. the addition of the ii curve.  

In the Harris Todaro model the urban labour market can be described as a market for casual 
labour, in which everyday employers hire a new amount of labour they need that day. (Typically 
observed in construction or dock work than in manufacturing). All workers picked on a given day 

receive the wage MW , and the remainder are unemployed that day and earn zero. Moreover, each 

day’s drawing; being picked today does not make a worker more or less likely to be picked tomorrow. 
Every urban worker’s odds of being picked on any day are thus equal to the ratio of total urban labour 
demand L mto total urban labour supply Lu. It follows that every urban workers income averages out to 

(L M/ L U) W M in the long run. Returning to fig. 2 it is seen that if the agricultural wage is AW then the 

AL  ML  

AW  

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


100 

size of the urban labour force exactly equals L Min which case every urban worker earns WMon the 

average. This is obviously preferable to earning 
A

W so it will pay for agricultural workers to migrate to 

the city even though they will raise L u above L M, and thus obtain sporadic rather than regular 

employment. Agricultural employment must therefore fall below LA= L - L M, and the agricultural wage 

must rise above 
A

W .  

To determine the level of underemployment that makes workers indifferent between remaining 

in the countryside and earning 
A

W and migrating to the city and earning (L M/ LU) WMon average, we 

note that urban workers not picked on a given day are underemployed (actually unemployed), so we 

can write ULLu M  . The condition for indifference is then  

M

M

M

A
W

UL

L
W


          …… (I)  

This equation is depicted by the curve ii in fig 2. It shows the agricultural wage for which a 
worker is indifferent between agricultural employment and migration to the city. This wage declines with 

U, given the levels of ML and MW , hence the curve ii slopes down to the left starting from WA= 

MW and U=O: as U increases, a worker is willing to stay in agriculture for lower and lower wages. At 

the intersection between the marginal value product of labour curve in agricultural and the ii curve, what 
agricultural employers are willing to accept. Now every worker in Harris Todaro model is paid his 
marginal product in the agricultural sector. Lewis would argue that many of the agricultural workers who 
live with their families and work on the family farms are unemployed in the sense that their bed and 
boards exceeds their marginal products. If there are well functioning labour and land markets in rural 
areas, however, one could argue to the contrary that the families of any underemployed workers would 
insist that they get jobs on other farms or would rent land farm other farms so that these workers could 
earn their keep. Thus the Harris-Todaro view that there is not underemployment in rural areas need not 
be inconsistent with the fact that there is a great deal of unpaid family labour in agriculture.  

Now let us seek, what are the effects of increase in labour demand for the model of fig 2 as it 
was done for the model of fig 1. The graphical analysis becomes more complicated than in the previous 

case, because the increase in L Mresulting from the leftward shift of the marginal value product of 
labour curve for industry also causes the origin of the ii curve to shift left. Turning to equation I we can 

see that if we hold the agricultural wage WA constant, an increase in urban employment ML actually 

causes an increase rather than a decrease in urban underemploymentU. The actual change in U 
depends on how fast the agricultural wage rises in response to the migration of agricultural workers 
induced buy the increased income they can expect in the city. Could all if the increase in urban 
employment come from reduced urban underemployment, leaving the agricultural labour force 

unchanged? Clearly not, since then the ratio L M/(L M+ U) must increase, implying on increase in WA by 
equation I which in turn requires a decrease in LA. In sum, expansion of urban labour demand in the 
model of fig. 2. is much less beneficial than in the model of fig1: it need not reduce underemployment, 
where it must do so in the model of fig 1, and it must reduce agricultural output ( and raise the 
agricultural wage) whereas it need not do so in the model of fig 1.  

In the end let us consider the effect of an increase in agricultural labour demand on the model of 
fig 2. which is caused for example by an increase in the quality of irrigated land. Since the ii curve now 

remains stationary (because ML and MW do not change), when the marginal value product of labour 
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curve for agriculture shifts right it must intersect the ii curve at a lower level of U. We have a 
paradoxical policy implication, emphasized by Todaro at the end of his preceding selection that the 
surest way to reduce underemployment in the city to improve employment opportunities in the 
countryside.  

Self AssessmentQuestion. 

1. Outline the concept of rural urban migration 

___________________________________________________________________________ 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. What do you mean by opportunity cost? 

___________________________________________________________________________ 

___________________________________________________________________________ 

___________________________________________________________________________ 

3. Explain the concept of shadow wage. 

___________________________________________________________________________ 

___________________________________________________________________________ 

___________________________________________________________________________ 

4. Describe the meaning of the wage subsidy. 

___________________________________________________________________________ 

___________________________________________________________________________ 

___________________________________________________________________________ 

5.4 SUMMARY 

 To sum up, it can be stated that the model given by Harris-Todaro explains fully the 
phenomenon of rural urban migration in developing countries. The gist of their model is that though 
there is urban un employment in large extent, yet the migration takes place because there is difference 
between agricultural wage rate and the expected urban wage rate. And this migration will be continue 
to exist and will be acceleration till this difference in the wage rate will be there. They have shown that 
the shadow wages are beneficial. The model also conceives different opportunity cost of labour in the 
two distinctive sectors. While creation of an additional job in the urban area reduces agricultural output 
through induced migration, additional employment can be generated in agricultural sector output 
causing a diminution in the level of output in industrial sector. 

5.5 GLOSSARY 

 Migration– Movement of labour in response to urban-rural difference in expected earnings. 

 Urban Sector – Sector which usually specialises in manufacturing goods. 

 Rural Sector – Sector which usually specialises in agricultural activity. 

 Opportunity cost – Find and Write 

 Shadow wage – Find and Write 
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5.7MODEL QUESTIONS: 

Q1. Explain the equilibrium condition in the Harris-Todaro model. 

Q2. Write a note on the unemployment equilibrium of the Harris-Todaro model. 

Q3. Critically examine Harris-Todaro model in detail. 

Q4. What do you mean by the term Institutional wage? 

Q5. How would you explain the implications of the model given by Harris-Todaro for the 

development policy?  
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Lesson-6 

 

BALANCED AND UNBALANCED GROWTH 
 

Structure 

6.0 Objectives 

6.1 Introduction 

6.2 Theory of Big Push 

6.2.1 Factors for the Development of Big Push Theory 

6.2.2 Indivisibilities and External Economies. 

6.2.3 Features of Big Push theory 

6.2.4 Critical Appraisal 

6.3 Balanced Growth Theory 

6.3.1 Balance between Agriculture and Industry 

6.3.2 Balance between Domestic and Foreign trade 

6.3.3 Balanced Growth Approach based on vicious circle of poverty concept. 

6.3.4 Vertical balance between capital goods industries 

6.3.5 Balance between SOC and DPA 

6.3.6 Criticism of Balanced Growth Theory 

6.4 Unbalanced Growth Theory 

6.4.1 Concentration on Strategic Sectors 

6.4.2 Tensions, Disproportions and Disequilibria. 

6.4.3  Maximization of External Economies 

6.4.4 Maximisation of Total Linkages 

6.4.5 Pressure Creating and Pressure Relieving Investment 

6.4.6 Last Stage industries Fiest 

6.4.7 Critical Appraisal 

6.5 Summary 

6.6 Glossary 

6.7 References 
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6.8 Further Readings 

6.9 Model Questions 

6.0 Objectives 

After going through the lesson you will be able to 

 explain the meaning of big push. 

 understand the meaning of indivisibilities and its types. 

 explain the meaning of balanced growth and its theory. 

 describe the theory of unbalanced growth. 

6.1 Introduction 

In the previous lesson, we studied about the phenomenon of rural urban migration given by 
Harris and Todaro. This model explained how interaction between the agricultural sector and industrial 
sector can help in the development of the economy. In the present lesson, we will study the different 
strategies of economic development. The main question here is the origin of the strategies adopted by 
the different schools of thoughts. 

At the end of the Second World War, economists turned the direction of their work from 
formulating methods to further enrich the Northern Hemisphere and Combat communism, to instead 
trying to achieve economic development in less developed regions  such as Africa, Asia and Latin 
America.  A school of thought emerged, vering away from common economic theory, instead  focusing 
on practical ideas, from the historical perspective.  This school emphasized on industrial growth as the 
engine of economic growth.  The leading economists viz. Rosenstein Rodan, Ragnar Nuskse and 
Arthur Lewis, and A.  Young advocated the balanced growth approach Whereas Hirschman and Paul 
Streeten put forward  case for unbalanced growth strategies to accelerate the process of economic 
development.  

Rosenstein Rodan put forth his ideas in his Theory of Big Push which is a part of the theory of 
balanced growth. It is an attempt to introduce a comprehensive and integrated programme of 
industrialisation, including within its framework not only the consumer’s goods industries and social 
overhead investment but also capital goods industries. The only thing left out is the agricultural sector. 
The theory is discussed below : 

6.2 THEORY OF BIG PUSH 

Rodan stresses the view that because of inevitable indivisibilities in demand, supply and saving, 
a large comprehensive programme is needed in the form of a high minimum amount of investment to 
overcome the obstacles to development in under developed economy and to launch it on the growth 
path. According to this theory, a development programme must be atleast of certain minimum size, a 

‘critical minimum’, to reduce indivisibilities and discontinuities in the economy, overcome the 
diseconomies of scale and offset certain other forces that arise to depress development once 

development begins. 

Rosenstein Rodan states, “There is minimum level of resources that must be devoted to a 
development programme, if it is to have any chance of success launching a country into self sustaining 
growth is like getting an aeroplane off the ground. There is a critical ground-speed which must be 
passed before the craft can become airborne” Proceeding “bit by bit” will not add up to its effects to the 
sum total of the single bits. A minimum quantum of investment is a necessary though not a sufficient 

condition for success. This is in nutshell, the contention of the theory of big push. 
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The economic growth is considered to be a discontinuous affair rather than a gradual one, with 
any effort below some minimum being comparatively ineffective, if not absolutely useless. Thus, 
according to Rosenstein Rodan, in order to put economies of under-developed countries on a path of 
self sustained growth, planning for development must aim at taking the entire social system and of its 
low level of equilibrium and setting of a cumulative process upwards. Prof. Gunnar Myrdal while 
supporting the big push thesis observes that backwardness and poverty naturally make it difficult for a 
country to mobilize enough resources for a big plan, but they are precisely the reason why the plan has 
to be big in order to start development and that market forces by themselves cannot do it. 

6.2.1 Factors for the Development of Big Push Theory 

Rosenstein Rodan was warranted by certain situations that facilitated in the development of his 
theory. Very many factors led to its development. Some of these are discussed as under : 

1. Big Push is essential to generate external economics and ensures a balance 
development. Rosenstein Rodan opines that in under-developed economies large social and economic 
expenditure become imperative, in case, private investors can be induced for reinvestment in various 
industries. Such investments are beyond the power and capacity of private investors. It is an example 
of pigounan arvergence, between private and social marginal net product.”  Later exceeds the former. 
He favoured that these should be simultaneously invested in such industries and power plants, and 
communications. 

He argued that the fundamental problem confronting the underdeveloped countries is stagnancy. 
Big push is essential to bring the economy out of this state of stagnancy. External economies help the 
economy to come out of this and facilitate a steady rate of growth. Besides external economies help 
other industries to acquire profits. Consequently, local and foreign investors shall get progressive 
incentives for investment at a rising rate. Rosenstein Rodan favoured simultaneous establishment of 
such industries as are technically interdependent of each other. Vicious circles of stagnancy therefore 
breaks. 

2. Big Push facilitates in market extension : Consequently per capita income level and 
purchasing power of consumers increase in underdeveloped economies. Increased, purchasing power 
extends the area of operation of a market. He argues that a single, factory, inspite, of efficient methods 
of production may fail to generate economies because of the limited market-Extent of the market plays 
an important role in the growth process of underdeveloped economies. Simultaneous setting up of a 
large number of factories, producing different consumer goods is required to create mate employment 
opportunities and purchasing powers. This extends the scope of market. 

Market must expand and Balanced output must be produced. This will reduce the risk of unsold 
stock of goods and commodities. Since risk is an element of cost, its reduction shall engender a special 
external economy. The theory emphasises the income effect of his programme. Extension of market 
shall set a new pattern of expansion in consumer’s expenditure and facilitate each plant to operate its 
full capacity producing at the minimum cost of production. Rising investment in the complementary 
industries shall required huge investment characterized by indivisibilities. 

Thus, a big push is necessary to overcome indivisibilities and discontinuities - found in an 
economy and for attaining external economies of scale. Unless these indivisibilities are overcome, 
economic development cannot become self-sustained. 

6.2.2 Indivisibilities and External Economies 

Rosenstein Rodan stresses three kinds of indivisibilities and external economies, viz. (i) 
indivisibility of demand (complementarity of demand), (ii) indivisibilities in the production function 
(lumpiness of capital) and (ii) indivisibility of supply of savings.  Thus provided that the total value of 
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employment and purchasing power is increased by a minimum indivisible step, each factory will have 
enough market to reach full capacity production and the point of minimum cost per unit”. Because of 
these indívisibilities, proceeding bit by bit will not lead to self-sustained, ‘economic growth’ in 
underdeveloped countries. The role of these different types of indivisibilities in bringing about economic 
development can be analysed in greater detail. 

 Indivisibility of Demand : The indivisibility of demand has been put forward as an argument in 
favour of big push in underdeveloped countries. The indivisibility of demand requires a simultaneous 
setting up of the inter dependent industries.  Individual investment decisions have a high element of risk 

because of uncertainty in finding the markets for their products. The risk considerably reduced in case 
of simultaneous development of inter-dependent industries. In other words, investment decisions are 
inter-dependent of indivisible. Unless there is an assurance the complementary investment will be 
forthcoming, individual investment decisions will be highly risk and they may not be undertaken. Hence, 
a fare-scale investment programme is necessary to ensure complementary investment and to create a 
possibility of investment decision. 

Rosenstein Rodan cites the famous example of a shoe factory to support this argument. 
Suppose a hundred disguisedly unemployed workers are employed in a shoe factory whose wages 
constitute an additional income. If these workers spend this additional income on shoes, the market will 
have a regular demand for shoes and will thus succeed. But human wants being diverse, the whole of 
the additional income will not be spend on shoes and the shoes industry will suffer because of 
inadequate demand. On the other hand if ten thousand unemployed workers are engaged in hundred 
consumer good factories, the new producers would become each other’s customer and create market 
for their goods. Thus the complementarity of demand reduces the risk of finding a market and increases 
the incentives to invest. 

 Indivisibilities in the Production Function : The production function in under-developed 
countries may have several indivisibilities but indivisibility of social overhead capitals is the most crucial. 
Because of its indivisibility, social overhead capital investment can be a great source of external 

economies8 and increasing-returns. The installation of social overhead capital like power, transport 
communication, housing, etc. requires huge initial investment but its most important advantage is the 
creation of investment opportunities in other industries. 

According to Rosenstein Rodan, the social overhead capital is characterized by the following 
four indivisibilities. 

(a) investment in social and economic overhead capital is irreversible in time, and hence, it 
must precede other type of investment, i.e. directly productive investment this is known as indivisibility 

of time. 

(b) It has minimum durability, so that it is technically feasible and is not poor in efficiency  - 
Indivisibility of durability, thus making it lumpy. 

(c) It has a long gestation period, indivisibility of long gestation period. 

                                                 
8
 The external economics are the pecuniary economies transmitted through the price system, They originate in a given industry. 

A (say due to internal economies overcoming technical indivisibilities) and are then, passed on in the form of lower price for A’s product 
to another industry B which uses t as an input of a factor of production New investment in A which overcomes its technical indivisibilities 

will cheapen its product, The profits of industry B created by the lower price of factor A, call for investment and expansion in industry B, 

one result of which will be an increases in industry B’s demand for industry A’s product, This in its turn will give rise to profits and call for 

further investment and expansion of industry A. 
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(d) It is of irreducible minimum industry mix of public utilities that have to be created 
simultaneously indivisibility of an irreducible industry mix of public utilities. The indivisibility of social 
overhead capital is the great obstacle in the development of underdeveloped countries.  A high initial 
investment in infrastructure or big push is a precondition for creating proper climate for productive 
investment is economy. 

 Indivisibility in the Supply of Saving : The third indivisibility often put forward as an argument 
for big push is the income elasticity of saving. In underdeveloped countries, them is a discontinuous 
relationship between national income and domestic savings. Below a certain national income there may 
be practically no domestic savings. It is only after a certain level of income has been achieved that their 
cart be significant increase in savings. Thus a high level of income is a precondition for high level of 
saving and investment. For this, it is necessary that when income increases as a result of investment, 
marginal rate of sating must be kept higher than the average rate of saving.  

Professor Rosenstein Rodan states, ‘A high minimum quantum of investment requires a high 
value of savings, which is difficult to achieve in underdeveloped countries which have low income level. 
The way out of this vicious circle is to first an increase in income due to an increase in investment 
which moblizes additional latent resources and then to provide mechanisms which ensure that a 
second stage, the marginal rate of savings will be very much higher than the average rate of savings. 

Given these indivisibilities and the external economies which they create, only a big push can 
release the under-developed ·economies from the inertia of underdevelopment Rosentein Rodan also 
speaks of “Psychological indivisibilities”, and thus talks of the phenomenon of indivisibility in the vigour 
and drive required for a successful development policy isolated and small efforts may not and upto 
sufficient impact on growth. Hence, the economy needs a very large of investment, a big jerk or a big 
push. 

6.2.3 Features of Big Push Theory 

(1) He empthasised the role of government for this price mechanism shall not provide 
perfect and permanent solution, instead a meticulous planning is required. 

(2) This will require a high rate of saving which is difficult to achieve in low-income 
underdeveloped countries. Thus marginal rate of savings should exceed the average rate of savings. 
Foreign loans and grants shall play a significant role. 

(3) Foreign trade cannot undermine the big push, instead of it, may reduce the number of 
fields requiring the big push. 

(4) A big push could of course result from one or a few big projects, or from a large number 
of projects of varying size dovetailing with one another.  It will require a certain time unit, usually a 
planning period consisting of few plans. Thus the big push has two aspects; the size of the initial effort 
and the speed which it should require. 

(5) To him, it is less painful alternative to the communistic model of industrialisation in 
setting up of high-capital goods industries at the cost of consumer goods industries, 

(6) He argues, the idea sides not imply that after big push, development shall occur 
automatically without any further planning. Instead, he says, once big-push is provided in the beginning, 
more than proportionate returns shall be obtained in the latter period. 

6.2.4 Critical Appraisal 

In certain respects, Prof. Rosenstein Rodan’s theory of big push can be considered as superior 
to the traditional static equilibrium theory. The theory is more realistic in its assumption about the 

indivisibilities for the production function. It analyses the true nature of the development, process by 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


108 

maintaining the development process is a series of discountinuous jumps. Thus, it examines the path 
towards equilibrium and not nearly the condition at a point of equilibrium. But despite all these merits, 
the big push theory is not without its limitations. The theory has been criticised on the following grounds. 

1. Overlooks the Role of Foreign Trade : The possibility of realizing extensive external 
economics has been the main basis of justification for big push in investment programme within the 
country, but this external economies argument is not very strong. Prof. Jacob Vinner points out that a 
big push in domestic development programme for generating external economies is not very necessary 
because underdevelopment economies realise greater economies from foreign trade independently of 
domestic investment. 

2. Neglects Agricultural Sector : Another important shortcoming of the big push theory is 
that it emphasises the importance of massive investment in all types of industries. Capital goods and 
consumer goods industries, economies and social overhead capital but it does not recognise the 
importance of stepping up investment in agriculture and other primary industries. In agriculture oriented 
underdeveloped countries a massive investment in transport facilities, lead reforms irrigation system, 
improving agriculture practices through better tools, fertilisers implements etc. is as important as 
investment in other industries. The neglect of agriculture sector hinders the process of rapid economic 
development. 

3. Technical Indivisibilities Argument Irrelevant : Technical-indivisibilities in social 
overhead capital is a major argument in favour of big push theory but this argument may not be of 
much relevance for most of the underdeveloped countries.  The problem of most of the underdeveloped 

countries is not to have a completely new outfit of social overhead facilities, starting from a scratch but 

how much to extend and improve the already existing facilities. Thus a big push in investment in the 
field of social overhead capital may not be very relevant rot underdeveloped countries. Besides, 
Investment in social overhead capital has a high capital output ratio and a long gestation period which 
leads to inflationary pressures in the initial stages prolonging the building up of overhead capital and 
thus making it more difficult for underdeveloped economies to attain rapid economic development. 

4. Shortage of Capital : Big push theory is not very realistic because giving a big jerk or a 

big push to investment programme may not be possible in underdeveloped countries because of the 
shortage of capital resources in such economies. 

5. Historically Wrong : Some economists have pointed out that a relatively low level of 
investment would pay of well in the form of additional output. According to Prof. John Adler, this 
conclusion is quite relevant in the case of India and Pakistan and many other countries of Asia and 
Latin America where capital-output ratio is low. Big push theory is also not supported by the history of 
development of advanced countries. The economic development of most of the advanced countries 
scarcely seems to be the result of a crash programme. Historically, the presence or absence of a big 
push has not been a distinguishing feature of growth anywhere. Thus there is little conclusive proof that 
a big push in investment is a necessary pre-requisite for development. 

Thus we have seen that Big Push doctrine which is a more comprehensive version of balanced 
growth theory advocates a large scale development effort and is thus liable to be guilty of encouraging 
the underdeveloped countries to go beyond what their resources permit. 

6.3 BALANCED GROWTH THEORY 

Proponents 

Fredrich List, can be regarded as the earliest proponent of balanced growth approach. He 
stressed on the significance of the type of development which maintains balance between agriculture, 
manufacturing Industry and Commerce and between different branches of manufacturing sector. In 
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1928, Allyn Young introduced the idea of the interdependence of different industries-and observed that 
the rate at which one industry grows is conditioned by the rate at which other industries grow 
Rosenstein Rodan further elaborated the idea of balanced growth in 1943.  More recently Prof. Nurkse 
has restated and elaborated the doctrine of balanced growth. 

Nurkse, like Rosenstein-Rodan emphasized above all the need for a co-ordinated increase 

in the amount  of capital utilized in a wide range of industries if the critical threshold of 
industrialization was to have a chance of being achieved (Nurkse : Process of Economic Development, 
1962).  Both these economists  shared similar ideas arguing for simultaneous investment across the 
economy to encourage growth through output being consumed in domestic markets.  Balanced growth 
can be experienced when a country implements policies to induce growth in industries so that they 
grow at the same pace to create markets for the goods and services produced.  Rodan introduced the 
theory of ‘Big Push’.  He argued that big push was necessary in countries that did not have the 
framework for spontaneous economic growth.  From his research in Eastern and South Eastern Europe, 
he observed that “a big push or critical minimum effort was believed to be necessary to break  out of a 
low level equilibrium trap.  “(Meire: Leading Issues in Economic Development, 1995).  He saw this as 
the best and most efficient way to  encourage industrialization.  He stated that through the big push of 
concurrent industrial investments, the phenomena of virtuous circles would arise and diffuse into the 
economy.  Nurkse stressed the importance of virtuous circles in growth and development.  Virtuolus 
circles arise when large scale investments in one sector i.e. petroleum, impacted positively on other 
industries.  Investment on petroleum such as research would lead to more efficient and cheaper fuel 
which benefits haulge firms.  These firms would become then efficient and provide cheaper belter fuel 
at a lower price through lower costs.  Price reductions would be passed onto consumers who would 
have more disposable income which can be spent on locally produced goods.  This would provide a 
vast network across the country  which would induce cheaper prices, increased efficiency, increase 
output, increase income and lead to increased aggregated growth.  He stressed on the view that a 
country needed to build up a momentum for growth to occur and a bit-by-bit approach would not 
achieve meaningful growth. 

Rosenstein – Rodan also tackled the issue of an excess agrarian population known to be 

disguisedly unemployed or underemployed.  Evidence for this stems from the past 150 years in which 
total world population had doubled, but 66% of it occurred in third world.  Nurkse argued that in these 
countries, agriculture was culturally integral to these regions because mainly they are agriculture based 
economies.  This increase in population leads to scarcity of land.  The excess labour manifested itself 
through under employment of peasant cultivators due to small land holdings.  Rodan stressed that this 
was a problem as these people received little or no income and higher the population, lesser the output 
produced.  So this labour should have been used for industrialization, specially labour intensive 
methods of industrialization focussed on consumption industries, while importing heavy industry 
products.  In this way labour could earn an income which would be used to buy local goods from 
industrialization.  This concept was also shared by Lewis in his Two Sector model of development- 
Giving importance to all the sectors he says, “In development programmes, all the sectors of the 
economy should grow simultaneously so as to keep a proper balance  between industry and agriculture 
and between production for home consumption and production for exports – the truth is that all the 
sectors should be expanded simultaneously”.  He put forth his ideas in his famous article, “Economic 
Development with unlimited supply of Labour” where he endorses Rodan’s views  that unemployed or 
underemployed labour from the agriculture can be transferred from there and can be used in industry 
so that both agriculture  and industry develop simultaneously (The model has already been explained in 
Lesson 1 in detail). 
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The following paragraph sums up this doctrine to give you a purview of it. 

The balanced growth theory emphasizes the different elements of the vicious circle, particularly 

the low purchasing power and smallness of the market and the indivisibilities and interdependence of 

capital investment required for economic development. Thus, in order to overcome the limitations of the 

market created by low per capita incomes and to enjoy the internal economies of scale and external 

economies of complementary investment, it is necessary, to start with a large-scale development 

programme, simultaneously trying to push forward over a wide range of economic activities. 

We will see in this lesson that the balanced growth theory tries to fulfil simultaneously the 
following three sets of balanced growth relations : 

(i) The horizontal balance between, different consumer’s goods industries determined by the 
pattern of expansion in consumer's demand. 

(ii) The balance between social over head investment and the directly productive activities 
both in the consumer’s and the capital goods sectors and 

(iii) The vertical balance between the capital goods industries, including the intermediate it 
goods and the consumers goods industries, determined by the technical complementaries. 

According to the strategy of balanced growth, there should be simultaneous and harmonious 
development, of the different sectors of an economy so that all sectors grow in unison. A deliberate, 
simultaneous investment in all lines of production, according to some central government plan, would 
lead to balanced growth of the economy. Rosentein Rodan is of the opinion that when a group of 
industries are planned together the rate of growth of the economy would be greater than it would be 
otherwise. 

He gave his ideas in his article titled “Problems of Industrialisation of Eastern and South Eastern 
Europe.”  He emphasised that large scale investment is imperative for the underdeveloped economies 
to be self sufficient Market.  Thus according to this approach balanced growth means that in order to 
take advantage.  He says that indivisibilities of supply side are concerned with social overhead capital.  
To enjoy  the benefits of various external economies it is necessary to invest simultaneously in many 
activities.  Indivisibilities of demand side means restricting the desirability and profitability of economic 
activities due to the narrow extent of the external economies of the indivisibilities of supply and  
demand side, large scale investment be made in several activities.  In words of Rodan, “Balanced 
growth means investment  in mutually supporting industries, which would create the market for each 
others  products”.  As a result, different industries will demand the products of one another and thereby 
help in widening the extent of the market.  It will make industrialization of the country possible.  To 
achieve this objective, investment should be made with big push.   

Now balanced growth of different sectors of the economy does not mean equal percentage 
growth in output or equal amount of resources allocated to different sector; but it means that different 
sectors of the economy should grow in a harmonious manner so that there occurs neither a surplus nor 
a shortage in any sector. 

6.3.1 Balance between Agriculture and Industry 

There should be a proper balance between investment in agriculture and industry.  Industry 
should not get too far ahead of agriculture since both are complementary. An increase in industrial 
output require an expansion of agricultural output also, because with the development of industry, the 
demand for food and raw material will increase. In order to-meet the increased demand for food and 
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raw materials, it becomes imperative that the agricultural sector should also develop along with the 
industrial sector. Otherwise, inflation will set in. 

To quote Lewis on the question of complementarity between agriculture and industry, 
“Measures to increase the productivity of the industrial sector require an increase in the demand for 
manufactured products. The demand comes only to small extent from industrial producers themselves 
who are only a small proportion of the population of such countries. It comes to a great extent from all 
other classes, of whom the farmers are by far the largest in number. If capital is being put into 
developing the manufacturing industry, while a country’s agriculture remain stagnant, it is bound to 
result in a heavy pressure by workers employed in factory and cottage industries on limit stocks of 
essential consumer commodities. But if there is a balanced development with the productivity of 
farmers growing rapidly and also the demand for manufactures correspondingly increasing, there is 
ample scope for investment in agriculture and industry. Moreover, in over-populated countries 
industrialisation also depends on the development of international trade in manufactures. The secret of 
most development problems is to maintain a proper balance between sectors. 

6.3.2 Balance between Domestic and Foreign Trade 

According to Meier and Baldwin, “Balance is also required between the domestic sector and the 
foreign sector. Export revenue is an important source of financing economic development, imports rise 
as production and employment expand; and domestic trade itself requires increasing imports of 
necessary material and equipment. To pay for these rising imports, and to allow export to finance 
development as much as possible, the country cannot expand its domestic trade at the expense of its 
foreign trade. The domestic sector must grow in balance with the foreign sector”. 

To sum up in the words of Prof. Lewis, “in development programmes all sectors or the economy 
should grow simultaneously so as to keep a proper balance between industry and agriculture and 
between production for exports the logic of this proposition is as unassailable as its simplicity”. 

6.3.3 Advocacy of Balanced Growth Approach Based on Vicious Circles of Poverty Concept 

(Horizontal balance between different, consumer’s goods industries-internal economies 
argument). According to Nurkse, vicious circles of poverty are at work in underdeveloped countries 
which retard economic development. If they are broken, economic development would follow. The 
vicious circles operate both on supply side and demand side. 

On the supply side, the capacity to save is low because of the low level of real income. The low 
real income is due to low productivity, which in turn, is due to deficiency of capital. The deficiency of 
capital is the result of low capacity to sea, thus completing the vicious circle. 

On the demand side, inducement to invest is low because of low demand which is due to the 
low level of real income of the people. The inducement to invest is, therefore, limited by the size of the 
market which, in turn, depends upon productivity, because the capacity to buy is in fact the capacity to 
produce and productivity depends upon the amount of capacity used in production. But for an individual 
entrepreneur the use of capital is inhabited by the small size of market which, in turn, is limited by low 
productivity, Thus the vicious circle is complete. 

The question is how to break this circle ?  Individual investment decisions cannot solve the 
problem. The output of any single newly set-up industry with capital equipment cannot create its own 
demand. Human demands being of diverse nature, people employed in the new industry will not spend 
all their income on their own product. As a result, there would not be adequate demand for the product 
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of the new industry. The supply of products likely to exceed the demand for it and thus the industry is 
likely to become sick. 

Suppose a large shoe factory is started in a region where 20,000 unemployed workers are 
employed. If these workers spend all their wages on shoes a market for the shoes would be created. 
But the workers will not spend all their wages on shoes because they have to purchase other consumer 
goods also. If, instead, a whole series of industries are started which produce the consumption goods 
on which workers would spend their incomes, all the industries would expand via the multiplier process. 
The planned creation of such complementary system of industries would reduce the risk of not being 
able to sell their products would, therefore, lead to large-scale planned industrialisation. 

What is the way out of this impasse? As stated above, the size of the market can be enlarged 
by monetary expansion, salesman ship, advertisement abolishing trade restrictions and expanding the 
economic, infrastructure. It can also be enlarged by a reduction in prices or by an increase in money 
incomes while keeping prices constant. This implies increase in productive efficiency and in read 
income. But, in an underdeveloped country, market is not large enough to permit production on a scale 
that may lead to reduction in costs .... Moreover, inelastic consumer demand, technical discontinuities 
and lack of enterprise keep down the demand for capital. 

In the words of Prof. Nurkse. “The difficulty caused by the small size of the market relates to 
individual investment incentive in any single line of production taken by itself. At least, in principle the 
difficulty vanishes in the case of more or less synchronized application of capital to a wide range of 
different industries. People working with more and better tools in a number of complementary 
industries’ became each other’s customers:’ Most industries catering for mass consumption are 
complementary in the sense that they provide a market for and thus support each other: This basic 
complementary stems, In the last analysis, from the diversity of human wants. This case for balanced 
growth rests on the need for a balanced diet.” 

Nurkse takes the cue for the notion of balanced growth from Say’s law and cites Mills 
formulation of it. Every increase of production, if distributed, without miscalculation, among all "kinds of 
produce, in the proportion which private interest would dictate, creates, rather constitutes, its own 
demand.” 

But a substantial use of capital by an individual entrepreneur in any particular industry may be 
unprofitable due to the small size of the market. On the contrary a synchronised use of capital to a wide 
range of projects in different industries may raise the general level of economic efficiency and enlarge 
the size of the market Investment, in a wide range of industries leads to vertical and horizontal 
integration of industries, a better division of labour, a common source of raw material and technical skill, 
an expansion of the size of the market, and better utilization of social and economic overhead capital. 

6.3.4 Vertical Balance between Capital Goods Industries (External Economies Argument) 

It is argued that in order to launch economic development successfully. It is necessary not only 
to enlarge the size of the market and obtain the internal economies of large scale production, but also 
to obtain, the external economies which arise from simultaneously setting up of industries which are 
technically interdependent on each other. While these technical complementarities do not normally 
exist between a horizontal group of consumer’s goods industries at the same stage of production, they 
are very important between a vertical group of industries at different stage of production; and that since 
these external economies are particularly important in that capital goods industries which supply each 
other and the consumers goods industries with various inputs in the form to machinery and semi-
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processed intermediate goods, the capital goods sector should form an integral part of the balanced 
growth programme. 

6.3.5 Balance between SOC and DPA (Technical Indivisibilities Argument) 

Investment in productive equipment and in human capital should be simultaneous, for 
investment in the former would be useless unless people are educated and healthy to  operate it. 
Nurkse pleads that social and economic overhead facilities should be created ahead of demand to 
stimulate and support the various sectors of the economy. 

Investment in social overhead service is notoriously lumpy in the sense that a power station or 
transport system has to be fairly large to be able to provide its services at economically feasible costs. 
Thus, technical individualities in social overhead capital emphasize the need to have a balance 
between the public utilities providing transport communications, and power on the one hand and the 
factories producing consumer’s goods on the other, avoiding bottlenecks and excess in the Public-
utilities. 

Private enterprise in an under-developed country is in capable of taking advantage of these 
external economies because of its incapacity to invest in a wide range of projects. Balanced growth, 
therefore, calls for control, planning, direction and co-ordination for economic development. 

When the plan strategy advocated all the three balances simultaneously, it tantamounts to the 
adoption of a big-push strategy. 

6.3.6 Criticism of the Balanced Growth Theory 

The doctrine of balanced growth has been severely criticised by Hirschman, Singer, Kurihara, 
Fleming and many other economists on the following grounds : 

(i)  Shortage of Resources : Prof. Hirschman has criticised the doctrine of balanced 
growth on the ground that it “combines it defeatist attitude towards the capabilities of under-developed 
countries with completely unrealistic expectations about their creative abilities”.  On the one hand, there 
is a shortage of skill and other resources for development in under-developed countries on the other 
hand, the doctrine of balanced growth assumes that skilled workers and entrepreneurs become 
available overnight and are in a position to start a chain of new industries. This appears to be a 
contradiction in itself. 

It is strange that what cannot be done piecemeal, can be done in a big way and is, considered 
to be within the competence of under-developed countries. According to Singer, “The advantage of 
multiple development may make interesting reading for economists but they are gloomy news, indeed, 
for underdeveloped countries. The initial resources for simultaneous development on many fronts are 
generally lacking. Had the country possessed enough skill and resources it would hot have remained 
under developed in the first place. 

(ii) Disproportionately in the Factors of Production : Disproportionality in factors of 

production is another big problem in adopting balanced growth in under-developed countries. Some 
countries have abundant supply of labour but capital and entrepreneurial skill are scarce. In other 
labour and capital are scarce but other resources are available in plenty. The disproportionality in the 
availability of factors of production is big obstacle to the practical application of balanced growth. 

(iii)  Fails as a Theory of Economic Development : According to Hirschman, the doctrine of 
balanced growth fails as a theory of economic development, Development, implies the process of 
change of one type of economy into another more advanced type. But the theory of balanced growth 
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involves the super imposition of an entirely self contained modern industrial sector on the traditional 
sector. According to Hirschman, “This is not growth, it is not even grafting of something new into 
something old. It is perfectly dualistic pattern of development.” 

According to Prof. Kurihara, “Balanced growth is not, as Prof. Nurkse supposes, to be desired to 
induce private investment but to be desired for its own sake, as an underdeveloped country is 
concerned. Nurkse’s complaints about an under developed economy’s restricted and low real income 
tending to inhibit the private inducement to invest would be unnecessary, if autonomous public 
investment of a capacity increasing as well as income generating nature was allowed to play a great 
role. 

(iv) Competitive Relationship Among Industries : Prof. Kindleberger has criticised the 
theory of balanced growth on the ground that instead of starting new industries Nurkse’s model does 
not consider the possibility of cost reduction in existing industries. 

Even if this is accepted that it is within the competence of under-developed countries to 
establish new industries, a number of other problems are likely to come up. With the setting up of a new 
industries the demand for the products of existing firms will go down I which will make them unprofitable. 
At the same time, the demand for factors of production will increase leading to a rise in price of factors 
of production. As J.M. Fleming puts it, “Whereas the balanced growth doctrine assumes that the 
relationship between industries is for the most part, complementary, the limitation of factor supply 
“ensures that the relationship is, for the most part, competitive.” 

(v)  Role of State Over Emphasized : Another criticism levelled against the theory is that it 
assigns dominant role to the state in carrying on the development process. The theory of balanced 
growth entails centralized planning and direction but a number of objections may be raised against the 
role of the government. “A task that entepreneurs, in a private enterprise system, are unable to handle, 
cannot necessarily be performed successfully by public authorities. 

Moreover, centralised planning anti investment are growth-promoting only if pecuniary external 
economies can be “internalized”., But in reality economic development means general transformation 
rather than creating everything new. Therefore, it leads to pecuniary external diseconomies and 
involves certain social cost which can not be ignored. For example, old skills and trade become 
obsolete; slums, congestion, unemployment etc. rise. Balanced growth is, thus, possible if all the 
pecuniary diseconomies and social cost can be avoided which is not possible. 

(vi) Historically Wrong Theory : Paul Streeten points out that, historically, it was not 

balanced growth but sacristies and bottlenecks which provided the stimuli to the inventions that 
revolutionized England’s and world’s economic system, and the invention, in turn, created new 
sacristies and bottlenecks. Had the world depended upon balanced development it would have reduced 
or even eliminated the incentives for discoveries, or, at any rate, for their application. Thus, historically, 
the most advanced nations of the world reached or achieved their grown by adopting a strategy of 
unbalanced growth rather than balanced growth. 

We may conclude, in Prof. Singer’s words “Perhaps guerilla. tactics are more suitable for the 
circumstances of under-developed countries than, frontal attack”. 
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Self Assessment Questions - I 

1. What do you mean by the Big Push? 

___________________________________________________________________________ 

___________________________________________________________________________ 

2. Name the indivisibilities explained by Rosenstein Rodan.  

___________________________________________________________________________ 

___________________________________________________________________________ 

3. Fill in the blanks 

 (i) Big Push theory is propounded by __________________________________________ 

 (ii) The advocate of balanced growth theory are__________________________________ 

___________________________________________________________________________ 

4. Enlist the three sets of balanced growth theory. 

___________________________________________________________________________ 

___________________________________________________________________________ 

6.4 UNBALANCED GROWTH THEORY 

6.4.1 Concentration on Strategic Sectors 

Many economists have sharply criticised -balanced growth and suggested unbalanced growth 
as an instrument of accelerating economic development. The concept of unbalanced growth has been 
popularized as an alternative strategy by Prof. A.O. Hirchman and Hans Singer unbalanced growth 
implies that rather than developing all the sectors of the economy simultaneously, there should be 
concentration of investment in strategically selected Industries. According to Prof. Hirschman...., A 
deliberate unbalancing of the economy in accordance with a strategy is the best way to achieve 
economic growth.” 

The fact that two industries A and B are complementary does not necessarily mean that they 
should be expanded simultaneously to reach the maximum-possible expansion may be achieved either 
by expanding A to the full the full extent and, inducing B to expand correspondingly by lowering the 
price of the input A or by expanding B to the full extent, inducing A to expand correspondingly under the 
pressure of excess demand for its product by B. in the advanced capitalist countries, this may take 
place through private initiative only, resulting in what” is known as ‘Vertical integration’. Even in the 
under-developed countries, the state may need to expand through its own initiative either A or B only, 
rather than both as suggested by the balanced growth theory. 

In an under-developed country, in the initial stages of development, investment in strategically 
selected industries/sectors of the economy will lead to new investment opportunities and pave the way 
to further economic development. Hirschman does not deny the need for a, big push but he contends 
that because of the limited ability to invest, the under developed countries should concentrate on 
strategically selected industries/ sectors of the economy. 

6.4.2 Tensions, Disproportions and Disequilibria 

Prof. Hirschman is of the view that development comes about through a ‘chain of disequilibria’ 
and we must keep those disequilibria alive rather than eliminate them. If the economy is to be kept 
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proceeding flowered, the task of development policy is to maintain tensions, disproportion and 
disequilibria. Thus, imbalances are the very spirit and stimuli of development. 

In the words of Prof. Hirschman in general, development policy must keep alive rather than 
eliminate the disequilibria of which profits and losses are symptoms in a competitive economy. If the 
economy is to be kept moving ahead, the task of development policy is to maintain tensions, 
disproportions and disequilibria”. To quote Hirshman again, “An ideal-situation is obtained if one 
disequilibrium calls forth development move which in turn lead to similar disequilibria and so on ad 
infinitum. If such a chain of unbalanced growth sequences could be set up, the economic policy makers 
could just watch the proceedings from the sidelines”. 

Prof. Singer also supports this strategy of unbalanced growth and observes: It will be better for 
development strategy to concentrate available resources on types of investment which help to make 
the economic system more capable of expansions under stimuli of expanding markets and expanding 
demands. 

6.4.3 Maximisation of External Economies 

According to Hirschman, when new project are started they appropriate external economies 
created by previous projects and create new external economies that can be exploited by subsequent 
ones. There are some projects that appropriate more external economies than they create. There are 
other projects that create more external economies than they appropriate. The former are known as 
‘convergent series of investment’ and the latter are called “divergent series of investment” From the 
point of view of the economy the latter may have a greater social desirability than private profitability. 

In Practice, the development policy should aim at the prevention of convergent series of 
investment and promotion of divergent series of investment as the latter create more external 
economies than they appropriate. The extra external economies created by such projects can be 
exploited by the subsequent ones. Thus the best strategy economic development for underdeveloped 
economies is the deliberately planned unbalanced growth.  According to Hirschman, development has 
proceeded with growth communicated from the leading sectors of the economy to the followers, from 
one industry to another, from one firm to another. The strategy of unbalanced growth provides a 
suitable means for these countries to get out of the equilibrium of under development. 

Investment in the economy can broadly be classified into two categories : (a) investment in 
social overhead capital (SOC); (b) investment in directly productive activities (DPA). In an under-
developed economy, both these sectors, cannot be expanded simultaneously because of its limited 
ability to utilise resources. Balanced growth of SOC and DPA is not only unattainable in under 
developed countries but it is also not desirable. Thus, an imbalance has to be created in the economy. 
The economy can be unbalanced either by concentrating investment on social overhead capital or on 
directly productive activities. The main problem of planning is to determine the sequence of expansion 
that will maximise the rate of development. According to Hirschman; unbalancing the economy with sac 
can give better results than unbalancing it by DPA. 

(i)  Unbalancing the Economy with SOC : If in the initial stage- of development 
investment IS concentrated on creation of social overhead capital, it will create basic services that are 
necessary for the proper functioning of primary, secondary and tertiary activities. In social overhead 
capital (SOC) are included investment on education, public health, communication, transport and 
conventional public utilities like water, power, irrigation, and drainage schemes etc. The creation of all 
these services will encourage private investment in directly productive activities. For example, cheaper 
supply of electric power may encourage the establishment of small scale industries. It may provide 
better inputs to agriculture and industry at cheap rates. Thus, investment in OPA will also expand as a 
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consequence of investment in SOC and the economy can be put on the path of rapid economic 
development.  Hirschman calls this process "development via excess capacity of SOC”. 

(ii)  Unbalancing the Economy with DPA : An imbalance can also” be created by 
concentrating on DPA sector. The government instead of investing in SOC may directly invest in DPA. 
The process of development has been called -; development via shortage of SOC. If investment in 
directly productive activities is undertaken first a shortage of sac service will raise production cost 
subsequently. But, ill due course of time investment in SOC might also be undertaken due to political 
pressure. Thus, the path of development through shortage of SOC is not smooth and may not enable a 
country to grow fast enough. Both of these paths of development, i.e. from sac to DPA and from DPA to 
SOC can be illustrated diagrammatically.  Units of new investment in sac are measured on the 
horizontal axis and units of new investment in DPA on the vertical axis. The curves aa1, bb1, cc1, show 
various quantities of SOC and DPA that will give the same gross national product. 

 

Each curve towards right represent a higher level of gross national product. The 45” line 
connects the optimal points on the different curves. Any point on the line shows a balanced growth of 
SOC and DPA. We start; by expanding SOC from A to A1 which induce DPA to increase until balance is 
restored at B and the whole economy will be at a higher level of output, If SOC is further increased from 
B to B11 it will increase DPA to C. Thus, the growth path followed will be AA1, BB11 C. This is the path of 
development via excess of SOC. 

If the other path to development, via shortage of SOC, is followed, we start by increasing DPA 
to B1 which will require. SOC to be increased to B so that a balance is established. If DPA is again 
increased to C1 it will require an increase of SOC to C. The path of development will be AB1 BC1 C. 
This is the path of development via shortage of SOC. 

The path via excess capacity of SOC is more continuous and smooth. Hirschman calls it “self-
propelling”. The other path via shortage of SOC capacity, is not like that because if there is a delayed 
adjustment of SOC as is likely, the DPA cost of producing a given output rises. To cite Hirschman. 
“Development, via shortage, is an instance of the ‘disorderly’, compulsory sequence, while via excess 
SOC capacity is essentially permissive.” 
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6.4.4 Maximisation of Total Linkages 

Prof. Hirschman argues that the linkages between different industries provide a good reason for 
concentrating on strategically selected areas of the economy. Having seen the merits of specific 
imbalances the problem is to find out what kind of imbalance is likely to be most effective ? The aim of 
the development policy should be to select and concentrate on particular strategic sector of the 
economy where these linkage effects can be expected “to be strongest. Any investment project may 
have both ‘forward linkage’, i.e., it may encourage investment subsequent stage of production and 
‘backward linkage’ i.e., it, may encourage investment in earlier stages of production. Development 
should aim at discovering projects with the largest total linkage. Such projects vary from country to 
country and From time to time and can be found only cirical study of their input-output tables. 

6.4.5 Pressure-creating and Pressure-relieving Investment 

In determining the sequence of project, planning authorities should also gave attention of the 
alternation of “pressure creating” and “pressure relieving” investments. In countries with vigorously 
expanding private sector, the government function can be largely restricted to pressure-relieving. As 
private investment takes place, shortage and bottlenecks will appear in transport, public utilities, 
education, and other activities traditionally assigned to public enterprise in such societies. Government 
should not feel “restless and –slighted” when confined to this ‘reduced role’. 

Where expansion through private investment is not assured, the government must play a more 
active role. For instance, it might build an iron and steel plant. To cite Hirschman, “It is interesting to 
note that the industries with the highest combined linkage score is iron and steel. But the industrial 
development clearly cannot be started everywhere with an iron and steel industry just because industry 
maximises linkages, the reason being lack of interdependence and linkage in under developed 
countries. For instance, agriculture including primary production and mining are weak in both backward 
and forward linkage effects. The primary production activities mostly of the “enclave” type leading to 
exports have, hardly any development effects on the economy in adding either to employment or to 
gross national product in under-developed countries. 

6.4.6 Last Stage Industries First 

Hirschman, therefore, advocates the establishment of last stage industries first. Last stage 
industries are also known as  “import enclave industries” and produce backward linkage effects of wide 
range and depth. Backward linkage effects that are combined results of several “last stage industries in 
a country are of much importance in raising demand for a product which may, in due course of time, 
justify domestic last stage production”. When such a stage is reached, Hirschman recommends 
subsidies or protection to import-replacing industries. 

Hirschman sums up this strategy of economic development as follows :  

“Economic development typically follows a path of uneven growth. Balance is restored, as a 
result of pressure, incentives and compulsions, the efficient path towards economic development is 
somewhat disorderly and it will be strewn with bottleneck and shortages of skills, facilities, services and 
products. Industrial development will proceed largely through backward linkage, i.e. will work its way 
from the last touches, to intermediate and basic industries. 

6.4.7 CRITICAL APPRAISAL 

The doctrine of unbalanced growth as propounded by Hirschman is a great attempt and can be 
very useful in accelerating rate of economic development in under-developed countries. It is very 
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realistic as it takes into account almost all the aspects of development planning. It studies the various 
incentives, obstacles and resistances to development.  Hirschman’s discussion of forward and 
backward linkage effects together with last stage production is highly useful. The emphasis on export 
production and import substitution is very realistic in The context of conditions prevailing in under 
developed countries. 

He is neither in favour of overall state planning of Soviet type nor does he advocates leaving 
everything to private enterprise. The suggestion that the government should concentrate on SOc in 
order to encourage investment in DPA can be very useful in pulling an economy out of under 
development equilibrium. According to Prof. Myint the unbalanced growth, may be regarded as 
providing a school for entrepreneurs, assisting in the learning process of new entrepreneurs in under-
developed countries. The doctrine, however has its own limitations. Despite all these merits, the 
doctrine of unbalanced growth has been criticized on the following grounds. 

(a)  Gives Rise to Inflation : The strategy of unbalanced growth is likely to create inflationary 

pressure in the economy. When large doses of investment are being injected into the economy at 
certain strategic points, income of the people will increase which will tend to increase the demand for 
consumer goods faster than their supply and hence an increase in price level. Such a situation is 
difficult to control as the government are incapable of using monetary and fiscal measures effectively to 
control price level. 

(b)  Leads to Excess Capacity : The adoption of the strategy of unbalanced growth involves 

a considerable wastage in the form of the maintenance of extra capacity. The rate of growth of the 
strategic sectors will be higher because of concentration of investment as compared with other sectors 
of the economy. The capital equipment in fast growing sectors will remain underutilized till other sectors 
are developed. In the initial stage of production, the social overhead capital created may not be fully 
utilised and hence a considerable wastage of resources may result. 

(c) No Consideration to Composition, Direction and Timing : According to Prof. Meier, the 

theory of unbalanced growth pays inadequate, attention to the composition, direction and timing of 
unbalance. The theory stresses the need of imbalance to be created in the most crucial sectors of the 
economy but it is silent about optimum degree of imbalance, where to create imbalance and how much. 
All these questions are left unanswered. 

(d)  Not Based on Data : Hirschman’s analysis of “linkage effects” suffers from the drawback 
that it is not based on the data relating to under-developed countries. Due to lack of social overhead 
facilities in these countries, the linkage effects may be very weak. 

(e)  Overlooks Resistances : Another defect of the doctrine of unbalanced growth is that it 

concentrates on stimuli to expansion, and tends to neglect or minimise resistance caused by 
unbalanced growth. The supporters of unbalanced growth argue that it concentrates on stimuli to 
expansion, and tends to neglect or minimise resistances. They argue that active sectors will pull the 
others with them but they neglect the possibility that the passive sectors may drag the active sectors 
back. 

(f)  More Emphasis on Heavy Capital Goods Industries : From consumer’s point of view, 
unbalanced growth process is more painful, because its main emphasis is on setting up heavy capital 
goods industries at the expense of consumer’s goods industries, Balanced growth provides a less 
painful alternative. 
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Self Assessment Questions - II 

  1. Define unbalanced growth theory according to Hirschman. 

___________________________________________________________________________ 

___________________________________________________________________________ 

  2. What do you mean by strategic sectors? 

___________________________________________________________________________ 

___________________________________________________________________________ 

  3. Distinguish between SOC and DPA. 

___________________________________________________________________________ 

___________________________________________________________________________ 

6.5 SUMMARY  

In the present lesson, we discussed both the strategies of balanced and unbalanced growth and 
we understand that both the doctrine of balanced and unbalanced growth have certain drawbacks. In 
the early stage of production, imbalance is inevitable and the technique has come to be recognised as 
a novel technique for the development of under-developed countries. The technique has been 
successfully adopted by Russia in accelerating its process, of development. India too, adopted it in its 
Second Five Year Plan. According to Prof. Meier, “For countries embarking on development, imbalance 
is inevitable, whether they want it or not and government and planners do not need the admonitions of 
theoreticians. All Investment create imbalance because of rigidities, indivisibilities, sluggishness of 
response of both supply and demand in these low elasticities economies and also because of 
miscalculations. 

During the course of development, imbalance is inevitable and hence the question is Just to 
decide the degree and nature of imbalance. Prof. Meier observes, “The crucial question is not whether 
to create imbalance, but what is the optimum degree of imbalance and how much in order to accelerate 
growth; which are the ‘growing points’ where should the spearheads be thrust, on which slope would 
snowball grow into avalanches” About the doctrine of balanced growth, we may agree with Prof. 
Singer’s remark that “The doctrine of balanced growth is premature rather than wrong in the sense that 
is applicable to subsequent stage of sustained growth rather than to the breaking of a deadlock.” 

Further, balanced growth may be suitable for a stagnant economy in which price system is not 
functioning, effectively and which is without access to foreign markets for its surplus goods and which 
has no foreign sources of supply for income-elastic products of consumption as Income grows. 

Criticising the doctrine of balanced growth, we can say that “Balance is most discouraging 
operational slogan. To say that one cannot do anything until one can do everything or that economic 
development can be started only on a broad front or in almost all sectors, and sub-sectors, is to 
suggest that it is well-high hopeless. Administrative machinery will be overloaded, mistakes will be 
made”. 

There can be no end to the debate as to whether balanced or unbalanced growth is the greater 
stimulus to development. For one thing, the theories cannot easily be tested empirically, and for 
another the strategies are politically contentions. From the purely economic point of view however, 
there is really no reason at all why balanced and unbalanced growth should be presented as 
alternatives in the first place.  Several attempts have been made, in fact, to present a reconciliatory 
view, notable by Mathur. One step towards this reconciliatory approach which both Hirschman and 
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Nurkse.. mention them selves is to treat unbalanced growth as a means of achieving the ultimate 
objective of balanced growth. A further step is to look for compatibilities in the two approaches. Since 
balanced growth is consistent with factors growing at different rates, provided supply and demand are 
in balance, the distinctive feature of the alternative strategic must be the imbalance between supply and 
demand. Unbalanced growth would concentrate resources in a few selected areas creating shortage 
elsewhere. But this is quite consistent with the big push version of the balanced growth doctrine 
provided the scale of investment is sufficient to overcome indivisibilities and complementarities. If 
unbalanced growth is detined not so much in terms of shortages as in terms of concentration on certain 
activities, according to comparative advantage or the existence of increasing returns, balanced and 
unbalanced growth can be complementary, strategies. There is no reason why development strategy 
should not draw on “the strong point of both doctrines so that an optimum strategy of development 
combines some elements to balance as well as of imbalance. The gain of real resources from 
concentration and specialisation must be weighted against the potential disadvantages, and perhaps a 
saving of resources through maintaining balance between different sectors.  Historically, growth has 
been unbalanced and this is implicit in classified trade theory with balance being restored through 
imports. By and large, the present less developed countries are following the same route and pursuing, 
a combination of strategies. Resources tend to be concentrated ‘in a limited number of sectors, but 
within these sectors the investment programmes tends to maintain vertical balance, concentration of 
efforts is feasible in an open economy with the capacity to buy imports and at the same time investment 
is on a large enough scale for complementary activities to be established recognising 
interdependencies in production and consumption. 

It is the association of balanced growth with planning which has tended to polarise opinion on 
the two strategies; but unbalanced growth need not preclude planning with a fixed strategy of 
concentration on particular sectors but balance within them should be there and a decision must has to 
be made on which sectors to concentrate and then resources allocated accordingly. 

If unbalanced growth precludes planning-indeed, if that is its appeal, the issue is largely one of 
the distribution of gains from development, with balanced growth, there is an opportunity to distribute 
the benefits of development more evenly throughout society, to remedy inequity, to control inflation and 
to avoid the unemployment of resources, with unbalanced growth there is no guarantee against 
unemployment, inflation and negatively stewed income distribution, Left to itself, unbalanced growth is 
essentially a doctrine of laissez Faire, with no safeguards against the socially desired repercussions of 
change. At purely economic level the two strategies should be complementary rather than alternative 
strategies. 

In this regard, Prof. G. Mathur aptly remarked The whole point of discussion has been to show 
that balanced and unbalanced growth are not always in conflict but are compatible categories which 
can co-exist and may each be either necessary or desirable for leading to the other. 

Thus there should not be any unnecessary confrontation between the strategy of balanced and 
unbalanced growth. Rather we should have a strategy to attain economic development at a quicker 
pace and thereby if need be, there may be a compromise between the strategy of balanced growth and 
unbalanced growth. In this connection; Prof. Meier aptly remarked, “After much consideration, each 
approach has become so highly qualified that the controversy is essentially barren. Instread of seeking 
to generalise either approach we should more appropriately look to the conditions under which each 
ban claim some validity. In may be included that while a newly developing country should aim at 
balance-as an investment criterion, this objective will be obtained only by initially following inmost cases 
a policy of unbalanced investment. 
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Thus in the present context one should not consider the theory, of balanced growth as 

unsuitable, impracticable and purposeless strategy of economic development in underdevelopment 

countries. Rather it is to be understood that the strategy may not be applicable in the initial stages of 

development process but it can yield better result in the development process mostly in the long run. 

Thus in the primary stage, the theory of unbalanced growth should be adopted to prepare, 

necessary ground or environment for the development. Once the environment is created, the doctrine 

of balanced growth will be adopted smoothly, in underdeveloped countries. 

6.6 GLOSSARY 

 Big Push - A minimum Quantum of investment necessary, though not sufficient 

condition for success. 

 Indivisibilities - These are of three kinds – (a) demand (b) production (c) Supply of 

earnings 

 Horizontal Balance - balance between different consumer goods industries. 

 Vertical Balance - balance between Capital – good industries and Consumer good 

industries. 
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(2)  Benjamin Higgins. Economic Development. 

(3) D. Bright Singh. The Economic Development. 

(4) H. Myint. The Economics of the Developing Countries. 

(5) S.S. Tangri and H. Gray. Capital Accumulation and Economic Development. 

(6) World Bank (1994). World Development Report. Oxford University Press. New York. 

6.9 MODEL QUESTIONS 

Q1. What do you mean by the term big Push? Why is it necessary for the development? 

Q2. Explain the theory of balanced growth in detail? 

Q3. Critically examine the theory of unbalanced growth? 
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Lesson-7 

 

ECONOMIC INTEGRATION IN THE GLOBAL MARKET 

INTERNATIONAL TRADE AND ECONOMIC DEVELOPMENT 

Structure 

7.0 Objectives 

7.1 Introduction 

7.2 Importance of International trade in economic development 

7.3 Trade and Development Relationship-Three Stories. 

7.3.1 The Story of Mutually Beneficial Trade 

7.3.2 The Story of Structurally Biased gains from trade 

7.3.3 Recent Trends in terms of trade. 

7.3.4 The story of trade induced global polarity. 

7.4 Conditions favourable for trade. 

7.5 Unfavourable Conditions 

7.6 Trade Policy and strategy 

7.7 Economic integration in the Global world 

7.7.1 The growth of trade among developing countries 

7.7.2 Regional Trading blocks and globalization of trade 

7.8 Trade as a Mechanism of International Inequality 

7.9 Trade Liberalization and Effects 

7.10 Summary 

7.11 Glossary 

7.12 References 

7.13 Further Readings 

7.14 Model Questions 

7.0 Objectives 

After going through the lesson, you will be able to : 

 explain the importance of international trade in economic development. 

 describe the different theories of trade and development relationship 

 explain the favourable and unfavourable conditions for international trade 

 describe how trade can lead to inequality at international level 

 understand the concept of trade liberalisation and its effects 
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7.1 Introduction 

In the last lesson, we studied about the strategies of economic development. We discussed 

about the balanced, unbalanced growth. We came to the conclusion that both these strategies are 

important for economic development. In the present lesson, we will discuss one more aspect of 

economic development i.e. international trade which is necessary for the economy to integrate with the 

world. 

The study of international trade and finance is among the oldest and most controversial 

branches of the discipline of economics. It dates back to the sixteenth century and Europe’s mercantilist 
passion for Spanish gold. It flowered in the eighteenth and nineteenth centuries as modern economic 

growth was fuelled and propelled by the engine of international trade. A deep and abiding concern with 

global international relations flourishes even more today not only because of the still bitter controversy 

between people who advocate more trade and those who advocate less, especially in the context of 

development, but also because modern transport and communications are rapidly shrinking the world 

to a “global village”. It is in this context, you will be acquainted, in this lesson, and the next two lessons 
with the issues related with international trade and finance i.e. role of trade, foreign aid, foreign direct 

investments and multinational corporations in economic development.  

7.2 IMPORTANCE OF INTERNATIONAL TRADE IN ECONOMIC DEVELOPMENT  

Foreign trade has been described as an important vehicle of economic development. Both 

theoretical arguments as well as empirical data have been given to prove the assertion that foreign 

trade can cause economic development to a substantial degree. We shall consider the theoretical 

arguments first and the empirical later.  

Free international trade promotes efficiency by leading to a international division of labour. 

Every country will specialize in the production of that commodity in which it is most efficient. This will 

naturally promote economic development.  

Economic development requires investment which leads to increase in productive capacity. 

Investment requires funds. These funds can be raised indigenously or they can be obtained via 

international trade. This aspect of trade is specially beneficial for the underdeveloped countries. There 

are many types of capital equipment and machinery which, cannot be produced by the developing 

countries themselves. They can obtain this equipment via international trade. The developing country 

can specialize in the production of commodities for, which it has the requisite facilities. It will export a 

part of its output in exchange for their machinery it requires.  

Also, international trade can assist in economic development via indirect methods. The 

establishment of industries catering to foreign markets can have linkage effects. This can assist in the 

setting up of other industries. For instance, the setting up of an export industry in making railway 

coaches will generate demand for steel, wood, glass and electric components. This will promote the 

establishment and progress of these industries. Also the infrastructural facilities created for the export 

oriented industries can be used by the other indigenous industries also.   

Moreover, the products of the export industries are marketed in other countries, therefore, the 

small size of market, as a factor hampering economic development in the underdeveloped countries, 

will not operate in this case. Also, international trade is perhaps one of the best media for the transfer of 

technology skills and entrepreneurial activities. No doubt, it is true that such transfer can take place 
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through other media also. However, the role of international trade in this sphere is still important and 

cannot be under-rated.  

International trade also helps in the easy flow of international capital movements. The main 

factor determining inter-national flows of capital on the private account is the case of repayment or the 

transfer problem. International trade provides a ready-made solution, for this transfer problem. A debtor 

country can repay the principal and interest via exports. No wonder, private foreign capital generally 

favours the export-oriented industries. A negative feature of such a preference is that other sectors like 

transport and communication and other public utilities get neglected. This is unfortunate for their 

contribution to economic development may be greater than export oriented industries.  

International trade assists in economic development also by maintaining an atmosphere of 

competition. This naturally prevents the establishment of inefficient and exploitative monopolies. It may 

be pointed out here that some protection can be given to newly set-up industries. However, care will 

have to be exercised that such inefficient controls are withdrawn as soon as the protected industry has 

gained maturity.  

A study of the economic history of England and Japan clearly brings out the importance of 

international trade as a factor in economic development. The cotton textile industry in England was a 

major sector which transmitted growth to the rest of the economy. It grew because of its external trade. 

During the nineteenth century, the economic development of Canada, Australia and New Zealand was 

also due to a large measure, to an expanding international trade. Soviet Russia was an exception. 

However, it did draw upon the technology evolved in England and other States which experienced the 

Industrial Revolution before the Soviet Union embarked upon her programme of planned economic 

development.  

There do exist, however, countries which did not derive any tangible benefits from international 

trade. These are countries like India, China and most of the States in Africa and Latin America. It is not 

that these nations did not indulge in foreign trade. They did, but, not as independent partners. 

International trade for them becomes a vehicle of their exploitation rather than development. As a 

matter of fact, international trade led to the creation of dual economies which as you have already 

studied, is an obstacle to, rather than an engine of economic development.  

International trade here also did not lead to any improvement or investment in the human and 

social capital. This was so because the nature of the international trade was such that it benefitted only 

the foreigners without any effects upon the masses which only just managed to extract a living from an 

underdeveloped and an overcrowded agriculture. Also, the underdeveloped countries have failed to 

take advantage of their trade in primary production to expand it further. Rather they went in for the 

import of manufactured goods. They also used the sale proceeds of exports to establish indigenous 

manufacturing industries.   

Also, the trade pattern of the underdeveloped countries is not sufficiently diverse. They just 

depend upon one or two commodities. These are also primary. The international market for the primary 

goods is highly unstable. Prices fluctuated by a great degree. The terms of trade are unfavourable. All 

these factors have combined to prevent international trade from promoting economic development in 

the underdeveloped countries.  

 After discussing the importance of trade in economic development in general, Let us discuss 

specific stories about the trade and development relationship. 
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7.3 TRADE AND DEVELOPMENT RELATIONSHIP-THREE STORIES 

While discussing the role played by international trade in economic development, generally 

three stories are told by the development economists.   

Firstly, there is oldest and happy story which shows how the welfare of both countries which 

engage in trade is increased even when one country is absolutely very rich and the other is absolutely 

very poor.   

The second, of much more recent vintage, is a dull and detailed story above the way in which 

differences in economic structure between countries bias the gains from trade in favour of the rich 

technologically advanced and industrialised economies and against the poor low technology agricultural 

economies.   

Thirdly, there is a story, more recent still, but tragic.  It asserts that trade and economy 

specialisations have actually caused the underdevelopment of the periphery of the world by the very 

same processes that have developed the capitalist metropolis.  The unhappy ending of permanent 

global polasity could only be rewritten if the international capitalist system were to be superseded 

(Smith and Toye, 1979). 

7.3.1 The Story of Mutually Beneficial Trade 

(a) The original variant of the story of mutually beneficial trade is the theory of 

comparative advantage which should not be seen as an explanation of how trade comes about.  

Rather it should be seen as a reminder  that opportunities for mutually beneficial trade can exist and 

that static welfare losses will be incrurred if these opportunities are neglected.  This theory is the basis 

for explaining the static gains from trade.   

The law of comparative advantage was first out lined by the English classical economist David 

Ricardo (1772-1823) is his Principles of Political Economy and Taxation (1857).  According to him, 

even though a country may have an absolute productivity (cost) advantage in the production of every 

good, it will still pay a country to specialise in those commodities in which it has a comparative 

advantage i.e.  in those commodities in which relative labour productivity is the highest or for which the 

opportunity cost of production is lowest.  To illustrate the gains from trade, according to this law, 

Ricardo used the example of England and Portugal, both with the capacity to produce cloth and wine, 

but having comparative  advantage in their products respectively.  Suppose, for example, with its given 

resources.  England can produce 10,000 yards of cloth or 2000 bottles of wine.  The opportunity cost 

ratio of cloth to wine is 10 : 2.  Portugal, on the other hand, with its resources can produce 10000 yards 

of cloth and 8000 bottles of wine.  The opportunity cost ratio is 10:08, England has to sacrifice 5 yards 

of cloth to produce one bottle of wine, whereas Portugal only has to sacrifice 1.25 yards of cloth.  

Clearly, the opportunity cost of producing wine in Portugal is less than in England.  However, England 

has to sacrifice one-fifth of a bottle of wine to produce one yard of cloth whereas Portugal has to 

sacrifice four-fifth of a bottle of wine.   The opportunity cost of producing cloth in England is lower.  Now, 

what can be shown here is that if there is an international rate of exchange between England and 

Portugal which is between the two domestic rates of exchange of 10:2 and 10:8, both countries can 

benefit by specialising in what they are at the best at producing in an opportunity cost sense, and 

exchanging goods at a more favourable rate of transformation internationally  than domestically.  This is 

shown in the following figure. 
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Fig. 1 : Gains from Trade 

 

The solid linear lines show the Production Possibility Curves (or the marginal rate of 
transformation between the two goods) in the two countries; 10,000 yards of cloth and 2000 bottles of 
wine in England and 10,000 yards of cloth and 8000 bottles of wine the Portugal.  Before trade, each 
country produces combinations of cloth and wine that give the maximum utility represented by 
indifference curve I. The two countries  produce at a & b respectively, where the slope of the production 
possibly curve is tangential to the slope of the indifference curve.  Now assume that with the opening of 
trade, there is an international  price ratio of 10:5 shown by the broken line.  England, if it specializes in 
cloth, can now exchange cloth for wine more favourably, and likewise  Portugal can exchange wine for 
cloth more favourably.  For example, in trading 5000 yards of cloth, England can now consume 2500 
bottles of wine instead of 1000, while Portugal, trading 4000 bottles of wine, can now consume 8000 
yards of cloth instead of 5000.  Both countries move to higher levels of welfare at point C on the 
indifference curve II.  As a result of the international division of labour, world production increases (in 
this example wine production increases from 5000 to 8000 bottles and cloth production stays the same) 
and world welfare increases. 

(b) Now, the classical comparative advantage theory of free trade is a static model based 

strictly on a one-variable-factor (labour cost), complete specialization approach to demonstrating 
the gains from trade.  The nineteenth-century free-trade model primarily associated with Ricardo was 
modified and refined in the twentieth century by two Swedish economists, Eli Hecksher and Bestil Ohlin, 
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(called commonly as Hecksher-Ohlin theory) is known to be as second variant of the first theory i.e. 
mutually beneficial trade theory of trade and development relationship. 

Hecksher-Ohlin neoclassical (of variable proportions) factor endowments trade theory 

also enables us to describe analytically the impact of economic growth on trade patterns and the impact 
of trade on the structure of national economics and on the differential returns or payments  to various 
factors the differential returns of payments to various factors of production.  This theory attempts to give 
a specific account of how comparative advantages arise by rooting them in international differences in 
what are called factor endowments’, their stocks of capital and labour at a given point in time.  But this 
involves a change in assumption from those that underlie comparative advantage theory.  Whereas the 
latter depends upon the assumption of different techniques of production (which account for the large 
differences in absolute productivity between rich and poor countries) for any given product, the 
Heckscher-Ohlin theory begins by reversing this assumption, so that each commodity is produced by 
the same technique in each country.  Differences in the factor intensity of products combined  with 
stocks of capital and labour varying between countries are then left to account for comparative 
advantages. 

According to Heckscher-Ohlin theory, the basis for trade arises not because of inherent 
technological differences in labour productivity for differential commodities between different  countries 
but because countries are endowed with different factor supplies.  Given relative factor endowments, 
relative factor prices will differ (e.g. labour will be relatively cheap in labour-abundant countries), and so 
will domestic commodity price ratios and factor combinations.  Countries with cheap labour will have a 
relative cost and price advantage over countries with relatively expensive labour in commodities that 
make  intensive use of labour (e.g. primary products).  It is on the strength of this reasoning that poor 
countries are recommended to specialise in labour intensive products and trade their surplus of such  
products for imports of the rich countries’ capital intensive goods. 

Conversely, countries well endowed with capital will have  relative cost and price advantage in 
the production of manufactured goods, which tend to require relatively large inputs of capital compared 
with labour.  They can thus benefit from specialization in and export of capital-intensive manufactures in 
return for imports of labour-intensive products from labour abundant countries.  Trade therefore serves 
as a vehicle for a nation to capitalize on its abundant resources through more intensive production and 
export of commodities that require large  inputs of those resources while relieving its factor shortage 
through the importation of commodities that use large amounts  of its relatively scarce resources. 

Thus, the factor endowment theory goes on to argue that capital-abundant countries will tend to 
specialize in such products as automobiles, aircraft, sophisticated electronic communication goods, and 
computers, which use capital intensively in their  technology of production.  They will export some of 
these capital-intensive products in exchange for the labor- or land –intensive products like food, raw 
materials and minerals that can best be produced by countries that are relatively well endowed with 
labour or land.  (Todaro, 2012, p. 602). 

This theory, which played a predominant role in the early literature on trade and development, 
encouraged developing countries to focus on their labour and land intensive primary-product exports.  It 
was argued that by trading these primary commodities for the manufactured goods that developed 
countries were theoretically best suited to produce, developing nations could realize the enormous 
potential benefits to be had from free-trade with the richer nations of the world.  [For details see (Todaro, 
2012)] 
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Thus the main conclusions of the neo classical model of free trade are that all countries gain 
from trade and world output is increased.  Not only there are welfare gains from trade but also greater 
wage equality in poor countries because the demand for unskilled labour will rise relative to skilled 
labour.  The wage gap between poor and rich countries should also narrow (Thirlwal, 2011, p. 508).   

(c) The Third Variant of the story of mutually beneficial trade, the idea of trade as a ‘vent 
for surplus’ again rests on different assumptions from those underlying comparative advantage 
analysis or the factor endowment theory.  The assumption of full employment in traditional  trade 
models, like that of the standard perfectly competitive equilibrium  model of microeconomic theory, 
violates the reality of unemployment and underemployment in developing nations.  Two conclusions 
could be drawn from the recognition of widespread unemployment in the developing world.  The first is 
that underutilized human resources create the opportunity to expand productive capacity and GNI and 
little or no real cost by producing for  export markets products that are not demanded locally.  This is 
known as the ‘vent-for-surplus theory of international trade’ which was first articulated by Adam Smith in 
his wealth of Nations (1976).  He writes; between whatever places foreign trade is carried on, ll of them 
derive two distinct benefits from it.  It carries the surplus part of the product of their land and labour for 
which there is no demand among them, and brings back in return something else, which may satisfy 
part of their wants and increase their enjoyment. 

In the context of developing nations, the theory was expounded by Hla Myint, a Burmese 
economist.  According to this theory, the opening of world markets to remote agrarian societies creates 
opportunities not to reallocate fully employed resources as in the traditional models but rather to make 
use of formerly underemployed land and labour resources to produce greater output for export to 
foreign markets.  The colonial system of plantation agriculture as well as the commercialization of small 
scale subsistence agriculture were made possible, according to this view, by the availability of 
unemployed and underemployed human resources.  In terms of the production possibility analyses, the 
vent-for-surplus argument can be represented by a shift in production from point V to point B in the 
following figure (2) with trade enlarging final domestic consumption from V to C. 

Figure 2 : The Vent-for-Surplus Theory of Trade in LDCs 

 

 

 

 

 

 

 

 

 

Source : Todaro (2012) 

We see that before trade, the resources of this closed developing –world economy were 
underutilised.  Production was occurring at point well within the confines of the production possibility 
frontier, and OX primary products and OY’, manufactures were being produced and consumed.  The 
opening up of the nation to foreign markets (probably as a result of colonization) provides the economic 
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impetus to utilize these idle resources (mostly excess land and labour) and expand primary-product 
exportable production from OX to OX1 at point B on the production frontier.  Given the international 
price ratio Pa/Pm1 x'– X (equal to VB) primary products can now be exported in exchange for Y' – Y 
(equal to VC) manufacturers, with the result that the final consumption point C, is attained with the 
same primary products (X) being consumed as before but with Y' – Y more imported manufacture now 
available.  Unfortunately in the short run, the beneficiaries of this process were often colonial and 
expatriate entrepreneurs rather than LDC nationals.  And in the long run, the structural orientation of 
LDC economy towards primary-product exports in many cases created an export “enclave” and 
inhibited needed structural transformation in the direction of a more diversified economy. 

So far we have discussed the static gains from trade based on the law of comparative 
advantage and  gains by allowing surplus production over domestic  consumption to be exported, there 
are some dynamic gins from trade from wider markets and the flow of knowledge.  The major dynamic 
benefit of trade is that export markets widen the total market for a country’s producers, thereby 
allowing greater specialization, or division of labour.  Specialization, in turn, stimulates capital 
accumulation and ‘learning by doing. Historically, this benefit of trade was recognised by Adam 

Smith in his famous book The Wealth of Nations (1776), as did J.S. Mill in his Principles of Political 
Economy (1848) in which he wrote; ‘a country which produces for a larger  market than its own can 
introduce a more extended division of labour, can make greater use of machinery,  and is more likely to 
make inventions and improvements in the process of production.’  Mill also recognized  that the growth 
effects of trade depend on what a country specializes in: natural resources activities or manufacturing 
industries.  It is the production of industrial goods, and particularly research intensive goods, that 
produces technical dynamism and rapid growth.  ‘New’ growth theory which incorporates trade as 
pioneered by Gross man and Helpman (1991a & b), encapsulates many of these original ideas of Mill, 
Stiglitz (2006) also makes this point a country: whose static comparative advantage lies in, say, 
agriculture risks stagnation …with limited growth prospects;…. the industrial sector is almost 
everywhere the source of innovation, (and) many of these advances spill over into the rest of the 
economy as do the benefits from the development of institutions, like financial markets, that accompany 
the growth of an industrial sector. 

As alluded to above, a close connection between the size of the markets and the accumulation 
of capital is also established.  Capital accumulation becomes easier with the larger size of the market.  
When there  is no trade in the small country, there is very little scope for large scale investment in 
advanced capital equipment.  Trade offers some escape, but at minimum size of domestic market in the 
first place is important to make trade viable.  In this respect larger countries such as China and India 
are in a more favourable position than smaller countries such as Fiji, Mauritius or Gambia because 
large populations of India and China offer the basis for establishment of capital-goods industries and 
the production of manufactured goods, since production can take place on an economic basis before 
trade.  The smaller country may need substantial protection for a commodity before it can be produced 
economically and compete in the world markets.  The dynamic benefits of trade are represented by an 
outward shift of the production possibility  curves of both countries, in Fig. 1, leading to a higher level of 
community welfare. 

Now, going back to static gains from trade, according to Smith and Toye (1979), the happy 
ending of the story of mutually beneficial trade needs very considerable dilution.  They are of the 
opinion that while there are static welfare gains from specialising according to comparative advantage 
when internal resources are fully mobile, the general prescription that poor countries have a 
comparative advantage in goods with low capital/labour ratios cannot be sustained.  Therefore general 
recommendations that poor economies should specialise in labour intensive exports are simple-minded 
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or mischievous.  Further, when trade opportunities do being unemployed resources into voluntary 
employment, static welfare is obviously increased thereby.  But the existing trade patterns between rich 
and poor countries cannot be interpreted as merely a result of this pleasantly pointless transition to full 
employment of resources in the poor country.  Indeed, the best documented examples of vent for-
surplus trade are of a significantly different version from that  mentioned above, the only idle resource 
in this version is a poor country’s natural resource which enters the poor countries exports only 
because of an inflow of both foreign capital and foreign labour and its exploitation creates nothing 
except the familiar export enclave.  Clearly this version of vent-for-surplus is not a story of mutually 
beneficial trade, but of structural  biases in the gains from trade.  This leads us to the second story 
related to trade and development relationship i.e. story of structurally biased gains  from trade.  This is 
discussed below. 

7.3.2 The Story of structurally Biased Gains From Trade 

The theories  of trade which suggest that the benefits of trade accrue disproportionately to rich 
countries not only recognise the differences in technological level between rich and poor countries but 
make these differences  the pivot on which their arguments turn.  (Smith and Toyae, 1979 p. 4).  In 
addition, they depart from the exclusive emphasis on static resource reallocation in order to consider 
dynamic or historical processes.  For example, the natural resource version of the vent-for-surplus 
model cities institutional rigidities related to pre-capitalist technology to explain why domestic capital 
and labour fail to combine with particular natural resources in poor countries and analysis the growth 
sports of poor countries  export industries over the long run. 

The best known exponent of the view that gains from trade are biased against poor countries is 
undoubtedly Prebisch.  He argued that the bias operates through a secular decline in the terms of trade 
of primary producers vis-à-vis those of manufactured goods producers.  In fact, Prebisch (1901-86) was 
one of the first development economists to question the mutual profitability of the international  division 
of labour for developing countries on existing lines.  He looked at the relation between trade and 
development from the stand point of the balance of payments rather than the augmentation of real 
resources.  His major claim was that the unfavourable impact of unrestricted trade on  the terms of 
trade and balance of payments of developing countries can far outweigh any advantages with respect 
to a more efficient allocation of resources.  His concern was with two distinct, but not unrelated, 
phenomena.  One is transference of the benefits of technical progress from the developing to the 
developed countries through terms of trade deterioration.  The second is the balance of payments 
effects of differences in the income elasticity of demand for different types of products.  He divided the 
world into industrial ‘centres’ and ‘peripheral’  countries, and then conducted his analysis within the 
framework of the traditional two country, two commodity case of international trade theory equating the 
developing countries with primary producers (the ‘periphery’) and the developed countries with 
industrial producers (the ‘centre’).  For the first phenomenon stated above, the gave two explanations.  
The first explanation concerns the relation between income and productivity.  According to him, 
whereas factor incomes tend to rise with productivity increases in developed countries, they rise more 
slowly than productivity in the developing countries owing to surplus labour.  The leads to greater 
upward pressure on final goods’  prices in developed than in developing countries, causing the ratio of 
prices to move in the opposite direction to that suggested by the pace of technical progress.  All this is 
on the supply side. 

On the demand side, he says, the fact is that the demand for primary products grows more 
slowly than that for industrial products as world income grows, for two major reasons; (i) many primary 
commodities have intrinsically low-income elasticity of demand because they are necessities; and (ii) 
many primary commodities have been substituted by synthetics e.g. natural rubber and when we but 
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these demand and supply factors together, we can get the idea of what is likely to happen to the terms 
of trade of primary commodities through time.  The following figure (3) provides us this plea. 

 

Figure 3 : Movements in the Terms of Trade 

 

 

 

 

 

 

 

 

 

  

 

 

 

Source : Thirlwal (2011) 

In the centre, the supply and demand curves for industrial goods are relative elastic, and in the 
periphery the demand and supply curves for primary products are relatively inelastic.  Initially supply 
and demand curves  intersect at the same point in both the sectors, so that the prices of industrial and 
primary  products are equal (i.e. the terms of trade = 1).  Now afterwards, in the centre when technical  
progress takes place, it will first shift the supply curve SS outwards, but let us assume that increases in 
wage costs push it back inwards to S1S1.  In the periphery in contrast,  technical progress shifts the 
supply curve outwards to S1S1, but there is no inward shift due to rising wage costs.  In the centre, the 
demand for industrial goods grows strongly from DD to D1D1, while in the periphery the demand for 
primary products grows only slowly.  The prices of industrial goods rises to P12, while the price of 
primary products in this example has actually fallen to Pp2.  The terms of trade of primary products has 
deteriorated by the account ab for fundamental economic reasons associated with the characteristics of 
the products and the institutional structures of the countries that produce them. 

Prebisch also put forward a separate independent hypothesis of the secular deterioration in the 
terms of trade of primary products: the operation of a ratehet effect, with the prices of primary products 
relative to those of manufactured goods falling during cyclical downturns by more than they rise relative 
to the prices of manufacturers on the upturns.  Such asymmetrical cycles tend to produce a secular 
trend deterioration. 

So far as the second  phenomenon is concerned, Prebisch says, there is disadvantage to the 
developing  countries in the form of balance-of-payments effects of differences  in the income  elasticity 
of demand for different types of products.  According to him, it is generally recognized and agreed that 
the income elasticity of demand for most primary commodities is lower than that for manufactured 
products.  On an everage, the elasticity is probability less than unity, resulting the decreasing proportion 
of income spent on those commodities (commonly known as Engel’s Law).  In the two country, two 
commodities case the lower-income elasticity of demand for primary commodities means that for a 
given growth of world income, the balance of payments of primary-producing developing countries will 
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automatically deteriorate vis-à-vis the balance of payment of developed countries producing and 
exporting industrial goods.  He has given  simple example to illustrate this point; Let us assume that the 
income elasticity of demand for the exports of the developing  countries is 0.8 and that the growth of 
world income is 3.0 percent.  So exports will grow at 2.4 percent.  On the other hand, if income 
elasticity of demand for the exports of developed countries is 1.3 and the growth of world income is the 
same ie 3.0 percent, then exports of developed countries will grow at 3.9 percent.  Now with only two 
sets of countries, the developing countries, exports are the imports of the developed countries and the 
exports of the developed countries are the imports of the developing countries.  This developing 
countries exports grow at 2.4 percent but imports grow at 3.9 percent and contrarily, developed 
countries exports grow at 3.9 percent and imports at 2.4 percent. Starting from equilibrium, the balance 
of payments of the developing automatically worsens while that of the developed countries shows 
surplus.  This also affects the terms of made.  With imports growing faster than exports in developing 
countries, and the balance of payments deteriorating, the terms of trade will also deteriorate through 
depreciation of the currency, which may cause balance  of payments to deteriorate even more if 
imports and exports are price elastic (Thirlwal, 2012; p. 542). 

It is easily seen that the price of balance of  payments equilibrium is slower growth for the 
developing countries.  It their exports are growing at 2.4 percent, imports growth must be constrained to 
2.4 to percent, which means that with an income elasticity of demand for imports of 1.3, income growth 
in the developing countries must be restrained to 2.4/1.3=1.85 percent for balance of payments 
equilibrium.  In the absence of foreign borrowing to bridge the foreign exchange gap, or a change in the 
structure of exports, the result of different income elasticities  of demand for primary and manufactured 
products is the slower growth in the primary producing countries-perpetuating the development ‘gap’.. 

For terms of trade and balance-of-payments reasons (connected with each other), Prebisch 
therefore argued for import substitution and the protection of certain domestically produced goods.  He 
was of the opinion that protection would enable scarce foreign exchange to be rationed between 
different categories of imports and could help to correct balance of- payments disequilibrium in resulting 
from a high.  Income elasticity of demand for certain types of imports.  Moreover, it could help to arrest 
the deterioration in the terms of trade by damping down the demand for imports. 

7.3.3 Recent Trends in Terms of Trade 

Now, whether the terms of trade have moved unfavourably against primary commodities and 
the developing countries is an empirical question.  Prebisch originally suggested that there was 0.9 
percent per annum average deterioration of the terms of trade of primary commodities between 1876 
and 1938.  Contemporarily, work by Hans Singer at the United Nations in 1949 also suggested a trend 
deterioration of 0.64 percent per annum over the same period.  So a thesis was developed regarding 
declining terms  of trade for primary commodities which came to be known as ‘Prebisch Singer thesis’.  
Both of them argued that there was and would continue to be a secular (long term) decline in the terms  
of trade of primary commodities exporters due to a combination of low income and price elasticities of 
demand.  This decline would result in an on going transfer of income from poor to rich countries that 
could be combated only by efforts to protect domestic manufacturing through a process that was come 
to be known as import substitution. 

In a detailed reappraisal of Prebisch’s work, Spraos (1980) confirmed the historical trend 
deterioration, but at the lower rate of approximately 0.5 percent, having corrected the statistics for the 
changing quality of goods, shipping costs and other factors.  Sapsford (1985, 1988), however, shows 
that it is the ‘wartime’ structural improvement (1940-51) that makes the whole series look trendless. But 
if the series is divided into two sub-periods-pre-and post-Second World war – there is a trend 
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deterioration in both sub periods and the estimated trend deterioration over the whole period 1900-82 is 
1.2 percent perannum, allowing for the wartime Structural break.  Another study by Cashin and 
McDermott (2002) at the IMF, who looked at trends and cycles in both the nominal and real prices (i.e. 
the terms of trade) of non-food commodities over the period 1862 to 1999.  They focussed on the 
magnitude and length of the cycles in real commodity prices, which they believe to be more serious 
than the trend decline.  They found 13 occasions since 1913 when the annual price change was more 
than 20 percent in one year.  This is serious volatility.  They also found that average price slumps last 
longer than price booms (4.2 years compared with 3.6 years). 

Blattman et. al. (2007) have looked historically at the relationship between terms of trade 
volatility and growth, taking 35 countries over the period 1870-1939 and found a negative relationship, 
and this is one of the major reasons why the income gap between the ‘periphery’ primary  producing 
countries and the industrial countries widened during this period.  One major adverse effect of volatility 
was the deterrent to foreign direct investment. 

So far as the developing countries are concerned, there are some other studies.  Sarkar (1986) 
has looked at the export prices of developing countries relative to those of developed countries, and 
also at the prices of exports from developing to developed countries (both excluding fuel).  In the first-
case the trend deterioration was 0.51 percent per annum; in the second case the relative deterioration 
was 0.93 percent per annum.  Bleaney and Greenway (1993) find that over the period 1955-89, a 1 
percent deterioration in the terms of trade of primary products translated into a 0.3 percent deterioration 
in terms of trade for developing countries as a whole, although this would have been substantially 
greater for Africa and Latin America, which are more commodity-dependent than Asia. 

Sarkar and Singer (1991, 1993) have also looked at the terms of trade of manufacturers 
exported by developing countries relative to those of developed countries over the period 1970-87, and 
find a deterioration of approximately 1 percent per annum.  If this is the case, it would appear that the 
developing countries suffer double Jeopardy.  Not only do the prices of their primary products decline 
relative to those of manufactured goods, but also the prices of their manufactured exports decline 
relative to those of developed countries; reflecting, no doubt, the commodity composition of these 
exports-their lower value added and lower income elasticity of demand of world markets.  This is 
confirmed by Ertch (2010).  Who has carefully examined the terms of trade for different group of 
developing countries using UNCTD data (e.g. countries exporting  mainly primary commodities; 
countries exporting mainly manufacturers, the least developed countries and the highly indebted 
countries), and finds in all cases a decline in their terms of trade from  1960 to 2006 of between 1 and 3 
percent per annum, with a severe structural break in the mid-1970s. 

Thus, due to unfavourable terms of trade trends, developing countries have been doing their 

utmost over the past several decades to diversify into manufacturers export.  After a slow and costly 

start, these efforts have resulted in  dramatic shift in the composition of developing country  exports, 

especially among middle income LDCs.  Led at first by the East Asian Tiger economies of South Korea, 

Taiwan, Hong Kong and Singapore and now following by many other countries in Asia, including China 

and India, and in Latin America, the share of merchandise exports accounted for by manufactured 

goods has risen strongly in many developing  countries. 

Unfortunately, this structural change has not brought as many benefits to most developing 

countries  as they had hoped, because relative prices within manufactures have also diverged; over the 

last few decades, the  prices of the basic manufactured goods exported by poor countries fell relative to 

advanced products exported by rich countries.  The price of textiles fell especially precipitously, and 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



135 

low-skilled electronic goods are not far behind.  Using alternative methods, the United Nations found 

that the real decline in developing-country export prices of manufacturers in the 1980s was about 3.5% 

per year, or about 30% for the decade.  In a detailed study, Alf Maizels discovered that the terms of 

trade in manufactured goods for developing countries vis-à-vis the United States deteriorated over the 

period 1981-1997.  The decline in textiles prices accelerated dramatically in the late 1990s. 

7.3.4 The Story of Trade Induced Global Polarity 

Marxist analysis of international trade though analytically more heterogenous than those in the 

comparative advantage tradition tend to analyse the trade within the context of world capitalism or  

imperialism.  Samir Amin’s recent effort in this tradition is discussed here, not because it is taken to be 
the ‘best’ Marxist analysis of trade, but because it illustrates sharply some fundamental problems of 
analysis conducted at this generalised level. [Amin, 1974, 1976, 1977]. 

Amin’s analysis of world capitalism is conducted in terms of two categories; Centre and 
periphery.  While capitalism at the centre developed on the basis of the  expansion of the home market 

whereas capitalism in the periphery is introduced from the outside; the  economies of the periphery are 

without any internal dynamism of their own [Amin, 1976, p. 279].  Furthermore peripheral capitalism is 

distorted in three main ways;  the distortion towards export activities, the ‘hypertrophy’ of the tertiary 
sector and the distortion towards light branches of activity and the use of modern production techniques.  

According to him, as economic growth proceeds, features of underdevelopment—such as 

disarticulation, domination by the centre etc. are accentuated, auto centric growth is impossible, since 

the periphery is ‘complementary and dominated.  According to Amin, economic relations between 
central and peripheral economics can be understood by means of the theory of unequal exchange.  

The essential elements of the theory in Amin’s view are the pre-eminence of the world values i.e. in the 

world capitalist system.  Social  labour is crystallised in goods which have an international character, 

and the universal character of capitalist commodity alienation by means of direct or indirect sale of 

labour power.  Since Capital is internationally mobile, the rate of profit tends to equality throughout the 

world, but since labour is internationally immobile, wages vary between countries.  Hence the 

transformation of international values (the only meaningful ones) into international prices (again only 

the meaningful ones) implies the transfer of value from some nations of others.  Simply stated, unequal 

exchange is the exchange of goods whose production involves wage differentials greater than those of 

productivity. 

The policy implications of Amin’s analysis can be summarised into two main points: First, 
underdeveloped countries have no freedom of manoeuvre in relation to world capitalism.  So long as 

the underdeveloped country continue to be integrated  in the world market, it remains helpless and the 

possibilities of local accumulation are nil.  Second, as economic growth at the periphery occurs, under-

development develops; therefore, only a redical and complete break with the world capitalist system will 

provide the conditions necessary for genuine development.  To illustrate the style and strategy of 

Amin’s argument, it is worth quoting at some length his views on the possibilities of national financial 

independence. 

The creation of a national currency confers on the local authorise no power of effective control 

so long as a country’s inclusion in the world market is not challenged even control of the exchange and 
of transfers does not prevent the transmission to the periphery of fluctuations in the value of the 

dominant currencies of the centre, does it prevent transmission to the periphery of the centre’s price 
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structure.  Money here constitutes the outward form of an essential relation of dominance, but it is not 

responsible  for this relation (1974, p. 483).  Thus economic policy at the national level in a peripheral 

capitalist economy is ineffective  and the only solution is a revolutionary break with the world capitalist 

system. 

Self Assessment Questions – I 

  1. Write any two points of importance of international trade in economic development. 

___________________________________________________________________________ 

___________________________________________________________________________ 

  2. Name the three stories of international trade and economic development relationship. 

___________________________________________________________________________ 

___________________________________________________________________________ 

  3. What do you mean by Global Polarity. 

___________________________________________________________________________ 

___________________________________________________________________________ 

7.4 CONDITIONS FAVOURABLE FOR TRADE  

World Bank, in its world development report 1999-2000 has identified some condition that can 

be favourable for developing countries to employ foreign trade as a factor of economic growth. The 

conditions are listed as below:  

•  Increasing spread of globalisation translates into larger movement of goods and services 

across the nations.  

•  Continuing reallocation of manufacturing activities from industrial to developing countries 

offers ample opportunities to expand trade not only in goods but also in services, which are 

becoming increasingly tradable.  

•  Trade is interwined with another element of globalisation: the spread of international 

production networks.  

•  Growth of trade is firmly buttressed by international institutions of long standing. The WTO, 

built on the legacy of GATT, is the latest step in creating a commercial environment more 

conducive to multilateral exchange of goods and services.  

7.5 UNFAVOURABLE CONDITIONS  

Most of the non-oil-producing developing countries are finding themselves face to face with a 

number of difficulties on the foreign trade as an ‘engine of growth’. Some problems are mentioned 
below.  

(a) Slow Growth of Demand for Primary Commodities  

The demand for primary commodities, which form the principal exports of a developing 

economy, has not kept pace with the growth of world trade or with income levels in different countries. 

The world trade in primary commodities has been declining for the last five decades. Primary 

commodities formed more than 50 percent of the total exports of the world in the year 1956. This share 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



137 

came down to 35 percent in 1977 and further to 26 percent in 1999. The decline in this phenomenon 

can be explained by the following factors.  

•  The increasing tendency of the market economies to protect their agriculture by imposing 

tariffs and non-tariff barriers*(NTBs) 9  i.e. the instance on eco-labelling or similarly the 

proposed German ban on the use of harmful chemicals in textile goods is the latest instance.  

•  An inadequate increase in, demand for primary commodities in the developed market 

economies in the wake of industrialisation.  

•  Development of synthetic substitutes e.g. rubber is racing competition with synthetic rubber 

and plastics, cotton with other natural and synthetic fibres, Jute with poly prophylehe and 

polyethylene, sugar with high fructose corn sweeteners, copper with aluminium, glass fibre, 

plastics etc. 

•  In real terms, commodity prices are at their lowest presently over the last century, and a half. 

Growth rates are now at or near the replacement level so that little expansion can be expected 

from this source.  

(b) Slow Growth of Exports from Developing Countries  

Export of developing economies as a group has been slow to develop. As a result, the share of 

developing economies in the total world trade has maintained a downward trend. Thus, whereas this 

share was as high as 3 I percent in 1950, it came down to 14 percent in 1960 and further to 5.9 percent 

in 199910. This decline has been caused by factors like the emergence of trade blocs, restrictive 

commercial policies and the growth of monopolies. These trends are indicative of the fact that the 

developing economies have to race foreign trade as a barrier to overcome which they may require 

concerted efforts.  

(c) Deteriorating Terms of Trade Analysis  

The declining demand for primary products in the developed markets has given rise to the 

problem of worsening terms of trade, of the developing economies. Whereas prices of manufactured 

goods, specially capital goods have been rising in the world markets, these has been a tendency for a 

gradual rail in prices of primary goods. For example, according to a recent UN report, in the past, 

developing countries could get a tractor by exporting two tonnes of sugar but now they have to export 

seven tonnes of sugar to get the same tractor. So the terms of trade are turning adverse for the 

developing countries. Any adverse foreign trade price change works as a check on economic 

development.  

(d) Trade Policies of Developed Countries  

The free trade regime of the developed countries has gradually been replaced by protectionist 

trade regime and it is being viewed as permanent policy for times to come. Protectionist trade policies 

adopted by industrial countries affect prospects for developing country, exports of manufactures. For 

example, even within the North American Free Trade Area, high protection favours US sugar producers 

                                                 
9
 Non-tariff bamers (NTBs) can be classified into two categories: Technical and non technical. Technical NTDs include such 

measures as a higher standard of processed food industry products, food safety, non-use of certain chemical and child labour. Non-

technical ones include anti dumping duties and pre-shipment inspection. The non-technical NTBs can be contested at the WTO. 

10
 World Bank World Development Report 2000-2001 p 313 
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over Mexico exporters. The European Union, is also becoming discriminatory, producing unnecessary 

primary products and dumping them in the world market.  

Increased emphasis in recent years on “fair” trade by the industrial countries, which can be 
viewed as a protective reaction to the serious adjustment problems these countries have themselves 
faced as a consequence of increased globalisation is a major development that tends to make it more 
difficult for developing countries to pull their income levels up by relying to a great extent on 
international trade and foreign investment.  

In short, developing economies face many difficulties in their foreign trade operations. The 
numerous multilateral initiatives which have been mounted to tackle these problems have left them 
largely unresolved. Therefore, in the given circumstances the developing economies have to evolve a 
suitable trade policy mix that may create export outlets and as well may assure supplies of essential 
imports.  

7.6 TRADE POLICY AND STRATEGY  

The term trade policy refers to all the policies that have either direct or indirect bearing on the 
trade behaviour of a country, the details of the various policies depend upon the broad trade strategy 
adopted in the country. The trade strategy in turn, depends upon the broad strategy of development 
adopted by the planners. Fox example, if the development strategy is one of the giving relatively 
greater emphasis on development of industry rather than on agriculture, then the trade strategy should 
be suitably adopted to this development strategy. The strategy of trade may be inward-oriented or 
outward-oriented. 

In a broader framework inward-looking strategy refers to all the policies which discourage 
reliance on foreign resources. Under this strategy, in its extreme form, no foreign aid is permissible, no 
movement of factors of production to or from outside, no multi-national corporations and no freedom in 
international communications. In the present world economy such an extreme form of inward-
orientation hardly exists in any country.  

The opposite of this extreme form of inward-orientation is the form of outward-orientation in 
which free movement of capital labour goods, multinational enterprises, open communication all are 
permitted.  

In different countries at different times inward and outward orientation in different degrees are 
observed.  

David Greenway was very influential in the first World Bank classification of trade regimes in its 
World Development Report 1987.  Four Categories were identified. 

(iv) Strongly Outward – oriented countries, where there are very few trade or foreign exchange 
controls and trade and industrial policies do not discriminate between production for have 
market and exports, and between purchases of domestic goods and foreign goods. 

(iv) Moderately Outward – oriented countries, where the overall incentive structure is moderately 
based towards the production of goods for the home market rather than for export, and 
favours the purchase of domestic goods. 

(iv) Moderately Inward – oriented countries, where there is a more definite bias against exports 
and in favour of import substitution. 
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(iv) Strongly Inward – oriented countries, where trade contacts and the incentive structure 
strongly favour production for the domestic market and discriminate strongly against imports. 

In the words of Paul Streeten, outward-looking development policies “encourage not only free 
trade but also the free movement of capital, workers, enterprises and students….., the multinational 
enterprise, and an  open system of communications.”  By contrast, inward looking policies stress the 
need for LDCs to evolve their own styles of development and to control their own destiny.  This means 
policies to encourage indigenous “learning by doing” in manufacturing and the development of 
technologies appropriate to a country’s resource endowments.  According to proponents of inward-
looking trade policies, greater self-reliance can be accomplished in Streeten’s words, only “if you 
restrict trade, the movement of people, and communications and if you keep out the multinational 
enterprise, with its wrong products and wrong want stimulation and hence its wrong technology”. 

A lively debate regarding these two philosophical approaches has been carried out in the 
development literature since 1950s.  The debate pits the free traders, who advocate outward-looking 
export promotion strategies of industrialization against the protectionists, who are proponents of inward-
looking import substitution strategies.  The latter predominated into the 1970s, the former gained the 
importance in the late 1970s and especially among western and World Bank economists in the 1980s 
and 1990s.  Among many developing-country economists and certain developed-country advocates of 
the “new” or “strategic” trade theories, however, the philosophical foundations of import  substitution 
and collective self-reliance remain almost as strong as they were in prior decades. 

Practically, the distinction between Import Substitution and Export Promotion policies is much 
less pronounced than many advocates would imply.  Both strategies have been employed, though in 
different degrees of emphasis, by the LDCs at one time or another.  In 1950s and 1960s, the inward-
looking industrialistion strategies of the larger Latin American and Asian countries such as Chile, Peru, 
Argentina, India, Pakistan and the Phillipines were heavily IS oriented, by the end of 1960s, some of 
the key Sub-Saharan African countries like Nigeria, Ethiopia, Ghana and Zambia had begun to pursue 
IS strategies, and some smaller Latin American and Asian countries also joined in.  However, since the 
mid 1970s, the strategy of export promotion has been increasingly adopted by a  growing number of 
countries.  Initially  these countries were—South Korea, Taiwan, Thailand and Turkey which switched 
from an earlier IS strategy.  At the same time, it must be noticed that most successful East Asian export 
promoters have pursued protectionist IS strategy sequentially and simultaneously in certain industries.  
Thus, though they are outward-oriented, they can’t be called free-traders. 

7.7 ECONOMIC INTEGRATION IN THE GLOBAL WORLD  

7.7.1  The Growth of Trade Among Developing Countries  

Although trade among the development countries still represents a meager 7% of total world 
trade, twice its share in 1970, it grew rapidly during the 1980s. By 1990s. South-South trade 
represented almost 31% of all Third World exports. The following figure shows the expansion of this 
trade. 
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Trade in manufactures has risen from only 5% in 1960 to almost 35% of all exports in the early 

1990. Much of the growth of these inter-LDC exports helped compensate for weak demand and 

protectionism in the developed world.  

A key element of this increasing share of developing countries in international trade has been 

the rapid growth in south-south trade, i.e. trade with and amongst developing countries. In the last 

decade, south-south trade has out performed both world trade and south-north trade. In 2011, South-

south merchandize exports reached $ 4 trillion. Since 2008-09 the south has been exporting more to 

other developing countries than to the North. South-south trade in goods amounted to about US $5 

trillion in 2013 which corresponded to about a quarter of world good trade. It has been an important 

element in the overall growth of trade in the last decade, especially in helping revive the global 

economy after the financial crisis of 2008. 

The significance of South-south trade in services is slightly less. Services exports from 

developing countries are still marked by a dominant south-north pattern, even though South-south has 

been catching up rapidly in recent years. Available estimates show that the share of south-south trade 

in developing countries’ services exports has risen from 16.5.1. In 2000 to about a third in 2010. 
 The rising importance of South-South trade is mostly related to the trade performances of East-

Asia economies. In 2013, more than 75 percent of south-south merchandise trade was shipped to or 

from, countries in East Asian region. Of course, China, which is the world’s biggest merchandise 
exporter, is also the dominating player in south-south trade. In 2014, China alone accounted for 21 

percent of exports and 27 percent of imports of all south-south trade. 

 Over the years, trade openness has contributed considerably to enhancing developing 

countries’ participation in the global economy. From 1990-2008, the volume of exports  from developing 

countries grew consistently faster than exports from the developed countries or the world as a whole, 

as did the share of developing countries exports in the value of total world exports. For example, 
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between 2000-2008, the volume of developing countries’ exports almost doubled while world exports 

increased by only 50 percent. In the economic  crisis of 2008, the developing countries’ exports resisted 
the crisis better in the sense that their recovery had been more robust for instance, in the fourth quarter 

of 2009, the value of developing country exports had reached their 2007 third quarter level, whereas 

the value of developed countries exports had only reached their 2007 first quarter level. 

 However, not all developing countries participated equally in international trade. Asia was by for 

the most important exporting region in the developing country group, with a 10 percent share of world 

exports in 1990 (US $ 335 million) which increased to 21 percent (US $ 2603 million) in 2009. In 

contrast, Africa had the smallest share in world exports, at 3 percent, both in 1990 and 2009. Along with 

Africa, Latin America and Middle East have not experienced a not able increase in the share of world 

exports from 1990-2009. African exports’, for example, increased from US $ 106 million in 1990 to US 
$ 379 million in 2009. In addition LDCs accounted for only 2.8% of the value of exports of the 

developing country group in 2009. 

 Developing countries joint trade profiles has changed drastically in the last two decades. 

Developing economies accounted for almost half of the world’s merchandise exports in 2014, as 
compared to less than a third in 2000, and even less in the late 90s. large emerging economies, in 

particular China and a lesser extent India, has been the main engines of this growth. China almost 

tripled its share of world exports between 2000 and 2012. 

Many development economists thus have argued that Third World Countries should orient their 

trade more towards one another. They base their arguments mainly on four points.  

(i)  There are relative comparative-advantage changes to South-South as opposed to North-

South trade.  

(ii)  There are greater dynamic gains to be realized from such trade.  

(iii)  Export instability resulting from fluctuations in developed country economic activity can be 

reduced.  

(iv)  Greater collective self-reliance will be fostered.  

The description of the arguments is given below. According to Todaro (1997), one strong variant 

of the South-South trade hypothesis is that LDCs should go beyond greater trade with one another and 

move in the direction of economic integration. Whenever a group of nations in the same region, which 

are of almost equal size and at equal stage of development, join together to form an economic union or 

regional trading bloc by rising a common tariff wall against the products of non member countries while 

freeing internal trade among members, is called the economic integration. In the terminology of 

integration literature, nations that levy common external tariffs while freeing internal trade are said to 

have formed a customs union. If external tariffs against outside countries differ among member nations 

while internal trade is free, the nations are said to have formed a free-trade area. Finally, a common 

market possesses all the attributes of a custom union and the free movement of labour and capital 

among the partner states.  

According to him, the basic economic rationale for the gradual integration of less developed 

economies is a long term dynamic one: because integration provides the opportunities for industries 

that have not yet been established as well as for those that have to take advantage of economics of 

large scale production made possible by expanded markets. Integration therefore needs to be viewed 

as a mechanism to encourage a rational division of labour among a group of countries, each of which is 

too small to benefit from such a division by itself. Then integration is also required in order to enjoy 
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economies of large scale production and in order to avoid the duplication in setting up of the industries, 

and wastage of scarce resources.  

The second rationale for this type of integration is that by removing barriers to trade among 

member states, the possibility of coordinated industrial planning is created, especially in industries 

where economies of scale are likely to exist. Though with this, member states will be able to accelerate 

the rate of industrial growth by assigning the given industries to different members takes the partners 

that much closer to full economic and eventual political union, sometimes problems of sovereignty and 

national self-interest impinge. To date, he says, they have overwhelmed the economic logic of a close 

and coordinated union. However, as Third World nations, especially small ones, continue to experience 

the futility of either development in isolation (autarchy) or full participation in the highly unequal world 

economy, it is likely that interest will increase in the coming decades in the long-run benefits of some 

form of economic cooperation including political.  

Then there are two standard static evaluative criteria known as trade creation and trade 

diversion. Trade creation is said to occur when common external barriers and internal free trade lead to 

a shift in production from high to low-cost member states. Trade diversion is said to occur when the 

erection of external tariff barriers causes production and consumption of one or more member states to 

shift from lower cost non-member sources of supply (a developed country) to higher cost member 

producers.11 

7.7.2 Regional Trading Blocs and the Globalization of Trade  

As it has been mentioned that Third World countries at relatively equal stages of industrial 

development with similar market sizes and with a strong interest in coordinating and relationalizing their 

joint industrial growth patterns stand to benefit most from the combined inward and outward-looking 

trade policies represented by economic integration. According to Todaro, regional groupings of small 

nations like those of central America and Southern and Western Africa can create the economic 

conditions for accelerating their joint development efforts. Such groupings can also promote long run 

development by enabling nations to block certain forms of trade with the more powerful developed 

nations and perhaps also to restrict or prohibit the deep penetration of multinational corporations into 

their industrial sectors. In any event, integration is crucial without cooperation and integration, the 

prospects for sustained economic progress for most low and middle-income LDCs will be greatly 

diminished.  

But even if such an integration strategy may seem economically logical and persuasive on 

paper, he says, in practice it requires a degree of statesmanship and a regional rather than nationalistic 

orientation that is often lacking in many countries. The unfortunate demise of both the Central American 

Common Market and the East African Community in the 1970s demonstrates how political and 

ideological conflict can more than offset the economic logic of regional cooperation. Prior to 1990s, 

therefore, interregional conflict prevented trade liberalization from succeeding.  

According to Todaro, the prospects for the future are much more positive. As trade becomes 

increasingly globalized, even the largest industrialized nations now realize that they cannot go alone. In 

Europe, a single economic market became a reality at the end of 1992 as all internal trade barriers 

were removed. By the end of the decade, the European Union may have a single currency, requiring 

close monetary coordination and in effect creating the largest global economic entity. Similar efforts are 

under way in North America, where the North American Free Trade Agreement (NAFT A) represents a 

                                                 
11

 Karl Goran Maler “Floor Discussion of Environment Poverty and Economic Growth, quoted in I C Dhingra; The Indian Economy (2001) 
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unique arrangement in that a developing country, Mexico, has joined a developed country trading bloc, 

Canada and the United states. Two major blocs now exist in Latin America, Argentina, Brazil, Paraguay 

and Uruguay in 1994 finalised arrangements for a free trade area called the Southern Cone Common 

Market, also known as Mercosur. In the four years after the original treaty was signed in 1990, regional 

trade in Mercosur more than tripled to $ 12 billion and Brazil replaced the United States as Argentina’s 
largest trading partner. Mercosur is taking advantage of sizeable economies of scale and a new 

expanded market of 180 million people and $ 800 billions of economic activity. The other Latin 

American bloc, the Andean Group (Consisting of Bolivia, Colombia, Ecuador, Peru and Venezuela), 

established a full-fledged common market in 1995. In Africa, moves are under way to promote regional 

economic integration, the most promising hope being the newly formed South African Development 

Community (SADC).  

But the critical question about all these new regional trading blocs, he says, is not whether they 

will promote greater internal growth but whether such regional groupings will fragment the world 

economy and run counter to the recent globalization of trade. Most economists believe that 

globalization is here to stay, particularly as multinational corporations set up subsidiaries, effective 

regional blocs can provide a buffer against the negative effects of globalization while still permitting the 

dynamic benefits of intra union specialization and greater equality among members to take place.  

On the other hand, developing country trading blocks have a tough road ahead.  Trade among 

members of NAFTA and the European Union is much more significant, even in the relative amount of 

trade conducted among  countries within the bloc.  For example, in 2002, 56.7% of all trade of NAFTA 

members Canada, Mexico and  the United States were with each other, while the corresponding figure 

for the European Union was 60.6% of its trade.  In contrast, the South American blocs each conduct 

only 23.7 % of its trade among member nations.  The rate are much lower for most other developing 

country trading blocs.  Moreover, the world bank estimated that whereas in 1995, developed –country 

trade barriers cost developing countries $ 43.1 billion in lost welfare, developing-country trade barriers 

cost developing countries $ 65.1 billion in lost welfare.  Thus LDCs cost each other about half again as 

much as developed countries cost LDCs, in spite of the much smaller rise of the developing countries. 

7.8 TRADE AS A MECHANISM OF INTERNATIONAL INEQUALITY12 

Contrary to what the equilibrium theory of international trade would seem to suggest, the play of 

the market forces does not work towards equality in the remunerations to factors of production – and 

consequently, in incomes. If left to take its course, economic development is a process of circular and 

cumulative causation which tends to award its favours to those: who are already well endowed and 

even to thwart the efforts of those who happen to live in regions that are lagging behind.  

So far as the trade is concerned, it does not by itself necessarily work for equality both on the 

international and on the national level. A widening of markets strengthens often on the first hand the 

progressive countries whose manufacturing, industries have the lead and are already fortified in 

surroundings of external economies, while the underdeveloped countries, are in continuous danger of 

seeing even what they have of industry and, in particular, their small scale industry and, handicrafts 

out-competed by cheap imports from the industrial countries, if they do not protect them.  

If international trade did not stimulate manufacturing industry in the underdeveloped countries, 

but instead robbed them of what they had of old established crafts, it did promote the production of 

primary products, and such production, employing mostly unskilled labour came to constitute the basis 

                                                 
12

 For details of these concepts, see Todaro, M.P, (1997) Economic Development 
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for the bulk of their exports. In these lines, however, they often meet inelastic demands in the export 

market, often also a demand trend which is not rising very rapidly, and excessive price fluctuations. 

When, furthermore, population is rapidly rising while the large part of it lives at, or near”, the 
subsistence level -which means that there is no scarcity of common labour -any technological 

improvement in their export production tends to confer the advantages from the cheapening of 

production to importing countries. Because of inelastic demands, the result will often not even be a very 

great enlargement of the markets and of production and employment. In any case the wages and the 

export returns per unit of product will tend to remain low as the supply of Unskilled labour is almost 

unlimited.  

The advice and assistance, which the poor countries receive from the rich is even nowadays 

often directed towards, increasing their production of primary goods for exports. The advice is certainly 

given in good faith and it may even be rational from the short term point of view of each 

underdeveloped country seen in isolation. Under a broader perspective and from a long term point of 

view, what should be rational is above all to increase productivity, incomes and living standards in the 

larger agricultural subsistence sectors, so as to raise the supply price of labour and in manufacturing 

industry. This would engender economic development and real incomes per capita; But trade by itself 

does not lead to such a development, it rather tends to have back setting effects and to strengthen the 

forces maintaining stagnation or regression, economic development has to be brought about by policy 

interferences which however are not under the purview at this stage when we are analysing only the 

effects of the play of the market forces.  

Neither can the capital movements be relied upon to counteract international inequalities 

between the countries. Under the circumstances described, capital will, on the whole, shun the 

underdeveloped countries, particularly as the, advanced countries themselves are rapidly developing 

further and can offer their owners of capital both good profits and security.  

Hence if left unregulated, international trade and capital movements would thus often be the 

media through which the economic progress in the advanced countries would have back setting effects 

in the underdeveloped world, and their mode of operation would be very, much the same as it is in the 

circular cumulation of causes in the development progress within a single country. Internationally these 

effects will, however, dominate the outcome, much more, as the countervailing spread effects of 

expansionary momentum are so very much weaker. Differences in legislation, administration and more 

generally, in language, in basic valuations and beliefs, in levels of living, production capacities and 

facilities, etc. make the national, boundaries effective barriers to the spread to a degree which no 

demarcation lines within one country approach.  

Even more important as impediments to the spread effects of expansionary momentum from 

abroad than the -boundaries and everything they stand for is, however, the very fact of great poverty 

and weak spread effects with in the underdeveloped countries themselves. Where, for instance, 

international trade and shipping actually do transform the immediate surroundings of a port to a centre 

of economic expansion, which happens almost everywhere in the world, the expansionary momentum 

usually does not spread out to other regions of the country, which tend to remain backward if the forces 

in the markets are left free to take their course. Basically, the weak spread effects as between the 

countries are thus for the larger part only a reflection of the weak spread effects within the 

underdeveloped countries themselves.  
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Under these circumstances, the forces in the markets will in a cumulative way tend to cause 

even greater international inequalities between countries as to their level of economic development and 

average national income per capita.  

7.9 TRADE LIBERALIZATION AND EFFECTS  

The first thing regarding trade liberalization is that trade liberalization is not the same thing as 

trade openness.  For example, a country may be very open in the sense that it has a high ratio of trade 

to GDP because it has abundant natural resources which it can only export, but may operate a very 

illiberal trade regime which makes trade difficult in other activities.  Equally, a country with a law ratio of 

total trade to GDP, because it is a large country and relatively self-sufficient, may be very liberal its 

trading practices. 

The most common measure of trade liberalization focuss on what is happening to tariffs and 

non-tariff barriers (MTBs) to trade, whether trade is based against exports in favour of import substitute, 

and the general  micro-and macro-environment of a country in which trade takes place, including the 

level of the exchange rate, whether the state has a monopoly of major exports and monetary and fiscal 

conditions. 

The process of trade liberalization can take many forms, but as Michaely et. al. (1991) say in 

their massive volume of case studies of trade liberalization in developing countries; ‘very little is known 
about essential  attributes of  change from one (trade) regime to another, of a move away from a 

distorted trade  policy regime towards a more neutral one,’ on the other hand, we know that the issue of 

timings, phasing and sequencing are likely to be important in the design and implementation of a 

successful trade liberalization policy.  (Rodrik, 1996, 2001). 

Often the first stage of liberalization is the dismantling of non-tariff barriers to trade in the form of 

quotas and licences, not necessarily the reduction of tariffs.  In fact, tariffs often rise to compensate for 

the removal of quantitative restrictions  on imports.  This makes protection more transparent and 

reduced rent-seeking behaviour.  When protection is removed from an industry, production is likely to 

decline and unemployment rise.  Capital is specific and will be left unutilized, and labour may not be 

mobile enough to be employed in other activities.  This is a serious worry and can undermine the static 

welfare gains from trade liberalisation.  It is certainly an argument against liberalizing imports too rapidly.  

As the relative prices of factors of production and goods change, there is also likely to be considerable 

redistribution effects which need taking account of in the process of liberalization. 

The other thing to be seen is how trade liberalization affects the balance of payments.  If rise in 

imports is greater than the exports, it can lead to balance of payments difficulties which may have 

negative growth effects.  This has implications for the sequencing of trade liberalization.  Imports should 

not be liberalized before the export sector has had time to adjust or respond in order for foreign 

exchange to be available to meet the higher import bill.  Policy implication of this is that before serious 

import liberalisation takes  place (as was the case in Japan and South Korea), anti-export bias needs to 

be removed or export subsidies should be given. East Asia provides an interesting can study of how 

countries should proceed, where the process of trade liberalization was gradual and export-oriented, in 

contrast to many Latin American countries where the process of liberalisation was  sudden and no 

attention was paid to the sequencing. 

In addition to this, experience of liberalization is much more likely to be successful in an 

environment of internal and external stability.  One important thing here is that exchange rate should 

not be allowed to appreciate because it will worsen the balance between export and import growth.  It 
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means that countries need to retain control of the capital account of the balance of payments,  and not 

to liberalize capital flows at the same time as trade.  It happened in many Latin American countries viz 

Mexico, Argentina and Peru, when  they liberalized  in the 1980s and 1990s and allowed their 

exchange rate to appreciate which damaged the trade balance and impacted negatively on growth. 

Now, effects of trade liberalization cannot only be considered from the point of view of export 

growth, import growth and balance of payments but also from the point of view of its effects on overall 

economic performance of the economy and poverty and income distribution both domestic and 

international.  But before discussing these in detail.  

Now let us turn our attention to the empirical evidence on the relation between trade 

liberalization on one hand and export promotion, import growth, overall economic performance, poverty 

and income distribution etc…..To start with, it is generally believed that trade liberalization will arise the 
growth of exports because without it, various forms of trade restrictions, including export duties, cause 

anti-export bias. Earlier empirical evidence gives mixed and conflicting results, which suggests that the 

context in which trade liberalization takes place is of primary importance, particularly world economic 

conditions and domestic economic policies being pursued at  the same time, especially with regards to 

the exchange rate.  But a most comprehensive recent study by Santos-Paulino and Thilwall (2004), 

taking into consideration a panel of 22 countries that have adopted trade liberalization policies since the 

mid-1970s, concluded that controlling for other variables, liberalization has raised export growth by 

nearly 2 percentage points compared with the pre- liberalization period.  According to them, the impact 

appears to have been the greatest in Africa (3.6 percentage points) and the least in Latin America (1.6 

percentage points).  There is also evidence that liberalization has increased the sensitivity of export 

growth to world Income growth; that is, liberalization has increased the income elasticity of demand for 

exports by including structural change. 

So far as the growth of imports so concerned, it is maintained that if trade liberalization raises 

the growth of imports by more than exports, or raises the income elasticity of demand for imports by 

more than in proportion to the growth  of exports, the balance of trade  (or payments) will worsen for a 

given growth of output, unless the currency can be manipulated to raise the value of exports relative to 

imports.  The consequence is that the growth of output may have to be constrained to avoid balance-of-

payments crises.  Two studies in this regard need mentioning.  The first study was made by Parikh for 

UNCTAD (1999), examining 16 countries over the period 1970-95.  The study concluded that  trade 

liberalization seems to have worsened the trade balance by 2.7 percent of GDP, which is substantial.  

Another study made by Parikh for WIDER (2002), extending the analysis to 64 countries came out with 

the conclusion; the exports of most of the liberalizing countries have not grown fast enough after trade 

liberalization to compensation for the rapid growth of imports during the years immediately following 

trade liberalization.  The evidence suggests that trade liberalization in developing countries has tended 

to lead to a deterioration in the trade account.  Hence empirical evidence shows that trade liberalization 

has impacted unfavourably on the trade balance and current account balance of liberalizing countries.   

It has been stated above that there has been an improvement in the export growth  due to trade 

liberalization, but so far as the overall economic performance is concerned, some empirical evidence 

shows that trade liberalization promotes growth and a higher growth of living standard; but at the same 

time the results are not always robust and depend on the measure of liberalization used, the time 

period taken and the estimation method (Thirlwal, 2012).  However, in 2000, Rodriguez and Rodrik 

concluded their evaluation of trade orientation and economic growth by saying that indicators of 

openness and liberalization used are either poor measure of trade barriers and or are highly correlated 
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with other determinants of domestic performance.  According to Rodrik (2001); ‘deep trade liberalization 
cannot be relied upon to deliver high rates of economic growth and therefore does not deserve the high 

priority it typically receives in the development  strategy pushed by leading organisations’. 
Now, let us discuss the effect of trade liberalization on poverty and domestic inequality.  It is 

argued that there may be static efficiency gains from trade liberalization and a greater volume of trade, 

but there will also be welfare losses if domestic firms cannot compete as trade barriers fall and those 

thrown out of work cannot find alternative employment.  In other words, the gains from trade to a 

country may not be equally distributed between people within a country, and some may lose absolutely.  

George (2010) cites production losses in some poor countries of more than 20 percent as a result of 

liberalization. 

If more trade leads to faster economic growth, this should lift more people out of poverty and 

reduce the poverty rate, depending on the elasticity of the poverty rate with respect to growth, but as it 

is stated above that it is not necessary that trade liberalization will lead to faster economic growth, and 

even if the poverty rate declines, the income distribution may still become more unequal if the richest in 

the country  gain relative to the poorest.  However, Winters et al. (2004) concluded their  major survey 

on trade liberalization  and poverty by saying; there can be no  simple relationship between trade 

liberalization and poverty.  Theory provides strong presumption that trade liberalization should be 

poverty alleviating in the long run and on average equally, however, it does not assert that the static 

and micro economic effects of liberalization will always be beneficial to the poor.  Trade liberalization  

necessarily implies distributional changes; it may well reduce the well-being of some people (at least in 

the short term) and some of these may be poor. 

Moreover, it is stated at the same time, that if at all poverty reduces with trade liberalization, it is 

quite possible that wage and income inequality can rise because the share of income going to the top 

income recipients rises by more than the share going to the bottom.  In general, what will happen to the 

income distribution as trade liberalization takes place will depend on how the wage distribution is 

affected, how the distribution of assets changes and what happens to the rate of return on assets. 

Milanovic (2005) undertake a detailed study of the impact of trade liberalization on the distribution of 

income and in his introductory survey of the existing  literature, he remarks; The  conclusions run nearly 

the full gamut, from openness reducing the real  income of the poor to openness raising the income of 

the poor proportionately less than the income of the rich to raising both the same in relative terms.  It is 

to be noted here that there are not results that show openness reducing inequality; that is raising the 

income of the poor more than the income of the rich let alone raising the absolute income of the poor by 

more.  Goldberg and Pavcnik (2007), in their survey of the distributional effects of globalization in 

developing countries, say; (while inequality has many different dimensions, all existing measures of 

inequality for developing countries seen to point to an increase in inequality which in some cases is 

serve; And not only has the distribution of income within poor countries  been increasing overtime, but 

also the distribution of income between poor and rich countries.  There is little evidence which shows 

that free trade has contributed to a narrowing of the income gap between countries, as predicted by the 

orthodox trade and growth theory.  To sum up, it can be stated that while there are some positive 

effects of trade liberalization, there are negative effects also and hence trade liberalization cannot be a 

substitute for a trade and development strategy. 
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Self Assessment Questions – II 

   1. What is the full form of NAFTA. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. What do you mean by economic integration of an economy. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   3. Write any two effects of Trade Liberalisation. 

___________________________________________________________________________ 

___________________________________________________________________________ 

7.10 SUMMARY 

 To sum up, the lesson explains the importance of international trade in economic development. 
It deals with different stories which relate trade and economic development. While there are some 
conditions which are favourable to economic development but at the same time some unfavourable 
conditions are also there. Inspite of the benefits of international trade, it also works as a mechanism of 
international inequality. In the end, concept of trade liberalization is also explained and its effects are 
also explained. So it can be stated that trade liberalization cannot be substituted for trade and 
development strategy. 

7.11 GLOSSARY  

 Biased Gains from Trades – 'Benefits of Trade' accrue disproportionately to rich countries & are 
biased against poor countries. 

 Trade Policy – It refers to all the policies that have either direct or indirect bearings on the 
behaviour of a country. Trade Policy depends on Trade Strategy. 

 Trade Strategy – It is a part of broad Strategy of development adopted by the planners. 

 Inward looking Strategy – It refers to all the policies which discourage reliance on foreign 
resources, It is extreme form, no foreign aid is possible. 

 Orientation of a country is divided into four categories 

   Strongly outward oriented Countries : few trade or for exchange controls 

(1) Outward 

Moderately outward oriented Counties : Overall incentive structure is 
focused on production in the home market. 

Strongly inward oriented countries : Trade contracts & Incentive structure 
are favourable to production in domestic market is against imports 

(2) Inward   

 Moderately inward oriented countries : More definite bias against exports 
and to favour of impart substitution 
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7.14 Model Questions 

Q1. Explain the importance of international trade to economic development. 

Q2. Which are the main stories that explain the relationship of economic development with 
international trade. 

Q3. What do you mean by the Inward and outward orientation of international trade. 

Q4. How would you explain the effect of international trade leading to international inequality? 

Q5. Discuss the meaning and effects of trade liberalization. 
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Lesson-8 

 

FOREIGN FINANCE AND ECONOMIC DEVELOPMENT  

(FDI AND MNCS) 
Structure 

8.0 Objectives 

8.1 Introduction 

8.2 Meaning of Private Foreign capital 

8.3 Foreign Direct Investment (FDI) 

 8.3.1 Types of FDI 

 8.3.2 Recent Trends 

 8.3.3 Emerging Scenario and Future Prospects in FDI 

 8.3.4 Case for and against FDI in General 

8.4 Meaning of Multinational Corporations (MNCs) 

 8.4.1 Characteristics of MNCs. 

 8.4.2 Significance of Multinational corporations 

 8.4.3 Largest Multinationals 

 8.4.4 The case against Multinational Corporations. 

8.5 Private capital transferred through commercial Banks 

8.6 Summary 

8.7 Glossary 

8.8 References 

8.9 Further Readings 

8.10 Model Questions 

8.0 Objectives 

After going through the lesson you will be able to : 

 explain the meaning of Private Foreign capital and Portfolio investment. 

 understand the meaning of Foreign Direct Investment its types. 

 discuss the role FDI plays in economic development. 

 describe the recent trends in Foreign Direct Investment 

 outline the significance of Multinational Corporations. 

 evaluate the potential dangers of Multinational Corporations. 

 enlist the largest multinational corporations in the world. 
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8.1 INTRODUCTION 

In the last lesson, you were acquainted with the role of international trade in economic 
development. We also studied the three stories of relationship of international trade and economic 
development. In this lesson we will study about the role of foreign finance in economic development. 

Balance of payments and its level of monetary reserves depend not only on its current account 
balance (its commodity trade) but also on balance of its capital  account (its net inflow or outflow of 
private and public financial resources).  In fact, balance of payments and its level of monetary reserves 
reflect true nature of a nation’s financial situation.  Due to deficits on current account, there is a 
continuous net inflow of foreign financial resources.  It is more visible in case of almost all non-oil 
exporting developing nations as they are likely to incur deficits on their current account.  In fact, net 
inflow of foreign financial resources represents an important aspect of their long-term development 
strategies. 

Flow of international financial resources takes two main forms i.e., (i) private foreign direct 
investment and portfolio investment and (ii) Public and Private development assistance in the form of 
foreign aid. 

(i) Private Foreign Direct and Portfolio Investment Consists of (a) foreign “direct” 
investment by large MNCs with their Head quarters at some developed countries.   
(b) Foreign portfolio investment in the form of stocks, bonds and notes in LDCs 
emerging credit and equity and marvels by private institutions like banks, mutual funds 
corporations and individuals. 

(ii) Public and private development assistance in the form of foreign and from (a) 
Individual national govts.  And multilateral donor agencies generally know as official 
Development Assistance (ODA) and (b) Private Non-Governmental Organizations 
(NGOs) mostly working directly with developing nations at the local level. 

In the context of dynamic emerging world economic scenario, contribution and critical evaluation 
of both FDI and development aid (foreign aid) in any form assumes special significance as both have 
got a lot of potential for the development.  Thus the present lesson deals with the private FDI and 
MNCs in detail, while issues regarding development aid will be taken up in the next lesson. 

8.2 MEANING OF PRIVATE FOREIGN CAPITAL 

Private foreign capital or venture capital flows out in the form of loans i.e. portfolio investment 
and also in the form of equity capital i.e. direct investment. In addition, private capital moves out 
through commercial banks for investment in foreign countries. Portfolio investment involves the transfer 
of capital from one country to another by means of holding of bonds and securities of a firm or company 
in the borrowing country by parties in the lending country; while direct investment relates to the 
investment made by the entrepreneurs of a firm in one country in a subsidiary firm in another country.  
Apart from this reinvestment of profits in a firm in a foreign country which result in its expansion and 
growth should also be considered as direct investment. The fundamental point of distinction in these 
cases is that direct investment involves control by the investor of the enterprise in which investment is 
made. Private portfolio investment takes place through private parties in a country or its government 
selling bonds or securities in a foreign Stock Exchange Market. Thus capital is lent by private parties 
either to their counterparts or to the government of a foreign country.  In the latter case, the foreign 
resources would be utilized by the borrowing governments concerned to finance government schemes 
or would be relent to private enterprises. The advantage of portfolio investment may be that a larger 
collection is possible at competitive rates of interest. Since the transaction's done on purely commercial 
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lines, the borrowing country has greater freedom in the matter of utilization of resources and can have 
greater control over the same. 

Portfolio investment thus comprises of (i) equity holdings by non-residents in the recipient 
country’s joint stock companies, (ii) creditor capital from private sources abroad invested in recipient 
country's joint stock companies, and (iii) creditor capital from official sources in recipient country’s joint 
stock companies. 

8.3 FOREIGN DIRECT INVESTMENT (FDI) 

The management dimension is what distinguishes FDI from portfolio investment. In most 
instances, both the investor and the asset it manages abroad are business firms in such cases, the 
investor is typically referred to as the ‘parent firm’ and the asset as the ‘affiliate’ or ‘subsidiary’13: 

There are there main categories of FDI. 

• Equity capital is the value of the MNC’s investment in shares of an enterprise in a foreign 
country, an equity capital stake of 10 percent or more of the ordinary shares or voting 
power in an incorporated enterprise, or its equivalent in an unincorporated enterprise, is 
normally considered as a threshold for the control of assets. This category includes both 
mergers and acquisitions and ‘green field investments i.e. the creation of new facilities. 

• Reinvested earnings are the MNC’s share of affiliate earnings got distributed as dividends 
or remitted to the MNC. Such retained profit by affiliates are assumed to be reinvested in 
the affiliate. 

• Other capital refers to short or long term borrowings and lending of funds between the 
MNC and the affiliate. 

Difference Between Foreign Investment and Collaboration 

 Although foreign investment and collaboration with foreign parties are very closely interrelated, 
they are not one and the same thing. Foreign investment may take place without foreign collaboration 
and vice-versa. Capital participation refers to the foreign partner's stake in the capital of the recipient 
country's company while technical services, licensing, franchise, trade marks and patents (for which he 
gets lump sum free or royalty payments for a specified period. 

8.3.1 Types of FDI 

 Literature on FDI classifies investment inflows into three broad groups14. 

• Market Seeking : - These are attracted by the size of the local market, which depends on 
the income of the country and its growth rate. 

• Efficiency-Seeking : - These depend on cost considerations. These are influenced by 
infrastructure facilities and labour costs. 

• Other location advantage :- These include the technological status of a country, brand 
name and goodwill enjoyed by the local firms, openness of the economy, trade and macro 
policies pursued by the government and intellectual property protection granted by the 
government. 

                                                 
13

 A subsidiary is defined in law s a company where the parent company has foreign equity exceeding 51 per cent. 
14

 NS, Siddharthan Declining investment Rate and Union Budget”, EPW, Vol. XXXV No. 13,2000. 
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 There has been a vast increase in the amount of FDI going to developing countries in recent 
years. It rose from an annual rate of $ 2.4 billion in 1962 to $ 17 billion in 1980 and $ 31 billion in 1990 
before surging to over $ 80 billion in 1993, It surged to over $ 147 billion in 2002 and a record of $ 334 
billion in 2005.  FDI flows into developing countries are now running at $ 100 billion a year mainly into 
China and the countries of South-East Asia. Over $ 56 billion flows form the DAC countries of the 
OECD-the amount doubling between 1990 and 1995. According to Thirlwall (1999), there are three 
major factors responsible for this rapid growth of FDI flows: the rise of multinational corporations and 
the search for global profits, the liberalization of global capital markets; and economic liberalization 
within the developing countries. The table below shows both the rapid recent growth of FDI and its 
concentration among 10 recipient nations in 2006. 

Table-1 

Foreign Direct Investment (FDI) in Developing Countries (1970-2003)  
and Major Recipients of FDI in 2006. 

Year Net FDI Ten Major Recipients Stock of  

 Billion US ($)  of FDI FDI as % of GDP 

1970 3.1 China 26.7 

1980 10.9 Hong Kong 276.3 

1990 31.0 Singapore 174.2 

1991 38.7 Russia 18.7 

1992 42.5 Mexico 28.4 

1993 53.2 Turkey 15.1 

1994 78.1 Poland 31.3 

1995 96.3 Brazil 22.4 

1996 48.9 Chile 57.1 

1997 119.4 India 7.1 

1998 170.9   

1999 185.4 

2001 175.0 

2003 135   

 Africa received less than 5% of the total, and the least developed countries got under 2%. This 
is not surprising given the fact that private capital gravitates toward countries and regions with the 
highest financial returns and the greatest perceived safely.  According to Todaro (2005), where debt 
problems are severe, govts. are unstable, and economic reforms are just beginning, the risks of capital 
loss can be high. He says, we must recognise that multinational corporations are not-in the 
development business; their objective is to maximize their returns on capital. This is why over 90% of 
global FDI goes to other industrial countries and the fastest growing Third World nations.  During 2005-
06 to 2008-09. FDI flows assumed greater significance all over the world. As per the United Nations 
Conference on Trade And Development (UNCTAD) report titled, "Assessing the Impact of the financial 
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and economic crisis on global FDI flows.", the total flows increased from US $ 25.1 billion in 2007 to US 
$ 46.5 billion in 2008. This is despite 14.5 percent decline in global FDI inflows from US $ 1940 9b. In 
2007 to US $ 1658.5 bi-in 2008. A comparative statement of different countries is given in the following 
table. 

Table-2 

Rank in 2008 Countries 2007 2008 Growth Rate 

1 USA 232.8 320.9 37.8 

2 France 158.0 126.1 -20.2 

3 UK 196.4 96.8 -50.7 

4 Belgium 70.0 94.2 34.6 

5 China 83.5 92.4 10.6 

6 Russia 52.5 70.3 34.0 

7 Spain 68.8 65.5 -4.8 

8 Hong Cong, China 59.9 63.0 5.2 

9 India 25.1 46.5 85.1 

10 Brazil 34.6 45.1 30.3 

11 Sweden 22.1 40.4 83.1 

 World 

 As is clear from the table, India achieved a growth of 85.1 percent in FDI inflows which was the 
highest globally. In terms of UNCTAD survey (2008-10) China is the most preferred investment 
destination, followed by India. The United States, the Russian Federation and Brazil. Similarly at 
Kearney's 2007 FDI confidence index shows China, India and USA as the most preferred locations in 
that order. 

 With the reforms in policies, better infrastructure and vibrant financial sector, FDI inflows into 
India have accelerated since 2006-07. On a gross basis FDI inflows into India increased from US $ 
8.9 b. in 2005-06 to US $ 22.8 b. in 2006-07 and further to US $ 34.4 b in 2007-08 In the fiscal 2008-
09 (April-Dec) gross FDI into India was US $ 27.5 b. FDI inflows are spread across a range of 
activities like financial services, manufacturing, banking services. Information technology, services and 
construction. 

 FDI has grown significantly on the net basis also. The year-to-year growth in FDI (net) was 
153.6 percent in 2006-07 and 100.2 percent during 2007-08. Outward investment by India increased 
from less than US $ 2.4 b during  2003-04 and 2004-05 to US $ 15.8 b. in 2006-07 and US $ 21.3 b in 
2007-08. 

 During fiscal 2008-09 (April-Dec), FDI into India (net) remained buoyant at US $ 27.4 b (US $ 
20.0 b in April-Dec. 2007) reflecting relatively better investment climate in India and the continuing 
liberalization measures to attract FDI. Outward FDI (net) continued to remain high at US $ 12.0 b. 
during April-Dec. 2008 even in the current economic situation, though it was marginally lower than its 
previous year's level of US $ 13.1 b. Due to large in ward flows, the net FDI (inward minus outward 
FDI) was higher at US $ 15.4 b in April-Dec 2008 as compared with US $ 6.9 b. in April-Dec 2007. 
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Robust economic growth, an improved investment environment and opening up of critical sectors like 
telecommunications, civil aviation, refineries, construction etc. facilitated FDI inflows into India. 
According to UNCTAD study-world investment report, 2010 India is ranked as the 9th most attractive 
destinations for FDI up from 13th last year. It received $ 35 billion FDI in 2009. Top ten positions, 
according to the report are given below in the table. 

Table-3 

 Rank Country            Amount of FDI (US $) 

 1 U.S.   130 billion 

 2 China   95 billion 

 3 France    60 billion 

 4 Hong Kong   48 billion 

 5 U.K.   46 billion 

 6 Russia   39 billion 

 7 Germany  36 billion 

 8 Saudi Arabia  36 billion 

 9 India   35 billion 

 10 Belgium   34 billion 

     Rediff.com business 

According to UNCTAD estimates (2011)-global inflows of foreign direct investment (FDI) rose 
marginally by 1% from $ 1,114 billion in 2009 to almost $ 1,122 in 2010.  These stagnant global flows in 
2010 were accompanied by divergent trends in the components of FDI.  While the increased profits of 
foreign affiliates, especially in developing countries, boosted  reinvested earnings, the uncertainty 
surrounding global currency markets and European Sovereign debt, resulted in negative intra-company 
loans and lower equity investments.  Divergent trends were seen not only in components, uneven 
pattern is also seen among regions and modes of FDI.  While FDI inflows to developed countries 
contracted further in 2010, those to developing and transition economics recovered and for the first time  
these economies (taken together) received more than half of the global FDI flows.  The following table 
shows the FDI inflows by regions and major economy in 2009-10. 

Table-4 

FDI Inflows by Region and Major Economy, 2009-10 

(Billions of Dollars) 

Region/Economy FDI Inflows 

 2009 2010 Growth Rate % 

World 1114.1 1122.0 0.7 

Developed Economies 565.9 526.6 - 6.9 

Europe  378.4 295.4 - 21.9 
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European Union 361.9 289.8 - 19.9 

Developing Economies 478.3 524.8 9.7 

Africa 58.6 50.1 - 14.4 

Latin America & the Caribbean 116.6 141.1 21.1 

Asia and Ocenia 303.2 333.6 10.0 

West Asia 68.3 57.2 - 16.2 

South, East and South East Asia 233.0 274.6 17.8 

China 95.0 101.0 6.3 

Hong Kong, China 48.4 62.6 29.2 

India 34.6 23.7 - 31.5 

Singapore 16.8 37.4 122.7 

Malaysia 1.4 7.0 409.7 

South East Europe & the CIS 69.9 70.5 0.8 

Russian Federation 38.7 39.7 2.5 

Source : UNCTAD 

* UNCTAD (2011) – Global and Regional FDI Trends in 2010. 

It can be seen from the table-4 that FDI flows to developing economies rose some 10% to $ 525 
billion in 2010, thanks to a  relatively fast economic recovery and  increasing South-South flows.  
Behind this general increase lie significant differences while Latin America and South, East and South 
East Asia experienced strong growth in FDI inflows, West Asia and Africa continued to see declines. 

Inflows to Africa, which peaked in 2008 driven by the resource boom, appear to continue the 
downword trend of the previous year.  For the region as a whole, UMCTAD estimates show that FDI 
inflows fell by 14%  to $ 50 billion in 2010.  Though there was an increase of FDI from developing Asia 
and Latin America to Africa but it was not yet enough to compensate for the decline of FDI from 
developed countries which still account for the lion’s share of inward FDI flows to many African 
countries. 

Thanks to its position as a leader of the global economic recovery, FDI flows to South, East and 
South.  East Asia has picked up markedly, out performing other developing regions.  After a 17% 
decline in 2009, in flows to the region rose by about 18% in 2010, reaching $ 275 billion, due to 
booming inflows in Singapore, Hong Kong (China), China, Indonesia, Malaysia in that order.  FDI 
inflows (in the non-financial sector) to China, for example, reached more than $ 100 billion.  Breaking 
this general upword trend, South Asia experienced a 14% drop in FDI, mainly due to declines inflows to 
India from $ 34.6 billion in 2009 to $ 23.7 billion in 2010 thus registering a 31.5% drop in inflows of FDI 
over the period. 
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However the transition economies experience a halt in the decline of FDI inflows.  These 
economies have registered a marginal increase in FDI inflows, of  roughly 1%, in 2010 to  $ 71 billion, 
after falling more than 40% in the previous year. 

World Investment Report 2012 by UNCTAD has summarized these trends in FDI in the 
following Table 5. 

Table 5: FDI Flows, by Region, 2009-2011 

(Billions of dollars and per cent) 

 FDI Inflows FDI Outflows 

Region 2009 2010 2011 2009 2010 2011 

World 1.197.8 1309.0 1524.4 1175.1 1451.4 1694.4 

Developed economies 606.7 618.6 747.9 857.8 989.6 1237.5 

Developing economies 519.7 616.7 684.4 768.5 402.1 383.8 

Africa 52.6 43.1 42.7 3.2 7.0 3.5 

East and South-East Asia 206.6 294.1 335.5 176.6 243.0 239.9 

South Asia 42.4 31.7 38.9 16.4 13.6 15.2 

West Asia 66.3 58.2 48.7 17.9 16.4 25.4 

Latin America and the Caribbean 149.4 187.4 217.0 54.3 119.9 99.7 

Transition economies 72.4 73.8 92.2 48.8 61.6 73.1 

Structurally weak, vulnerable and small economies 

 45.2 42.4 46.7 5.0 11.5 9.2 

LDCs 18.3 16.9 15.0 1.1 3.1 3.3 

LLDCs 28.0 28.2 34.8 4.0 9.3 6.5 

SIDS 4.4 4.2 4.1 0.3 0.4 0.6 

Memorandum: percentage share in world FDI flows 

Developed economies 50.6 47.3 49.1 73.0 68.2 73.0 

Developing economies 43.3 47.1 44.9 22.8 27.6 22.6 

Africa 4.4 3.3 2.8 0.3 0.5 0.2 

East and South-East Asia 17.2 22.5 22.0 15.0 16.7 14.2 

South Asia 3.5 2.4 2.6 1.4 0.9 0.2 

West Asia 5.5 4.4 3.2 1.5 1.1 1.5 

Latin America and the Canbhean 12.5 14.3 14.2 4.6 8.3 5.9 

Transition economies 6.0 5.6 6.0 4.2 4.2 4.3 

 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



159 

Structurally weak, vulnerable and small economies 

 3.8 3.2 3.1 0.4 0.8 0.5 

LDCs 1.5 1.3 1.0 0.1 0.2 0.2 

LLDCs 2 2.2 2.3 0.3 0.6 0.4 

SIDS3 0.4 0.3 0.3 0.0 0.0 0.0 

Source : UNCTAD, World Investment Report, 2012. 

FDI flows to developed countries grew robustly in 2011, reaching $ 748 billion, up by 21% from 

2010.  Nevertheless, the level of their inflows was still a quarter below the level of the pre-crisis three 

year average.  Despite this increase, developing and transition economies together continued to 

account for more than half of global FDI (45% and 6% respectively) for the year as their combined  

inflows reached a new record high rising 12 percent to $ 777 billion.  Reaching high level of global FDI 

flows during the economic and financial crises it speaks to the economic dynamism and the strong role 

of these countries in the future FDI flows that they maintained this share as the developed economies 

rebounded in 2011. 

Rising FDI to developing countries was driven by a 10 percent increase in Asia and a 16 

percent increase in Latin America and the Caribbean.  FDI to the transition economies increased by 25 

percent to $ 92 billion.  Flows to Africa, in contrast, continued their downword trend for a consecutive 

year, but the decline was marginal.  The poorest countries remained in FDI recession, with flows to the 

least developed countries (LDCs) retreating 11 percent to $ 15 billion. 

A resurgence in economic uncertainty and the possibility of lower growth rates in major 

emerging markets risks undercutting this favourable trend in 2012.  Report predicted the growth rate of 

FDI to be slowed down in 2012, with flows leveling off at about $ 1.6 trillion, the midpoint of a range.    

Weak levels of M &As announcements also suggested sluggish FDI flows in the later part of the year. 

According to UNCTAD’s tenth Global Government Trend Monitor, global FDI declined by eight 
percent in the first half of 2012 s economic recovery suffered new set backs in the second quarter of 

the year.  In developing world also, FDI inflows decreased by 5 percent.  The report finds that global 

FDI fell by $ 61 billion, with the decline mainly caused by a drop of $ 37 billion in inflows to the US and 

a fall of $ 23 billion in inflows to BRIC countries Brazil, Russian Federation, India and China.  China 

however emerged as the world’s largest recipient of FDI in the first half of 2012, followed by United 
States, says the report.  It further states, that “for the first time, developing  economies alone  
accounted for  a half  of the  global total emphasizing it distinguished developing counties from the so 

called ‘transition’  economies, such as those of South East Europe and the Commonwealth of Indian 
States.”   

8.3.2 Recent Trends 

 Global foreign direct investment (FDI) inflows fell by 16 percent in 2014 to $ 1.23 trillion, 
down from $ 1.47 trillion in 2013. The decline in FDI flows was influenced mainly by the 
fragility of the global economy, policy uncertainty for investors and elevated geopolitical risks. 
New investments were also offset by some large divestments.  

 The global FDI decline marks regional variation. While developed countries and 
economies in transition saw a significant decrease, in flows to developing economies 
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remained at historically high levels. FDI flows to these countries increased by 2 percent to 
reach their highest level at $ 681 billion in 2014 accounting for 55 percent of the global FDI in 
flows. This increase in developing country inflows is, overall, primarily a developing Asia 
story. FDI flows to that region grew by a percent to $ 465 billion, constituting the lion’s shall of 
total FDI in developing economies. On the other hand, flows to Latin America declined and 
those to Africa remained flat. The FDI inflow to the regions are shown in the following fig ure. 

FDI Inflows, by Region, 2012-2014 (Billions of Dollors) 

 

Source – World Investment Report - 2015 

 FDI flows to Latin America and the carribean-excluding the carribean offshore financial 
centres – decreased by 14 percent to $ 159 billion in 2014, after four years of consecutive 
increases. This decrease was mainly the consequence of a 72 percent decline in cross – 
border mergers and acquisitions (M&As) in central America and the carribean and of lower 
commodity prices, which reduced investment in the extractive industries in south America. 
While FDI flows to Mexico, the Bolivarian Republic of Venezuela, Argentine, Colombia and 
Peru declined, flows to Chile increased, owing to high levels of cross border M&As sales. In 
Brazil, the sharp fall of FDI in the primary sector was compensated by an increase in FDI in 
manufacturing and services, keeping total flows similar to 2013 levels. (World Investment 
Report 2015). 

 According to the report, inflows to Africa remained stable at $ 54 billion. North Africa saw 
its FDI flows decline by 15 percent to $ 12 billion, while flows to sub-Saharan Africa increase 
by 5 percent to $ 42 billion. In sub-Saharan Africa, FDI flows to west Africa declined by to 
percent to $ 13 billion, as Ebola, regional conflicts and falling commodity prices negatively 
affected several countries. Flows to Southern Africa also fell by 2 percent to $ 11 billion. By 
contrast, central Africa and East Africa saw their FDI flows increase by 33 percent and 11 
percent, to $ 12 billion and $ 7 billion respectively. 

 FDI flows to developed countries dropped by 28 percent to $ 499 billion. Inflows to the 
united states fell to $ 92 billion (40% of their 2013 level), mainly due to Vodafone’s 
divestment of Varizon, without which flows into united states would have remained stable. FDI 
flows to Europe also fell by 11 percent to $ 289 billion, one third of their 2007 peak, while in 
North America FDI dropped 51 percent to $ 146 billion. Among European economies, inflows 
decreased in Ireland, Belgium, France and Spain while they increased in united Kingdom, 
Switzerland and Finland. 

 Inflows to transition economies declined by 52 percent to $ 48 billion, as regional conflict 
& sanctions deltered new foreign investors. FDI flows to the Russian Federation fell by 70 
percent to $ 21 billion, in part an adjustment from the level reached in 2013 as a result of the 
Rosneft – BP mega- transaction.  

 FDI flows to Asia grow by percent to $ 456 billion in 2014. East Asia, South Asia & South 
East Asia all saw increased inflows. FDI in China amounted to $ 129 billion, up by 4 percent 
from 2013, mainly because of an increase in FDI in the services sector. FDI in flows also rose 
in Hong Kong (China) and Singapore. India experienced a significant increase of 22 percent 
to $ 34 billion. Overall China became the largest FDI recipient in the world in 2014. The 
following table gives the position of 20 host countries receiving FDI in 2013, 2014.  

FDI Inflows: Top 20 host Economies, 2013-2014 (Billions Dollors) 
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Source: UNCTAD (2015) – World Investment Report. 

 We can see that united states dropped to third largest host country, primarily because if 
the large verizon divestment by Vodafone (United Kingdom) of the top ten FDI recepients, in 
the world, five are developing countries. However, FDI flows to West Asia continued their 
down word trend in 2014 for the sixth consecutive year, decreasing by 4 percent to $ 43 
billion, owing to the security situation in the region.  

 So far as the FDI out flows are concerned, developing Asia became the wo rld’s largest 
investor region. In 2014 out word FDI from developing economies as a whole increased to $ 
468 billion from the level of $ 381 billion in 2013 thus showing a 23% increase from the 
pervious year. Their share in global FDI reached a record 35 percent, up from 13 percent in 
2007. The following figure shows this situation.  

 

 

 

  In contrast, net investment by developed countries was flat, primarily because a large 
expansion some developed country MNEs was offset by large divestments by others. FDI  out 
flows from transition economies fell by 31 percent to $ 63 billion as natural resource based 
MNEs, mainly from the Russian Federation, reduced their investment abroad. Developing 
economies now account for more than one-third of global FDI out flows, up from just about 
one-tenth in 2000. 

 South-South FDI flows, including intraregional flows have intensified in recent years. FDI 
from developing economies has grown significantly. The largest outward investing economies 
include Brazil, China, Hong Kong (China), India, the Republic of Korea, Malaysia, Mexico, 
Singapore, South Africa and Taiwan Province of China. FDI outward stock from developing 
countries to other developing economies excluding carribean offshore financial Centres, grow 
by two-thirds form $ 1.7 trillion in 2009 to $ 2.9 trillion in 2013. East Asia and South-East Asia 
were the largest recepient developing regions by FDI stock in 2013. The share of poorest 
developing regions in South-South FDI is still law, but it is growing.  

8.3.3. Emerging Scenario and Future Prospects in FDI 

Global foreign direct investment (FDI) flows fell by 23 percent in 2017, to $1.43 trillion from a 
revised $ 1.87 trillion in 2016. While other macro economic variables such as GDP and trade saw 
substantial improvement in 2017. FDI flows fell sharply in developed economies and economics in 
transition while those to developing economies remained stable. So developing economies accounted 
for a growing share of global FDI inflows in 2017, absorbing 47 percent of total, compared with 36 
percent in 2016. 

So for as FDI inflows by regions are concerned, the following diagram presents a clear picture. 

FDI inflows to developing Asia were stable at $476 billions. The modest increase in Latin 
America and the Caribbean (+ 8 percent to $ 151 billion) compensated for the decline in Africa (– 21 
percent to $ 42 billion). The stamp in FDI flows to Africa was due largely to weak oil prices and lingering 
effects from the commodity bust, as flows contracted in commodity-exporting economies such as Egypt, 
Mozambique, the Cango, Nigeria and Angola. Foreign investments to South Africa also contracted by 
41 percent. 
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Sourse : World Investment Report, 2018 

Developing Asia regained its position as the largest FDI recipient region. Against the backdrop 
of a decline in the world wide FDI, its share in global inflows rose from 25% in 2016 to 33% in 2017. 
The largest three recipients were China, Hong Kong (China) and Singapore. With reported inflows 
reaching an all-time high, China contributed to be the largest FDI recipient among developing countries 
and the second largest in the world behind the United States. 

The increase in FDI flows to Latin America and Caribbean constituted the first rise in size years. 
Inflows are still well below the peak reached in 2011 during the commodity boom. Although 
commodities continued to underpin investment in the region, there is now a shift towards the 
infrastructure, finance, business services ICT and same manufacturing. 

FDI flows to transition economies in South East Europe and the commonwealth of Independent 
States (CIS) declined by 27 percent in 2017, to $ 47 billion, following the global trends. This constituted 
the second lowest level since 2005. Most of the decline was due to sluggish FDI flows to four major CIS 
economies : The Russian Federation, Kazakhstan, Azerbaijan and Ukraine. 

As a result of these regional variations, the share of developed economies in world FDI flows as 
a whole decreased to 50% of the total. Half of the top 10 host economies continued to be the 
developing economics. 
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The United States remained the largest recipient of FDI, attracting $275 billion inflows, followed 
by China, with record inflows of $136 billion, despite an apparent slowdown in the first half of 2017. 

FDI outflows : 

MNE from developed economies reduced their overseas investment activity only marginally. 
The flow of outward investment from developed economies declined by 3 percent to $ 1 trillion in 2017. 
Their global share of outward FDI flows was unchanged at 71 percent. 
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Flows from developing countries fell by 6 percent to $381 billion, while those from transition 
economies rose 59 percent to $40 billion. 

So for as European MNES are concerned, outward investment fell by 21 percent to $ 418 billion 
in 2017. This was driven by sharp reductions in outflows from the Netherlands and Switzerland. 
Outflows from the Netherlands – largest source country in Europe in 2016–dropped by $ 149 billion to 
just $ 23 billion, owing to absence of the large mega deals that characterized Dutch outward investment 
in 2016. As a result, the country’s equity outflows fell from $ 132 billion to a net divestment of $ 5.2 
billion. In Switzerland, outflows declined by $ 87 billion to $ 15 billion. Equity flows fell by $ 47 billion 
and intercompany loans fells by $ 42 billion. 

In contrast, outflows from the United Kingdom rose from – $ 23 billion in 2016 to $ 100 billion in 
2017, as a result of large purchases by MNES based in the United Kingdom. 

Investments by MNEs in North America rose by 18 percent to $ 419 billion in 2017. Most 
outward FDI from the United States – the largest investing country is in the form or retained earnings. 
Reinvested earnings in the fourth quarter of 2017 were 78 percent higher than during the same period 
in 2016, in anticipation of tax reforms. 

Investment activity abroad by MNEs from developing economies declined by 6 percent, 
reaching $381 billion. Outflows from developing Asia were dawn a percent to $350 billion as outflows 
from China reversed for the first time since 2003 (down 36 percent to $ 125 billion). The decline of 
investment from Chinese MNEs was the result of policies clamping down on outward FDI, in reaction to 
significant capital outflows during 2015-16, mainly in industries such as real estate, hotels, cinemas, 
entertainments and sport clubs. The decline in China and Taiwan Province of China (dawn 36 percent 
to $ 11 billion) offset gains in India (up 123 percent to $ 11 billion) and Hong Kong, China (up 39 
percent to $83 billion). 

Outward FDI from Latin America and the Caribbean (excluding financial centres) rose by 86 
percent to $17.3 billion, as Latin American MNEs resumed their international investment activity. Yet 
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outflows remained significantly lower than before the commodity price slump. Outflows from Chile and 
Columbia – the region’s largest outward investors in 2016 – declined by 18 percent in 2017, at $ 5.1 
billion and $ 3.7 billion respectively. Are equity out flows dried up. Investment from Brazil rmained 
negative at about – $ 1.4 billion. 

FDI outflows from Africa increased by 8 percent to $ 12.1 billion. This largely reflected increased 
outward FDI by south African firm (up 64 percent to $ 7.4 million) and Moroccan firm (up 66 percent to 
$ 960 million). South African retailers continued to expand into Namibia, and standard Bank opened 
several new branches there. 

In 2017, FDI outflows from economies in transition recovered by 59 percent, to $ 40 billion, after 
being dragged down by recession in 2014–16. This level however, remains 47 percent below the high 
recorded in 2013 ($ 76 billion). As in previous years, the bulk of investment from transition economies is 
by Russian MNEs. In 2017 their investment activity rose by 34 percent, mainly due to two large 
transactions – Rosnet acquired a 49 percent share in Essar Oil (India) for close to $ 13 billion and a 30 
percent stake in the offshore Zohr gas field in Egypt from the Italian firm Eni for $ 1.1 billion. 

 

FDI as a component of financing for development : 

Developing economies can draw on a range of external sources of finance, including FDI, 
portfolio equity, long term and short term loans (public and private ), ODA, remittances and other official 
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flows. FDI has been the largest source of external finance for developing economies over the past 
decade, and the most resilient to economic and financial shocks. 

On average, between 2013 and 2017, FDI accounted for 39 percent of external finance for 
developing economies. 

 

For the LDCs, however, ODA is the most significant sources of external finance, at 36 percent 
of external finance over the same period compared with 21 percent for FDI. 

FDI also exhibits lower volatility than most other soruces. Debt-related flows are susceptible to 

sudden stops and reversals. For example, the widespread retrenchment of European Banks’ foreign 

lending in 2015 caused a drop in long-term loans to developing economies. Short term loans declined 

sharply in the same year, as Chinese firms repaid dollar debt and foreign investors reduced exposure 

to ren-minbi denominated assets. Portfolio   equity flows account for a law share of external finance to 

developing economies, especially where capital markets are less developed. They are also less 

relatively unstable because of the speed at which positions can be unwarned. 

The growth of ODA has stagnated over the past decade. It amounts to about a quarter of FDI 

inflows to developing economies as a group. Preliminary  data indicate that net ODA from members of 

the OECD Development Assistance Committee fell by 0.6 percent in 2017. 
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Remittances are becoming an increasingly important component of external finance for 

developing economies in general and in LDCs in particular. Remittance to developing economies are 

estimated to have risen by 8.5 percent in 2017, with notably strong upticks in Sub-Saharan African, 

Latin America and the Caribbean, and transition economies. Owing to higher economic growth in the 

united states and the European Union. Growth in remittances to South Asia is expected to be weaker 

because of law oil prices and the tightening of labour market policies in the Gulf Cooperation Council 

Countries. 

Apart from Volatility, there are important differences between types of flows. First, FDI 

represents not only a source of funds, but also a package of tangible and intangible assets that can 

help build productive capacity in developing countries. From a host or recipient country’s macro 
economic perspective, FDI and port (folio equity are relatively more expensive types of external finance 

(i.e. they typically require a higher rate of return), but returns are contingent on profits (i.e. on business 

success or successful implementation of projects). Short-term and long term debt is cheaper, but 

interest payments must be made with regularity, and the repayment of interest and principle is 

independent of profitability. ODA and remittances do not generally create a liability for the recipient- 

country ODA is mainly used for direct budgetary support, as opposed to investment, but it can be spent 

on investment in projects related to the sustainable Development Goals that might otherwise not be 

attractive to private sector investors. Remittances are predominantly spent on household consumption, 

with limited investment in productive assets although there is increasing evidence that remittances are 

used to finance small businesses. 

FDI Prospects  

Global FDI flows are projected to increase marginally, by about 5 percent in 2018, to $ 1.5 

trillion. This expectation is based on current forecasts for a number of macroeconomic indicators and 

firm - level factors. 

Overall prospects assessment  

The fragile growth of FDI flows expected for 2018 reflects an upswing in the global economy, 

strong aggregate demand, an acceleration in world trade and strong MNE profits (total profits, which 

may not reflect the profitability of overseas operations). The improving macroeconomic outlook has a 

direct positive effect on the capacity of MNES to invest; business survey data indicates optimism about 

short term FDI prospects. Also, the expected increase in FDI inflows in 2018 is consistent with project 

data for the first quarter. 

However, the expectation of an increase in global FDI is tempered by a series of risk factors. 

Geopolitical risks, growing trade tensions and concerns about a shift towards protectionist policies 

could have a negative impact on FDI in 2018. In addition, tax reforms in the United States are likely to 

significantly affect investment decisions by united states MNEs in 2018, with consequences for global 

investment patterns. Moreover, longer-term forecasts for macroeconomic variables contain important 

downsides, including the prospects of interest rate rises in developed economies with potentially 

serious implications for  emerging market currencies and economic stability (IMF, 2018). 

Projections (Table below) indicate the FDI flowscould increase in developed and transition 

economies while remaining flat in developing economies as a group. 
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FDI inflows, projections, by group of economies and region 2015-2017, and projections, 2018 
(Billions of dollars and percent) 

 

Group of economies/region 

 

2015 

 

2016 

 

2017 

Projections 

2018 

World 1,921 1,868 1,430 1,450 to 1,570 

   Developed economies 1,141 1,133 712 740 to 800 

Europe 595 565 334 ~ 380 

North America 511 494 300 ~ 320 

   Developing economies 744 670 671 640 to 690 

Africa 57 53 42 ~ 50 

Asia 516 475 476 ~ 470 

Latin America and the Caribbean 169 140 151 ~ 140 

Transition economies 36 64 47 50 to 60 

Memorandum : annual growth rate (per cent) 

World 44 – 3 – 23 (1 to 10) 

Developed economies  91 – 1 – 37 (5 to 10) 

Europe 117 – 5 – 41 ~ 15 

North America 96 – 3 – 39 ~ 5 

Developing economies 9 – 10 0 (– 5 to 5) 

Africa 8 – 6 – 21 ~ 20 

Asia 12 – 8 0 ~ 0 

Latin America and the Caribbean – 1 – 17 8 ~ 5 

Transition economies – 36 78 –27 ~ 20 

Source : UNCTAD, FDI/MNE database (www.unctad.org/fdistatistics) 

Note : Percentages are rounded. 

 FDI inflows to Africa are fore cast to increase by about 20 percent in 2018, to $ 50 
billion. The projection is underpinned by the expectation of a continued modest recovery 
in commodity prices and by macroeconomic fundamentals. In addition, advances in 
interregional cooperation, through the signing of the African Continental Free Trade 
Area (AfCFTA) could encourage stronger FDI flows in 2018. Yet Africa’s commodity 
dependence will cause FDI to remain cyclical. 

 FDI inflows to developing Asia are expected to remain stagnant, at about $ 470 billion. 
Inflows to China could see continued growth as a result of recently announced 
liberalization plans. Other sources of growth could be increased intraregional FDI in 
ASEAN, in clouding to relatively low-income economies in the grouping, notably the 
CLMV countries. Investments from East Asia will also continue to be strong in these 
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countries. In West Asia, the evolution of oil prices, the efforts of oil rich countries to 
promote economic diversification, and political and geopolitical uncertainties will shape 
FDI inflows. If trade tensions should escalate and result in disruptions in GVCS, the 
subsequent effect on FDI would be more strongly feel in Asia. 

 Prospects for FDI in Latin America and Caribbean in 2018 remain muted, as 
macroeconomic and policy uncertainties persist. Flows are forecast to decline 
marginally, to same $ 140 billion. Economic prospects remain challenging. Uncertainty 
associated with upcoming elections in same  of the largest economies in the region, and 
possible negative spillovers from interest rate rises in developed countries and 
international financial market disruptions might have an impact on FDI flows in 2018. 

 FDI flows to transition economies are forecast to rise about 20 percent in 2018, to $ 55 
billion, supported by firming oil prices and the growing macro-stability of the Russian 
economy. However, they may be hindered by geopolitical risks. 

 FDI flows to developed countries are projected to increase to about $ 770 billion. Based 
on macroeconomic fundamentals, flows to Europe should increase by 15 percent and to 
North America by 5 percent. However, the repatriation of retained profits by United 
States MNEs as a result of tax reforms will have a dampening effect on FDI inflows in 
Europe, as will uncertainties arising from tensions in trade relations. 

8.3.4 Case for and Against FDI in General 

 FDI brings many advantages to recipient countries, but there are also many potential dangers 
and disadvantages from the development point of view. Thirlwall (1999) summarized some of the 
advantages, (i) FDI raises the investment ratio above the domestic savings ratio, which is good for 
growth if nothing adverse happens to the productivity of the investment (ii) The investment brings with it 
knowledge, technology and management skills, which can have positive externalities on the rest of the 
economy, (iii) Foreign investment in the same or related fields. It requires the training of the labour, 
which is another positive externality. It is estimated that 20 million workers are employed directly or 
indirectly by MNCs in developing countries, (iv) A great deal of FDI goes into the tradeable goods 
sector of the recipient countries, which improves the export performance of these countries and earns 
them valuable foreign exchange. Research on the relation between FDI and the growth of the GDP 
reveals a positive one. But there is also evidence of bi-directional causality. While FDI affects growth 
positively at lest above a certain threshold, but growth also affects FDI positively.15 

 As it has already been mentioned above that investment by multinational corporations with 
headquarters in, developed countries involves not only a transfer techniques of production, managerial 
and marketing expertise, products, advertising and business practices for the maximasation of global 
profits. But the questions is whether such investment contributes to the broader aspects of 
development relating to the patterns of development and the distribution of Income. 

 Foreign direct investment according to Thirlwall (2005), has the potential disadvantage when 
compared with loan finance, that there may be an outflow of profits that lasts much longer than the 
outflow of debt service payments on a loan of equivalent amount. While a loan only creates obligations 
for a definite number of years, FDI may involve an unending commitment. This has serious implications 
for the balance of payments and for domestic resource utilizations. If foreign exchange is a scarce 
resource. In the long run, he says, if profits are repatriated the impact of continuous foreign direct 

                                                 
15

 Ignancy Sachas "Searching for New Development Stragegies”. EPW, Vol., XXX No. 27, July 8, 1995 
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investment grows substantially from year to year. This, of course than increases the power and 
influence of the foreign interests within the country concerned. 

Self Assessment Questions – I 

   1. Name the three broad groups of Foreign Direct Investment. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. What do you mean by Private Foreign Capital. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   3. Enlist any two advantages of FDI. 

___________________________________________________________________________ 

___________________________________________________________________________ 

8.4 MEANING OF MULTINATIONAL CORPORATIONS (MNCs) 

 An MNC is that which undertakes foreign direct investment i.e. It owns or controls income 
generation assets in more than one country, and in so doing produces goods or services outside the 
country of origin, i.e. engages in international production. 

8.4.1 Characteristics of MNCs :- The MNCs are multi-process, multi-product and multi-national 

composite enterprises. Following are their main characteristics. 

• Giant Size :- The assets and sales of MNCs run into billions of dollars and they also make 

supernormal profits. A study at the IMF reveals that MNCs have an estimated $ 3.4 Trillion 
invested in about 4,49,000 foreign affiliates. According to the estimates by the Economists 
worlds top 300 MNCs now control over 25 per cent of the $ 20 Trillion stocks of productive 
assets. No size, howsoever big, is perceived to be sufficient. And hence the MNCs keep 
on growing, even through the route of mergers and acquisitions. A recent example of this 
kind is Daimler Benz. 

• International Operations :- In such a corporation control resides in the hands of a single 
institution. But its interests and operations sprawl across national boundaries. MNCs have 
become in effect 'global factories' searching for opportunities anywhere in the world. An 
MNC operates through a parent corporation in the home country it may assume the form 
of a branch or a subsidiary in the home country. If it is a branch, it acts for the parent 
corporation without any local capital or managements assistance. If it is subsidiary, the 
majority control is still exercised by the foreign parent company, although it is incorporated 
in the home country the foreign control may range any where between the minimum of 51 
percent to the full 100 percent. An MNC thus combines ownership with control. The 
branches and subsidiaries of an MNC operate under the united control of the parent 
company. 

• Oligopolist Structure :- Through the process of merger and takeover etc.; in course of 

time an MNC acquires awesome power. This coupled with its giant size makes it 
oligopolistic in character. 
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• Spontaneous Evaluation :- MNCs usually grow in a spontaneous and unconscious 

manner. Very often, they develop through 'creeping incrementalism'. Many firms have 
become international by accident. At times, firms have also established subsidiaries 
abroad due to wage differentials and better opportunities prevailing in the home country. 

• Collective Transfer of Resources : - An MNC facilitates a multilateral transfer of 

resources. Usually this transfer takes place in the form of a 'package' which includes 
technical know how, equipments and machinery, raw materials, finished product, 
managerial services and so on MNCs are composed of a complex of widely varied modern 
technology ranging from production and marketing to management and finance. 

8.4.2  Significance of Multinational Corporations 

 The MNCs have revolutionary effect on the international economic system. It is so because the 
growth of international transactions of the MNCs has affected the more traditional flows and 
international trade for many economies. Moreover, with the retreat of socialism, and failure of aid as an 
instrument of economic development, there has been a greater realization of the capacity of MNCs to 
deliver an efficient package of practices. In 1970s MNCs were characterised by alarmists as something 
of an evil monster-most like muggers on a dusk night waiting to pounce on the innocent passed by. 
MNCs were seen as perhaps, not serious objects of harm, not instruments for good. These attitudes 
have changed in the past few years.  

With the increase of globalization, which is both cause and the effect of internationalization of 
world trade, MNC’s have become dominant players in the global economy. 
 Although severely affected by the economic and financial crisis, and expected to fall from $ 1.7 
trillion of 2008 to below $ 1.2 trillion in 2009, the FDI by MNCs have been paid great importance for 
high economic growth and strong economic performance in many parts of the world. 

Table 7 : Snapshot of the largest 100 MNCs from world wide, 2006-07-08 

Variable 2006 2007 2006-07 2008 2007-08 

   % change  % age change 

Assets ($ billion) 

Foreign 5245 6116 16.6 6094 -0.4 

Total 9239 10702 15.8 10687 -0.1 

Foreign as % of total 57 57 0.4 57 -0.1 

sales ($ billion) 

Foreign 4078 4936 21.0 5208 5.5 

Total 7088 25078 14.0 8518 5.5 

Foreign as % of total 58 61 3.6 61 0.0 

Employment (thousands) 

Foreign 8582 8440 -166 8298 54 

Total 15385 14870 -34 15302 2.9 

Foreign as % of total 56 57 0.98 58 14 

 The growth of assets and sales figures of top 100 MNCs in 2007 slowed down in 2008 while 
employment numbers have been improved. 
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 In 2014, the top 100 MNEs again increased their degree of internationalization after some 
years of decline. As series of big deals and mergers that were concluded during the year 
contributed to growth in foreign assets, while sales of domestic non-core assets led to 
decreases in total assets (e.g. Deut she Telekom’s sale of German e -commerce company 24 
scout for roughly $ 2 billion). A similar pattern is found for sa les and employment, confirming 
MNEs expansion of operations abroad. The following table shows the assets, sales and 
employment of 100 MNEs.    

 Internationalization statistics of the 100 largest non-financial MNES worldwide and form 
developing and transition economies (Billons of dollars, thousands of employees and percent)  

Variable 100 largest MNEs worldwide  100 largest MNEs from 

developing and 

transition economies 

 I 

2012 

II 

2013
a
 

III 

2012-13 % 

change 

IV 

2014
b
 

V 

2013-14 

% 

change 

VI 

2012 

VII 

2013 

VIII 

% 

change 

Assets         

Foreign  7942 8249 3.9 8266 0.2 1506 1632 8.4 

Domestic 5421 5759 6.2 5581 -.31 4025 4403 9.4 

Total 13363 14008 4.8 13847 -1.1 5531 6034 9.1 

Foreign as % 

of total 

59 59 -0.5
c
 60 0.8

c
 27 27 -0.2

c
 

Sales         

Foreign 5885 6053 2.9 6132 1.3 1690 1806 6.8 

Domestic 3072 3263 6.2 3101 -5.0 2172 2415 11.1 

Total 8957 9316 4.0 9233 -0.9 3863 4221 9.3 

Foreign as % 

total 

66 65 -0.7
c
 66 1.4

c
 44 43 -1.0

c
 

Employment          

Foreign 9831 9562 -2.7 9599 0.4 4103 4226 3.0 

Domestic 7106 7135 0.4 7211 1.1 6493 6688 3.0 

Total 16937 16697 -1.4 16810 0.7 10596 10914 3.0 

Foreign as % 

of total 

58 57 -0.8
c
 57 -0.2

c
 39 39 0.0

c
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For developing and transition economy MNEs growth rates of assets, sales and employment, 
both domestic and foreign, are higher than for their developed country counterparts. 

 The following table gives the position of top ten MNCs in the year 2008. 

 

8.4.3 Largest Multinationals 

 In 2008 the top ten largest non financial multinational ranked by total foreign assets (million 
dollars) were  

Ranking Corporation Home Economy Foreign Assets Total Asset 

1 General Electric United States 401290 797769 

2 Royal Dutch Shell Netherlands/UK 222324 282401 

3 Vodafon Group U.K. 201570 218955 

4 BP U.K. 188969 228238 

5 Toyota Motors Japan 169569 296249 

6 Exxon Mobil U.S. 161245 228052 

7 Total Fine SA France 141442 164662 

8 E.on Germany 141168 218573 

9 Electrical de France France 133698 278759 

10 Arcelor Mittal Woremburg 127127 133088 

http:/en.wikipedia.org/wiki/multinational_coproration. 

Top ten MNCs in the world in 2013 

 A number of state owned MNEs continued to consolidate their global activities. For 
instance, GDF suez (France) the fifth largest SO-MNE in terms of foreign activities (foreign 
sales, assets, and employment, initiated a three year $ 11 billion divestment programme in 
2012 leading to significant sales of assets in Belgium, Italy and other countries. The following 
table gives the ranking of top ten non-financial state owned MNEs ranked by foreign assets in 
2013. 

The top 10 non-financial State-owned MNEs, ranked by foreign assets, 2013 

(Millions of dollars and number of employees)  

    Assets ($ 
million) 

Sales 
($ 
million) 

Employ
ment  

  Transat
ionality 

SO-MNE Home 
economy 

Industry Foreign Total  Foreign Total Foreign Total Index 

Volkswagen 
Group 

Germany Motor 
vehicles 

176656 446555 72133 118561 73000 147199 50 

Eni SpA Italy Petroleum 141021 190125 211488 261560 317800 572800 70 

Enel SpA Italy Utilities 
(electricity, 
gas and 
water) 

140396 226006 109886 152313 56509 83887 67 
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EDF SA France Utilities 
(electricity, 
gas and 
water) 

130161 353674 61867 106294 37125 71394 49 

GDF Suez France Utilities 
(electricity, 
gas and 
water) 

121402 219759 46978 100364 28975 158467 40 

Deutsche 
Telecom AG 

Germany Telecommu
nications 

120350 162671 50049 79835 111953 228596 62 

CITIC Group China Diversified 97739 703666 11127 60586 25285 125215 17 

Statoil ASA Norway Petroleum 78185 144741 23953 105446 3077 23413 30 

Airbus Group 
NV 

France Aircraft 77614 128474 72525 78672 89551 144061 72 

General 
Motors Co 

United 
States 

Motor 
vehicles 

70074 166344 56900 155427 104000 219000 42 

Source: UNCTAD, cross-border M&A database for M&As and information from the Financial Times 

Ltd, fDi Markets (www.fDimarkets.com) for Greenfield projects. 

*The Transnationality Index is calculated as the average of the following three ratios: foreign sales to 

total sales and foreign employment to total employment.  

Note: These MNEs are at least 10 per cent owned by the State or public entiti es, or the State/public 

entity is the largest shareholder.   

  A number of other large state owned MNEs from developed countries undertook similar 
divestment programmes. Policy factors have also negatively affected the internationalization 
of SO-MNEs. For instance, stricter control of foreign ownership in extractive industries has 
reduced the access of SO-MNEs to mineral assets in a number of countries, for example, in 
Latin America. From the home country perspective, some govt. policy measures have also 
affected the degree of international investment of SO-MNEs. 

8.4.4 The Case for Multinational Corporations in Developing Economies 

Developing countries do not have a sufficient degree of ‘linkage’ with other industries.  The 
MNCs usually produce ‘linkage effects’ in the host country, such linkages may be either backward or 
forward. Then MNCs help to build up ‘knowledge base’ and thus serve the development of human 
resources. They serve as carriers of knowledge and experience. This helps to raise productivity. It is 
also said that operations of MNCs have a favourable effect on the balance of payments of the host 
country the process of digital rising information has resulted in distance ceasing to be a barrier to 
competition. Global firms therefore, adopt sophisticated research to reach the influence consumers. As 
‘global scanners’ they possess a global marketing organization through which they can promote exports 
from the developing countries. In a situation, where a country is already faced with a heavy debt 
servicing problem, further borrowing by it may only push it into what may be called the ‘debt trap’. So 
private investment through MNCs will help it get necessary foreign exchange resources, whereas it will 
help avoid adding to the debt-servicing burden. 

8.4.5 The Case Against Multinational Corporation 

The activities of multinationals come under attack due to various reasons. It is generally argued 
that although MNCs provide capital, they may lower domestic savings and investment rates by stifling 
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competition through exclusive production agreements with host government, failing to reinvest much of 
their profits, generating domestic incomes for groups with lower saving propensities, inhibiting the 
expansion of indigenous firms that might supply them with intermediate products by instead importing 
them from overseas affiliates, and imposing high interest costs on capital borrowed by host 
government. 

Multinational corporations, while introducing their package of capital, managerial skill and 
technology are generally guided by two basic factors: (i) the maximum of profit with growth and (ii) the 
programme of integrated production and market strategy. In order to achieve their objective of profit 
with growth the multinationals do not hesitate to change from one line of activity to another or diversify 
the area of operation such as inclusion of services within the fore of operation which may be 
detrimental to the announced programme of balanced regional development of the host government. In 
this way they can lead to haphazard and unbalanced development. 

Multinationals, it is argued, typically produce inappropriate products (which are demanded by a 
small, richminority), stimulate inappropriate consumption patterns through advertising and their 
monopolistic, market power and do this all with inappropriate (capital-intensive) technologies of 
production. This is perhaps the major criticism of MNCs in light of the growing employment problems of 
the developing nations. As a result of above stated two points, local resources tend to be allocated for 
socially undesirable projects. This ultimately leads to inequality. 

MNCs bring in their own technology which is usually capital intensive and hence more suitable 
to advanced parent countries. They make no effort to adopt an appropriate technology suitable to the 
needs, circumstances and environment of the host country.  Charges of what may be called 
'technological dumping' are also being levelled against MNCs, implying that MNCs use obsolete 
technology with the help of turnkey projects shipped down from the principals of other countries. MNCs 
strive to make industry permanently dependent on overseas expertise and technology. Moreover the 
transfer of technology proves extremely costly. The MNCs charge exorbitantly in the form of fee, royalty 
and other charges, which put a severe drain on the foreign exchange resources of the developing 
economy. They are also being accused of creating a major brain drain in the country, for they whisk 
away the top skilled man power available in the country. 

Multinationals, it is generally argued, use their economic power to influence government policies 
in directions unfavourable to development. They are able to extract sizeable economic and political 
concessions from competing rebates, investment allowances, and the cheap provision of factory sites 
and essential social services. As a result, sometimes the private profits of MNCs may exceed social 
benefits. Then, a MNC can avoid much local taxation in high tax countries and shift profits to affiliates in 
low-tax countries by artificially inflating the price it pays for intermediate products purchased from 
overseas affiliates so as to lower its stated local profits. This phenomenon, known as ‘transfer pricing’ is 
a common practice of MNCs and one over which host governments can exert little control as long as 
corporate tax rates differ from one country to another. 

It is rightly observed that MNCs shy away from investment in infrastructure sector. A recent 
wharton school study cites a survey of 1,500 MNCs that showed that 84 percent of operations initiated 
in infrastructure sector during the last three years failed to meet their financial targets. 

One of the most popular myths is that MNCs welcome competition and free markets.  But the 
fact is that given the choice, they do not. They tolerate competition because they do not have a choice 
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in a free market, otherwise they prefer to destroy all competition and monopolise the market e.g. 
Microsoft, which is constantly accused of trying to do so in capitals.16 

Once financial liberalisations are in place and quickly make a developing country bend to its will 
by destabilising, for example, the currency market and forcing devaluations or withdrawing support to 
government bonds and endangering the continuance of the East India company syridrorne.17 

In developing countries, multinationals can have an impact on international relations by 
contributing towards placing countries in interdependent or dependent positions from which 
governments may find it difficult to extricate themselves except at considerable cost.  According to 
Todaro (1983), this results from the fact that the operations of the multinational corporations are 
controlled from outside the territory of the host country, and that their policies are based on 
considerations which transcend those of host as well as the home countries. Sometimes the reluctance 
of governments, to pursue policies in respect of multinational corporations that would be desirable from 
their national point of view may be due to their concern about the repercussions which may result from 
the reactions of home governments. According to him, the political aspect of the host country 
multinational corporations relationship is assuming greater significance as multinational corporations 
continue to expand, as national independence in many countries has lent immediacy to-the issue of 
sovereignty over natural resources and key industries, and as episodes of disguised or overt political 
interference have come to light. 

Another source of tension lies in the introduction by multinational corporations of foreign cultural 
values and the dilution of host country’s heritage. For instance the introduction machine made goods 
may contribute to net output but only at the expense of displacing handicraft products. Although this is a 
common phenomenon in the process of modernization, caused also by domestic enterprises, the outing 
of local products by the output of multinational corporations and the displacement of indigenous 
entrepreneurs by foreigners are highly visible and much resented. 

In many developing host countries, the suspicion is often expressed that the multinational 
corporations serve as an alien agent to extend “imperialistic” domination and to perpetuate politico-
economic dependencia. Even in developed host countries, foreign control of key control of key sectors 
by MNCs is regarded in many quarters as a serious infringement upon political independence and even 
sovereignty itself. In spite of such strong reservations, however, the majority of government of host 
countries have, on the whole, encouraged foreign direct investment through MNCs. In encouraging the 
entry of MNCs, host governments seem to look upon their contribution as positive, although at the 
same time, they tacitly attempt to obtain an acceptable trade off between political, economic and socio-
cultural costs and benefits. 

Todaro (2005) attempts to summarize the debate about multinationals in terms of seven key 
issues (given in the table below) and a range of questions that surrounded each of them. 

TABLE : Seven Key Disputed Issues About the Role and Impact of Multinational Corporations in 
Developing Countries 

 Key Issue                                                         Sources of Dispute 

1.  International capital movements (income a. Do they bring in much capital (savings) ? 

                                                 
16

 WJ. Henisz and BA. Zelner: How Poktical Risk Affects Infrastructure investment: Wharton school 1999, Quoted in i.e. Dhingra (2001). 

India's Economy Sultan chard and Sons, New Delhi 
17

 The East Indian company syndrome refer to the fear that foreigners are likely, if given an opening, to take control of a company, the 

economy or country. For details, see Baldev Raj Nayyar, Business and india’s Economic Policy Reforms EPW, vol. XXXIII No 38. Sept. 25 
1998. 
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flows and balance of payments)      

  b.  Do they improve the balance of payments? 

  c.  Do they remit “excessive” profits ? 

  d.  Do they employ transfer pricing and disguise 
capital outflows ? 

  e.  Do they establish few linkages to the local 
economy ? 

  f.  Do they generate significant tax revenues ? 

2.  Displacement of indigenous production           a.  Do they buyout existing import competing 
industries ? 

  b.  Do they use their competitive advantages of 
drive local competitors out of business ? 

3.  Extent of technology transfer                         a.  Do they keep all R&D in home countries? 

  b.  Do they retain monopoly power over their 
technology ? 

4.  Appropriateness of technology transfer          a.  Do they use only capital-intensive 
technologies ? 

  b.  Do they adapt technology to local factor 
endowments or leave it unchanged ? 

5.  Patterns of consumption                                 a.  Do they encourage inappropriate patterns of 
consumption through elite orientation, 
advertising, and superior marketing 
techniques. 

  b.  Do they increase consumption of their 
products at the expense of other (perhaps 
more needed) goods ? 

6.  Social structure and stratification                     a.  Do they develop allied local groups through 
higher wage payments, hiring (displacing) the 
best of the local entrepreneurs, and fostering 
elite loyalty and socialization through 
pressures for conformity ? 

  b.  Do they foster alien values, images, and life-
styles incompatible with local custom and 
beliefs ? 

7.    Income distribution and dualistic 
development   

a.  Do they contribute to the widening gap 
development between rich and poor ? 

  b.  Do they exacerbate urban bias and widen 
urban-rural differentials ? 
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Hence, in view of the fact that MNCs do possess a potential that can be gainfully exploited, 
most of the developing economies have chosen to regulate their activities rather than to dispense with 
them altogether. 

• Threat of nationalisation is an effective tool of regulation. Although nationalization should 
be resorted to in extreme situations, the very fact that it can be exercised makes the 
corporations act in a disciplined manner. 

• The government may allow collaborations in certain selected industries or certain selected 
regions where the operation of MNCs is felt highly suitable. Then MNCs may be allowed to 
invest for specific periods. After the expiry of this period, restrictions may be imposed on 
foreign holdings, or there may be provision for gradual disinvestment. 

• A multi-tax system may be introduced by the govt, and MNCs may be taxed at a higher 
rate. Then export criteria may also be laid down by the host country. 

• Large domestic market can be used as sweetener, to get new technology in areas such as 
agriculture, bio-technology, infrastructure and export-oriented industries which would be of 
more lasting benefits to host country than soaps and detergents etc. 

• MNCs may be asked to carry out a minimum fixed share of their total research and 
development activities within the host country. 

By adopting these measures, and by laying down very clearly the conditions under which they 
will accept MNCs investments, they can monitor the companies or corporation’, operations so that 
distorted development and exploitation is avoided. 

Self Assessment Questions – II 

   1. What does MNC stand for? 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. Enlist any two characteristics of MNCs. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   3. Write any two disadvantages of MNCs. 

___________________________________________________________________________ 

___________________________________________________________________________ 

8.5 PRIVATE CAPITAL TRANSFERRED THROUGH COMMERCIAL BANKS : Comprising direct 
investment and portfolio capital, private financial resources of developed countries flow into foreign 
countries through the agencies of commercial banks and other financial institutions. These credit flows, 
are of medium and short term nature.  External assistance of this type may be classified in three (i) 
participation of commercial banks in the loans of the international bank and of the Export import bank of 
U.S.A. (ii) export credits granted to foreign buyers by the commercial bank mostly  under govt. 
guarantees; and (iii) direct investment by commercial bank in foreign enterprises. 

Commercial banks in some of the advanced countries of the world make foreign loans through 
participation in the loans of the International Bank of Reconstruction and Development.  Export credits 
granted by manufactures of capital goods in the industrial countries to importers in low income 
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countries constitute another means for the outflow of private capital.  Such export credits  are insured in 
most cases by the governments of the capital  exporting countries. 

Commercial banks have also separately, or in national and international syndicates, financed 
capital projects in developing countries.  All these commercial banks have undoubtedly added to the 
financial help which the underdeveloped countries bally need from high income countries for carrying 
out their development plans. 

8.6 SUMMARY 

 In the lesson, we have studied different types of foreign investment including foreign direct 
investment and investment made by multinational corporations. So for as FDI is concerned, we have 
seen that there are three types of FDI i.e. Market seeking, efficiency-seeking and other locational 
advantages. Emerging trends of FDI show that recently FDI Flows to developing countries have risen 
by 10%. China emerged as the world's largest recipient of FDI in the first half of 2012. Role of 
Multinational corporations in economic development has also been discussed in the lesson. We have 
seen that there are five major characteristics of MNCs Viz (i) Giant Size (ii) International operations (iii) 
oligopolistic structure (iv) spontaneous evaluation and (v) collective Transfer of Resource. It can also be 
concluded that comprising direct investment and portfolio investment, private financial resources of 
developed countries flow into foreign countries through the agencies of commercial banks also. 

8.7 GLOSSARY 

 Portfolio Investment – In economics, foreign portfolio investment is the entry of 
funds into a country where foreigners deposit money in a 
country’s bank or make purchases in the country’s stock 
and bond markets, sometimes for speculation 

 Foreign Direct Investment – This is an investment made by a company or individual in 
one country in business interest in another country, in the 
form of either establishing business operations or 
acquiring business assets in the other country, such as 
ownership or controlling interest in a foreign company. 

 Sovereign Wealth Fund (SWF) – It is the state owned investment fund that invests in real 
and financial assets such as stocks, bonds, real estate, 
precious metals, or in alternative investments such as 
private equity fund or hedge funds. Sovereign wealth 
funds invest globally. 

 Private Equity – It is the capital that is not noted on a public exchange. It is 
composed of funds and investors that directly invest in 
private companies. It is also called management 
investment fund. 

 Multinational Company – It is a corporation or a company which has facilities and 
other assets in at least one country other than its home 
country. Such companies have offices or factories in 
different countries and usually have a centralized head 
office where they coordinate global management. 
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8.10 MODEL QUESTIONS 

Q1. What do you mean by Private Portfolio Investment? 

Q2. How would you explain the term FDI? 

Q3. Explain the recent trends in Foreign Direct Investment. 

Q4. Discuss critically the role of MNCs in developing countries.
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Lesson-9 

 

FOREIGN AID AND ECONOMIC DEVELOPMENT 
Structure 

9.0 Objectives 

9.1 Introduction 

9.2 Meaning of Foreign Aid. 

9.3 Rationale For Foreign Aid 

9.4 Factors determining the Magnitude or Quantum of Foreign Aid 

9.5 Official Development Assistance-Trends 

9.6 Multilateral Assistance 

9.7 Donors Motives for Giving Foreign Aid 

9.8 Two Gap Model or Dual Gap Analysis of Foreign Aid 

9.9 Recipients Motives for Accepting Aid 

9.10 Foreign Aid and Economic Development 

9.11 Summary 

9.12 References 

9.13 Further Readings 

9.14 Model Questions 

9.0 OBJECTIVES 

After going through the lesson, you will be able to: 

 define the term foreign aid 

 outline the necessity for Foreign Aid 

 explain the meaning of Official Development Assistance and the trends in it. 

 discuss the role of multilateral assistance 

 describe the importance of Foreign aid in economic development 

9.1 INTRODUCTION 

In the last lesson, we studied about one aspect of foreign financing i.e. foreign investment and 
its role in economic development. We also studied their respective advantages and potential dangers. 
In the present lesson, we will study the other aspect of foreign financing i.e. foreign aid. In the present 
scenario of globalisation and economic integration, most of the countries have to depend upon each 
other for financing economic development. In addition to foreign investment, foreign aid also plays a 
pivotal role in financing economic development projects. This lesson deals with meaning, rationale, 
types etc of foreign aid. 
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The concept of foreign aid (accepted as a flow of financial resources from developed countries 
to developing countries) has been subjected to considerable semantic jugglery.  One extreme definition 
includes in its orbit anything benefiting the recipient country and this includes the flow of private 
investment and services. On the other hand, a narrow interpretation takes into account only 
government grants and loans for economic purposes only.  Then loss of real resources suffered by the 
donor countries is covered by yet another definition. 

9.2 MEANING OF FOREIGN AID. 

In general Foreign aid refers to transfer of real resources from governments or public institutions 
of the richer countries to governments  of less developed countries (LDCs) in the third world.  The flows 
of foreign resources can be of many types and it is therefore important to know the different elements.  
Foreign capital flows are generally divided into two broad streams – official and private.   The official 
capital flows are in subdivided into bilateral and multilateral flows.  Official bilateral flows consist of 
capital provided by the govt.  of donor to govt. of recipient countries.  Multilateral flows consist of capital 
flows from multilateral organisations such as World Bank, the United Nations, the IMF. Both types of 
the official flow can take the form  of grants, loans or grants-like contributions. 

Private flows represent normal commercial transactions, prompted by commercial 
considerations of profits and rates of return, and therefore should not be viewed as aid to the LDCs.  
Commercial flows of private capital are not a form of foreign assistance, even though they may benefit 
the developing country in which they take place. 

Economists have defined foreign aid, therefore, as any flow of capital to LDCs that meets two 
criteria, (i) Its objectives should be non-commercial from the point of view of the donor and (ii) It should 
be characterised by concessional terms, i.e. the interest rate and repayment period for borrowed capital 
should be softer than commercial terms.  According to Todaro (2011)2, even this definition could be 
inappropriate, because it could include military aid, which is both non-commercial and concesional.  
Normally, however, military aid is excluded from international economic measurements of foreign-aid 
flows.  The concept of foreign aid that is now widely used and accepted, therefore, is one that 
encompasses all official grants and concessional loans, in currency or kind, that are broadly aimed at 
transferring resources from developed to developing countries on development, poverty or income 
distribution grounds. 

Development Assistance Committee (DAC) defines foreign aid as official development 
assistance (ODA) and technical aid.  The term excludes military assistance.  ODA flows must satisfy all 
three of the following criteria : 

■ Their primary objective must be developmental, thus it excludes military and private investment. 

■ They must be concessional i.e. the terms and conditions of the financial package must be softer 
than those available on a commercial basis.  DAC defines as DDA official flows with a grant 
element of greater than 25% at a 10% discount rate. 

■ The flows should come from governmental agencies and go to developing country governments. 

Hence Official Development Finance comprises ODA plus international flows satisfying only the 
first and third criteria.  Flows from voluntary agencies may also be counted as aid, but do not satisfy the 
third criterion. 

9.3 RATIONALE FOR FOREIGN AID 

Economic development involves the increased utilisation of resources for investment purposes; 
it also requires expanding the supply of consumption goods in order to meet the growing demand for 
such goods as national income rises. To a large extent the supply of both investment and consumption 
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goods comes out of domestic resources. But normally as an economy develops, it has to import from 
foreign countries some investment goods like machines, plants and other capital equipment and also 
certain consumption goods which it cannot produce out of its own resources to the extent they are 
required at home. To pay for these imports, the country has to earn enough foreign exchange through 
its exports. If foreign exchange requirements are greater than the value of transports it means that 
there is a gap between foreign exchange needs and foreign exchange earnings and this gap is closed 
by the borrowing of foreign exchange. Thus external resources are earned or borrowed or obtained free 
in the form of grants or aid. When we talk of external capital used for-domestic capital formation or for 
promoting economic growth, we have in mind primarily the foreign borrowed capital and also external 
aid grants. 

External capital is required to finance the procurement of real resources from foreign countries. 
It is clear that even if internal resources are adequate to cover the cost of both the domestic and 
external components of a programme of development, external assistance becomes necessary in so 
far as the mobilization of a given amount of financial resources in a country does not guarantee the 
releasing of an equivalent amount of foreign exchange that is required to carry through an investment 
programme. Collections through taxation, borrowing and inflation do represent savings of the 
community which can and are used for investment.  As a result of this activity, the community is 
deprived of a certain amount of real resources which it could have otherwise disposed off. The major 
part of the financial resources mobilized in this manner might have been utilized for consumption 
domestic goods and services and a smaller pan for the purchasing of external goods and services. 
Thus of the total amount of financial resources collected by state, that part alone which could have 
been used for procuring of foreign goods presents the additional foreign exchange acquired by the 
state. It is thus obvious that if the foreign exchange requirements exceed this amount, other methods 
would have to be adopted for example, external borrowings or utilization of past foreign savings in order 
to acquire the needed foreign exchange. 

In reality, the domestic savings available in low income countries are meagre and what is 
collected by the state through taxation and internal borrowing are insufficient to meet the investment 
requirements. In such a situation, an underdeveloped country can be  freed from the vicious circle, of 
low income, low saving and low productivity only with the help of resources from outside. These 
resources are transferred in the form of imports and constitute therefore a direct addition to the 
available real resources of the less developed country. The use of foreign capital in economic 
development therefore implies primarily-the supplementing of domestic resources represents for 
investment by external resources. In theory, such a movement of resources represents a transfer of 
capital from where its marginal efficiency is low, to where it is high and contributes in this manner to a 
decrease in the inequality of international living, standards. 

In addition to providing foreign exchange directly for financing the imports of capital equipment 
and also of consumption goods, external capital helps in accelerating the pace of economic progress in 
many ways. In an underdeveloped country, which is incapable of earning sufficient foreign exchange 
through its external trade, external assistance by making available foreign exchange enable the starting 
of the projects which could not have been undertaken. It is likely that in the absence of such facilities an 
underdeveloped country would have given high priority to projects requiring little foreign exchange of 
which would be capable of earning large foreign exchange, but which may not be essential from the 
national economic point of view or help in promoting domestic economic growth. Foreign capital 
facilitates the mobilization of domestic resources and make it possible to start highly capital-intensive 
programmes of development, as for instance, the Aswm Dam in Egypt, which the low income countries 
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left to their own resources would be incapable of achieving. It ensures the speeding up of capital 
formation which is often necessary because of political and economic reasons quite likely... the 
authorities of a country may shy away from costly schemes if external capital is not available and if 
domestic resources alone are not sufficient to ensures the quick execution of the work. Moreover, from 
the economic point of view, some schemes have necessarily to be undertaken in a big way, involving 
large expenditure, on a series of complementary investments which have to be taken up simultaneously, 
or the presence of a rapid growth of population may, necessitate a high speed of development test. A 
slower tempo of  development fails to make any impression in the matter of per capital incomes. It may 
also be added that through foreign financing it would be possible to give capital formation a longer time 
range. If the inflow of foreign capital is steady and assured then economy can plan for a number of 
years and undertake schedules of development which would take a long period of time for completion. 

Secondly, the employment of external capital for economic development reduces the strain of 
the domestic economy which normally an acceleration of investment would cause.  Primarily, the 
burden of economic development in the initial stages in the form of reduced consumption; for obvious 
reasons in a low income country, any attempt -10 augment the resources for investment would impinge 
upon consumption levels. But the influx of foreign capital helps to maintain consumption at higher levels 
than would otherwise be possible. In a country where the standard of consumption is already very low 
the fact that foreign resources would help in maintaining or even raising the levels of consumption in 
the “early stages of growth, is of considerable significance. This may be necessary to ensure social 
good will, but higher levels of consumption may also add to the economic efficiency of the community 
and thereby facilitate increased production. In such a case, the expenditure on increasing, the supply of 
consumption goods may be even considered as a form of investment. Moreover, utilization of foreign 
capital for augmenting the domestic supply of  consumption goods through increased imports, 
contributes to maintaining a certain fairness in the distribution of the burden of development between 
different generations. To the extent, repayment of foreign obligations at a future point of time and the 
payment of interest charges would necessitate additional taxation, it would be possible to make future 
generations bear part of the strain of capital formation and economic development. 

9.4 FACTORS DETERMINING THE MAGNITUDE OR QUANTUM OF FOREIGN AID 

The magnitude of foreign aid may be decided on the basis of borrowing country’s productive 
requirement or by unproductive requirement or by both. If foreign aid is used for unproductive 
consumption, the rate of development is bound to be hampered. But this danger may be avoided, if 
foreign assistance is made conditional. The aid giving authority may impose condition that foreign aid 
has to be used only for productive purposes. The limitation imposed by wastage, demonstration effect 
and psychology of dependence has to be tackled by the deliberate efforts on the part of both the aiding 
and aided countries; especially the latter have to take larger responsibility to counter the limitation. 

Another condition is the will and desire of the people to effectively use foreign capital in the 
country’s economic development. If public will, initiative and enterprise are lacking, foreigns capital 
does not become helpful, therefore, along with foreign aid, public enthusiasm has to be developed. 

Repayment capacity of the borrowing country is another very important condition for foreign aid. 
Burden of debt servicing often acts as a barrier to the inflow of funds to poor countries. In the short run, 
the capacity to repay is dependent on the capacity to generate surplus or foreign exchange earnings. If 
export surplus foreign exchange earnings is high, repayment capacity also becomes high. In the long 
run, capacity to repayment is determined by the loan contribution to the addition of productivity in the 
economy. If the loan is used in an optimum possible productive manner, a country’s repayment 
capacity can be considerably increased. 
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Another important condition is the capacity to absorb foreign capital foreign capital must be 
quickly absorbed in productive programmes. If complementary resources are in efficient and the speed 
of development is very low absorptive capacity becomes limited.  According to Higgins, absorptive 
capacity can be increased by better techniques, better utilisation of excess capacity well constructed 
development plan, private and public initiative and enterprise, and by a flexible social system which is 
dedicated to transform the economy from the stagnant traditional set-up to a highly industrial stage. 

9.5 OFFICIAL DEVELOPMENT ASSISTANCE-TRENDS 

The money volumes of official development assistance (ODA), which includes bilateral grants, 
loans and technical assistance as well as multilateral flows, has grown from an annual rate of under $ 5 
billion in 1960 to over $ 100 billion in 2005.  Throughout the 1990s, ODA declined from a “high” of a 
0.33% of total DAC aid in 1990 to a low of 0.22 % in 1997 despite the commitment in the 1970s to the 
0.7 percent aid target and it only started rising since 2001.  Between 2001 and 2004, there was a 
continuous rise in aid, but much of it was due to the geo-strategic concerns of the donor countries such 
as fighting terrorism. The percentage of developed country GNI allocated official development 
assistance also increased from 0.23% in 2002 to 0.33 % by 2005.  Increase in 2005 was largely due to 
enormous debt relief for Iraq and Nigeria etc.  The total flow of ODA from the DAC countries in 2007 
was $ 103 billion, of which approximately $ 7.5 billion consisted of grants, including $ 15 billion for 
technical assistance. $ 30 billion was disbursed by multilateral institutions. In 2009, the OECD and 
many others feared that official aid would decline due to the global financial crisis. They urged donors 
nations to make aid ‘countercyclical’ and not to reduce it when it is needed most by those who did not 
cause the crisis.  And indeed, for 2009, aid did increase as official statistics  from OECD shows.  It rose 
to 0.7% increase from just under $ 123 billion in 2008 to just over $ 123 billion in 2009 (at constant 
2008 prices). However OECD noted a 6.5% increase in ODA in 2010 over the previous year to $ 129 
billion as shown in the table below. 

Table : ODA from Total DAC Countries 

Net ODA Year Change 

 2016 2017 2016/2017 (%) 

Current (USD million) 144,920.6 147,160.3 1.5 

Constant USD million in 2016 144,920.6 144,707.3 –0.1 

ODA/GNI (%) 

Bilateral Share (%) 

0.32 

71 

0.31 

72 

 

The ratio of ODA/GNI is still averaged only at 0.32% of the combined GNI of donor countries-
less than half of what had been promised long ago.  But they also washed about worrying trends for the 
future; donor countries are expecting to reduce the rate of increased official aid.  The OECD also noted 
that due to continued failure to meet pledged  aid in recent years (although some nations have met 
these pledges), a code of good pledging practice was to be drawn up, which might be a first step 
towards better donor accountability. 

The recent record of individual DAC countries as provides of ODA is shown in the table ---below 
together with the flow measured as a proportion of the donor’s GNI.  It can be seen that only the 
Netherlands, Denmark, Norway, Luxembourg and Sweden met the aid target of 0.7 percent of the GNI.  
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Although the United States remains the largest donor in absolute terms, relative to others, but provides 
quite a low percentage of GNI-0.20% in 2011 compared to an average of 0.31% for all DAC donor 
countries and well below the internationally agreed United Nations target of 0.70%. 

Net  Official Development Assistance by DAC Countries 

(Net disbursement at current prices and exchange rates) 

Country  ODA  

 US $ Million  % of GNI  

 2008 2009 2010 2011 2014 2017 2008 2009 2010 2011 2014 2017 

Australia 2954 2762 3826 4983 4380 3036 0.32 0.29 0.32 0.34 0.31 0.23 

Austria 1714 1142 1208 1111 1230 1251 0.43 0.30 0.32 0.27 0.28 0.30 

Belgium 2386 2610 3004 2807 2450 2196 0.48 0.55 0.64 0.54 0.46 0.45 

Canada 4795 4000 5209 5457 4240 4305 0.33 0.33 0.34 0.32 0.24 0.26 

Denmark 2803 2810 2871 2931 3000 2448 0.82 0.88 0.91 0.85 0.86 0.74 

Finland 1166 1290 1333 1406 1630 1084 0.44 0.54 0.55 0.53 0.60 0.42 

France 10908 12602 12915 12997 10620 11331 0.39 0.47 0.50 0.46 0.37 0.43 

Germany 13981 12079 12985 14093 16570 25005 0.38 0.35 0.39 0.39 0.42 0.67 

Greece 703 607 508 425 250 314 0.21 0.19 0.17 0.15 0.11 0.16 

Ireland 1328 1006 895 914 820 838 0.59 0.54 0.52 0.51 0.38 0.32 

Italy 4861 3297 2996 4326 4010 5858 0.22 0.16 0.15 0.20 0.19 0.30 

Japan 9601 9467 11021 10831 9270 11463 0.19 0.18 0.20 0.18 0.19 0.23 

Korea 802 816 1174 1328 1860 2201 0.09 0.10 0.12 0.12 0.13 0.14 

Luxemburg 415 415 403 409 420 424 0.97 1.04 1.05 0.97 1.06 1.00 

Netherland  6993 6426 6357 6344 5570 4958 0.80 0.82 0.81 0.75 0.64 0.60 

New 

Zealand 

348 309 342 424 510 450 0.30 0.28 0.26 0.28 0.27 0.23 

Norway 4006 4081 4580 4934 5090 4125 0.89 1.06 1.10 1.00 1.00 0.99 

Portugal 620 513 649 708 430 381 0.27 0.23 0.29 0.31 0.19 0.18 

Spain 6867 6584 5949 4173 1860 2560 0.45 0.46 0.43 0.29 0.13 0.19 

Sweden 4732 4548 4533 5603 6230 5563 0.98 1.12 0.97 1.02 1.09 1.02 

Switzerland 2038 2310 2300 3076 3520 3188 0.44 0.45 0.40 0.45 0.50 0.46 

United 

Kingdom 

11500 11283 13050 13832 19310 18103 0.43 0.51 0.57 0.56 0.70 0.70 

United 

States 

26437 28831 30353 30924 33100 34732 0.18 0.21 0.21 0.20 0.19 0.18 

Source – OECD (2012).  Aid Statistics, WDI, 2016, 2018 

Not only is the United States’ ODA-to-GNI ratio quite low among the DAC donors but it has also 
declined sharply from its level of 0.31% in 1970 to 0.20 in 2011. 
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In 2012, the OECD noted an almost 3% decline in aid over 2010’s aid-the first decline a while.  
Although this decline was expected at some point because  of the financial problems in most wealthy 
nations, and those same problems are ripplying to the poorest nations, so a drop in aid is significant for 
them.  It would also not be surprising if aid declines or stays stagnant for a while, as the things like 
global financial  problems not only take a while to ripple through, but of course take a while to overcome. 

More interesting than the total amount of aid is the way in which it is distributed.  ODA is 
allocated in some strange and arbitrary ways.  (HDR, 1992 p. 44-45).  The following table shows the 
distribution of ODA in different  regions. 

Table : Official Development Assistance (ODA) by Region, 2011 & 2014 

Region   ODA Per Capita  ODA as share of GNI 

           (U.S. $)  2014        (%) 2011        (%) 2014 

East Asia and Pacific     5    4  0.1  0.0 

Europe and Central Asia  20  11  0.2  0.0 

Latin America and Caribbean          16  16  0.2  0.2 

Middle East and North Africa         41  78  0.9  0.9 

South Asia      9    9  5.7  0.6 

Sub-Saharan Africa   54  48  4.3  2.7 

Source : OECD (2012), WDI (2016) 

It can be seen that South Asia, where nearly 50% of the World’s poorest live, receives    $ 9 per 
capital aid.  The Middle East and North Africa, with well over triple South Asia’s per capita income, 
received more than fair times the per capita aid. 

9.6 MULTILATERAL ASSISTANCE 

The major source of multilateral assistance to developing countries are the world bank (the 
International Bank for Reconstruction and Development, IBRD) and its two affiliates, the International 
Development Association (IDA) and the International Finance Corporation (IFC), as well as the United 
Nations and Various regional development banks.  The total disbursements in 2011 was $ 86 b. of 
which $ 42 b. was on concessional terms.  The following table gives the detailed breakdown of the 
lending by various multilateral agencies from 2007 to 2011. 

Table : Concessional and non-concessional flows by multilateral organisations, (USD million, at 

current prices and exchange rates) 

 Gross Disbursements   

 2007 2008 2009 2010 2011 2014 2017 

Concessional Flows        

International Financial Institutions        

AFDB 1822 1932 3175 2503 2355 2148 2681 

ASDB 1768 2331 2790 1930 1940 2798 2558 

Caribbean Dev. Bank 59 83 85 75 72 113 30 

EBRD 8 7 - - - - - 

IDA 10829 9291 12793 12123 11703 13759 13976 
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IDB (Special Fund) 4452 552 1025 1204 1710 1938 1350 

IMF 521 1038 2605 2973 1455 832 1211 

Nordic Dev. Fund 74 104 76 65 70 50 43 

Total IFIs 19534 15339 22549 20874 19304 21638 21849 

United Nations        

IFAD 461 491 399 520 627 538 686 

UNAIDS 193 209 243 246 265 239 165 

UNDP 439 495 631 613 493 463 352 

UNFPA 218 275 348 316 315 340 215 

UNHCR 257 278 301 393 441 480 522 

UNICEF 982 987 1104 1050 1104 1342 1524 

UNRWA 388 473 473 545 608 680 893 

UNTA 462 645 - - - - - 

WEP 233 317 293 244 345 309 286 

WHO - - 437 366 452 471 533 

Total UN 3715 4291 4348 4443 4798 5008 5608 

EU Institutions 11435 12868 13024 12570 12502 18454 18706 

GAVI 936 719 469 772 819 1415 1679 

Global Environment Facility 1062 814 711 530 734 606 428 

Global Fund 1627 2172 2337 3031 2647 2887 5242 

Montreal Protocol Fund  94 76 29 21 10 45 - 

OSCE - - - 150 151 131 109 

Total Concessional 39155 38068 45295 44254 42565 52356 54806 

Non-concessional Flows        

AFDB 1398 1121 3626 2042 3051 3045 5191 

Arab Funds 751 1790 1827 1864 1599 2205 2541 

ASDB 5234 6472 7898 5212 5626 7600 9188 

Caribbean Development Bank 102 101 114 247 83 49 78 

EBRD 2227 2759 3606 3629 4034 4283 4374 

EU Institutions 5997 4284 833 942 982 868 1358 

IBRD 9990 13393 21408 26511 15971 15858 16120 

IDB 6715 7158 11415 10352 7187 8789 7557 

IFAD 40 53 58 44 43 92 132 
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IFC 4332 5022 4472 4184 4733 - - 

Total Non-concessional 36025 40364 53771 53206 44013 43671 46742 

Source : OECD – 2012, 2015 and 2018 (Aid Statistics) 

These disbursements by multilateral agencies to developing countries consist not only of the 
contributions of developed countries but also of funds raised on the international capital market and 
repayment of previous loans.  The table shows that the world bank is essentially a commercial 
institutions lending on non-concessional terms, and it raises large sums of money on the world’s capital 
markets. 

The IDA is the ‘Soft’ loan affiliate of the World Bank and dispenses loans at very low rates of 
interest with long repayment periods.  It is most important provider of concessional multilateral 
assistance.  In 2011, its total disbursement to developing countries has been $ 11, 703 million.  Only 
countries with less than a certain level of per capita income are eligible to get assistance from this 
international institution.  Then European Union (EU) has also become a major provider of concessional 
assistance through the European Development Fund (EDF).  In 2011, it dispensed over $ 12 billion 
which is more than that of the IDA. 

So far as non-concessional assistance in recent years is concerned, the major providers (apart 
from the World Bank) have been the two regional development Banks IDB (the Inter-American 
Development Bank, lending to Latin America) and the As DB i.e. Asian Development Bank.  
International Finance Corporation (IFC) has also been assisting the developing countries to a great 
extent. 

So far we have talked about ODA from the donor’s  point of view.  But so far as the recipients 
are concerned, the following table shows the list of top 10 recipients of ODA in 2011 and in 2010. 

Table : Top Ten Recipients of Gross ODA (USD millions) 

Country   2011  Country  2015        Country   2017 

  1.   Afghanistan   5669 1.   Afghanistan 3828      1. India    3516 

  2.   Congo, Dem Rep. 4288 2.   India  3179      2. Afghanistan   3024 

  3.   India   3277 3.   Vietnam  2623      3. Syrian Arab Republic 2524 

  4.   Indonesia  2628 4.   Ethiopia  1916      4. Vietnam  2308 

  5.   Pakistan    2594 5.   Indonesia  1910      5. Ethiopia  2172 

  6.   Vietnam   2352 6.   Pakistan  1883      6. Iraq   2102 

  7.   China   2277 7.   Syrian Arab Rep. 1721      7. Jordan   2005 

  8.   Ethiopia   1956 8.   Kenya  1693      8. Indonesia  1973 

  9.   Iraq   1909 9.   Jordan  1625      9. Bangladesh  1874 

  10. Haiti   1791 10. South Sudan 1517      10. Pakistan  1765 

It can be seen from the table that place of  India and Afghanistan and Ethiopia has remained the 
same while receiving aid.  So far as the share of gross bilateral ODA is concerned, statistics from 
OECD show that top 5% recipients have increased their share from 16% in 2010 to 17% in 2011.  The 
share of top 10% recipients have also risen from 26% to 27% but the share of top 20% recipients have 
remained the same at 39% (both in 2010 & 2011).  The date also shows that whether it has been 
recent years or throughout the history of DAC countries aid, the poorest countries have received only a 
quarter of all aid.  Even during recent increases in aid, these allocations did not change. 
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Because foreign aid is seen differently by donor and recipient countries, let us analyse the 
giving and receiving process from these two often contradictory view points. 

9.7 DONOR MOTIVES FOR GIVING FOREIGN AID 

There are several motives which inspire financial assistance from public bodies on concessional 
terms, such as humanitarian, political, commercial, military and economic.  Some development 
assistance may be motivated by moral and humanitarian desires to assist the less fortunate, but there 
is no significant evidence to suggest that over longer periods of time donor countries assist others 
without expecting corresponding benefits in return. 

(i) Moral and Humanitarian Motives :- The objectives of most donors have an ingredient of 

moral obligation, stressing that social welfare should be promoted in the LDCs so as  to decrease the 
disparity between the two groups.  Donor provide aid for moral and humanitarian reasons to assist the 
poor, like emergency food relief programmes.  Other feel obliged to compensate LDC’s for past 
exploration and colonisation.  National boundries are quite artificial constructions, therefore, developing 
countries accept assistance not only from national government as a part of their regular aid program, 
but also from many voluntary and charitable organisations, and from emergency and disaster relief 
funds. 

(ii) Political, Commercial and Military Motives : 

The donor’s primary motives for giving aid is political rather than moral and humanitarian.  The 
political purposes have been to obtain strategic advantages and to cultivate the aspirations of the donor 
such as democracy and communism, among others.  The termination of World War II witnessed the 
gradual emergence of liberated nations who required assistance for progress.  The United States also 
used aid extensively during the cold war to stop the spread of communism and reward  friendly 
countries.  The friendly countries are usually those which would help the U.S.A. to protect against the 
danger of the spread of communism.  Soviet foreign aid was also similar the U.S.A foreign aid.  
Furthermore, as Todaro (1989) said, “the direction of total aid is not always given to the neediest 
countries.  Less than half of the bilateral development aid goes to the fourty six countries with the 
lowest incomes.  Most aid based on political and military considerations goes to relatively well-off Third 
World countries.”  (Todaro, 1989, p 483).  Bilateral  assistances are also often reflects political and 
military objectives.  Therefore, it can be said  that especially the decision to grant aid to the another 
country is fundamentally a political decision.  In other words, economic aid from the powerful to the 
powerless countries is an instrument of power polities. 

(iii) Economic Motives : Two-Gap Models and other criteria.  Apart from political 
and military motivations, there are also some commercial motives for giving aid as they procure 
economic benefits as a result of their aid programmes.  This is apparent as donors are increasingly 
tending towards providing loans instead of grants.  And if the rate of interest on loans is higher than the 
productivity of capital in the developed donor country and lower than the productivity of capital in the 
developing recipient country, both parties will gain.  As it is stated by Thirlwal (1989),” there are some 
economic motives for developed countries investing in developing countries, not only to raise the 
growth rate of the developing countries, but also in their own-self interest to raise their own welfare.  
(Thirlwal, 1990, p. 320).  In this case, international aid can be mutually profitable.  Let us examine the 
principal economic arguments advanced in support of foreign aid.   External Finance (both loans and 
grants) can play a critical role in supplementing domestic resources in order to relieve savings of 
foreign, exchange bottlenecks.  This is the so-called two gap analysis of foreign assistance which is 
discussed below. 

9.8 TWO GAP MODEL OR DUAL GAP ANALYSIS OF FOREIGN AID 
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In an open economy, domestic savings can be supplemented by many kinds of external 
assistance. In national income accounting, an excess of investment over domestic saving is equivalent 
to a surplus of imports over exports. The national income equation can be written from the expenditure 
side as : 

Income = Consumption + Investment + Exports -Imports. 

Since saying is equal to Income minus Consumptions we have 

Savings = Investment + Exports -Imports. 

then Investment - Savings = Imports -Exports. 

An import surplus financed by foreign borrowing can supplement domestic savings directly or 
indirectly, by providing foreign exchange to buy imports which could be capital goods or substitutes for 
domestically produced consumer goods. 

Notice that in accounting terms the amount of foreign borrowing required to supplement 
domestic saving is the same whether the need is just for more resources for capital formation or for 
imports as well. The identity between the two gaps, the investment-saving (I-S) gap and the Import-
Export gap (M-X) follows from the nature of the accounting procedures. It is a matter of arithmetic that if 
a country tries to invest-more than it saves a balance of payment deficit will result. Or, to put it 
differently, an excess of imports over exports necessarily implies and excess of resources used by an 
economy over resources supplied to it, or an excess of investment over saving. There is no reason in 
principle, however, why the two gaps should be equal ex-ante. This is the starting point of dual-gap 
analysis. 

Consider a country with a particular target rate of growth. To achieve that target rate of growth, 
savings and imports will be required. In the Harrod model of growth it will be remembered that the 
relation between growth and savings is given by the incremental capital- output ratio (c) which is the 

reciprocal of the productivity of capital (p)i e.g. c

s

 or g = sp. where g is the rate of growth and s is the 
savings ratio. Likewise, the relation between growth and imports is given by the incremental output-

import ratio  






  m

M

YΔ

 and the ratio of investment goods imports to income (M/Y = i) i.e. g. = im’. 
where i is the import ratio. If p and m’ are given, an increase in g requires an increase in sand i. Let r be 
the target rate of growth. The required savings ratio (s.) to achieve that target is then s*= r  p, and the 
required import ratio (1*) is 1* = r  m’. If domestic saving is ‘calculated to be less than the level 
necessary to achieve the target rate of growth, there is said to exist a savings investment gap equal to 
s*-s. Similarly, if minimum import requirements to growth target are calculated to be greater than the 
maximum feasible level of exports, there is said to exist in import- export or foreign exchange gap equal 
to i* - i. In the absence of foreign borrowings, growth will proceed at the highest rate permitted by the 
most limiting factor. The biggest gap is the savings investment gap, growth is limited by the availability 
of domestic savings and is said to be investment limited. If the biggest gap is foreign exchange gap, 
growth is limited by the availability of foreign exchange and is said to be trade limited. Traditionally, the 
role of foreign borrowing was to supplement different domestic savings. The distinctive contribution of 
dual gap analysis to development theory is that if foreign exchange is the dominant constraint it points 
to the additional role of foreign borrowing in supplementing foreign exchange, without which a fraction 
of domestic savings might be unutilized, because actual growth would be constrained by the inability 
import necessary inputs. That is; if the foreign exchange gap is the larger (i*-i) m’>{s*-s)p, growth 
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cannot proceed at the rate sp but must proceed at the lower rate im’ If p is given, a fraction of it must go 
unused. 

Dual-gap analysis also performs the-valuable service of emphasising the role of imports and 
foreign exchange in the development process. Dual-gap analysis synthesises traditional and more 
modern views concerning aid, trade and development. On the one hand, it embraces the traditional 
views of foreign assistance as merely a boost to domestic savings: on the other hand it takes in the 
more modern view that many goods necessary for growth cannot, be produced by the less developed 
countries themselves and must therefore be imported with the aid of foreign assistance. Indeed, if 
foreign exchange is truly the dominant constraint, and consistently in short supply some would say that 
dual gap analysis also presents a more relevant theory of trade for less developed countries which 
justifies protection and import substitution. If growth is constrained by a lack of foreign exchange, free 
trade cannot guarantee simultaneous internal and external equilibrium and the gains from trade may be 
offset by the underutilization of domestic resources. Let us now analyse the two gaps in a little more 
detail and consider the role of foreign borrowing in relation to them. It should be stressed from the out-
set, of course, that since the growth is limited by the larger of the two gaps, foreign borrowing is only 
required to meet the larger of the two gaps.  If the export-import gap is the larger the role of foreign 
borrowing in supplementing domestic saving is, in effect, superfluous and vice versa. The two gaps are 
not additive. 

The Investment-Saving Gap : Support to start with we assume that the I-S gap is the larger of 

the two- gaps, so that foreign borrowing must be sufficient to meet the short fall of domestic saving 
below the level necessary to achieve the target rate of growth. What we wish to consider is the size of 
the initial gap that must be filled by foreign borrowing and the determinants of the size of the gap to be 
filled in future years by foreign assistance. If the gap is too narrow and foreign borrowing be terminated, 
the presumption must be that additional increments to saving out of the increases in national income 
generated are greater than the increments of investment. For any target-rate of growth r; the required 
foreign assistance in the base year (Fo) is, 

Fo = Io – So = Yo Cr - Yo Sa = Yo (cr - Sa) 

Where Io is investment in the base period. 

So is savings in the base period. 

Yo is the income in the base period 

c is incremental capital-output-ratio. 

Sa is average savings ratio. 

& r is the target rate of growth. 

If the rate of savings is expected to rise over time, the savings function may now be written as 

St = Sa Yo + s’ (Yt - Yo) = (sa – s’) Yo, + s’Yt              II 

Where s’ is the marginal savings ratio. 
Rewriting investment requirements at time t as 

It =Yt er        III 

And combining II & Ill, we get the net inflow of capital required in time t : 

Ft = Yt cr - [(sa – s’) Yo + s’ Yt]          IV 

Ft - (cr – s’) Yt + (s’ - sa) Yo      V 
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The difference between borrowing requirements in the base year and borrowing in period t is 
the difference between equations V & I which reduces to 

cr (Yt -Yo) –s’ (Yt - Yo]. 

or Ft - Fo -  - S       VI 

i.e., increments in external capital finance the difference between investment requirements to 
sustain the target rate of growth and increases in savings generated by rising income. If foreign 
assistance is to decline (Le. Ft < Fo), ∆s must be greater than 1. The investment saving gap will 
disappear, and the phase of investment limited growth come to an end, when domestic saving reaches 
a level adequate to sustain the target rate of growth. 

From (V) the rate of growth that can be achieved with an exogeneously given inflow of foreign 
capital is 

  





 

Yt

Ft
sssa

C
r '

Yt

Yo1 1

       VII 

The derivative of r with respect to F is positive, so that a larger inflow of foreign capital can 
achieve a higher growth rate, provided there is no rise in C-the capital output ratio or fall in s’, 

From (V) we can also calculate the number of years after which a country can generate enough 
domestic savings to finance its target rate of growth and dispense Vlth foreign borrowing. Equation (V) 
becomes in the nth year when Fn = 0, 

 (cr-‘ s’) Yn + (s’- sa) Yo = 0       VIII 

Yo 
cr - s'

sa - s'
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from which n can be calculated. We stress again that the essential condition for a country to 
reduce its external borrowing requirements is that the marginal rate of savings should exceed the 
required rate of investment i.e. s’ > Cr in (XI) above, nis obviously highly sensitive to s’& c. 
(ii) The Import-Export or Foreign Exchange Gap 

Now let us suppose that the M-X gap is the larger of the two gaps. In the base year the foreign 
assistance required to cover the foreign exchange gap is 

Fo = Mo - Xo = Yoma -Yoxa = Yo (ma - xa)        ... XII 

Where Mo is imports in the base period 

Xo is exports in the base period 

Yo is income in the base period 

ma is average import coefficient 
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and xa is the average export coefficient. If imports in year t equal. 

Mt = ma Yo + m’ (Yt - Yo)              XIII 

and exports, Xt = Xo Yo + x’ (Yt - Yo)                XIV 

where m’ is the marginal import coefficient & x’ is the marginal export coefficient and 

Yt = It/cr 

then the foreign borrowing requirement in time t to achieve the target rate of growth is 

Ft  = ma Yo+ m’ (Yt - Yo) - Xa Yo – x’ (Yt - Yo)           XV 

Subtracting XII from XV gives 

Ft - Fo = M - X 

i.e. increments in external assistance finance the difference between imports to sustain the 
target rate of growth and the increments of exports. If the level of foreign assistance is to decline over 
time (i.e. Ft < Fo), x’ must be greater than m’. 

The condition for, reduced dependence on foreign assistance is that X’ should increase relative 
to m’. 

An alternative approach is to express the minimum import requirement for growth as a 
proportion of investment requirements, in which case from III we have  

Mt = mi It = mi Yt cr              XVI 

Where mi is the import investment coefficient. 

The condition that Ft = Mt - Xt gives 

Yt mi cr = Xt + Ft                XVII 

and the trade-limited growth rate is then 







 

Yt

Ft

Yt

Xt

m'

I
r

 

The export-import gap will become less and less restrictive as time goes on,: provided exports 

increase as a faster rate than national income (i.e. if x’> xa) and/ or if mt. falls which is likely as more 

and more capital goods are produced domestically. 

With respect to policy, the analysis high lights the importance of a greater proportion of 

resources devoted to exports. The M -X gap will only disappear and trade-limited growth come to an 

end, when exports rise to a level sufficient to meet the import requirement of the target of growth set. 

One of the pre-conditions of an end to reliance on foreign borrowing to finance development and to 

payoff past debts; is that a balance of payment deficit be turned into a healthy continuing surplus 

through price and Income adjustment mechanisms internally.                                            

Thus, the Two-gap models simply provide a crude methodology for determining the relative 

need and ability of different LDCs to use foreign aid effectively.   

Now the agreements on behalf of foreign aid as a crucial ingredient for LDCs development 

should not mask the fact that even at the strictly economic level, definite benefits accrue to donor 

countries as a result of their aid programmes.  The strong tendency towards providing  interest-bearing 

loans instead of outright grants and towards tying aid to the exports of donor countries has saddled 

many LDCs with substantial debt repayment burdens.  It has also increased their import costs because 
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aid tied to donor-country exports the receiving nations freedom to shop around for low cost and suitable 

capital and intermediate goods.  About $ 15 billion of DAC aid to developing countries is tied to the 

purchase of donor’s goods.  In this sense, capital inflows are not worth as much as they might be as the 
recipients have to pay higher prices for goods and services bought with aid money then the prices 

prevailing in the fresh market.  Aid tying can be of two kinds; restrictions on where the recipients can 

spend the aid money, the restrictions on how the aid is used.  Spending restrictions take the form of 

tying assistance to purchases in the donor country-so called ‘procurement typing’.  This reduces the 
real worth of aid because it prevents recipients from shopping around to find the precise goods they 

want in the cheapest markets.  Restricting the use or aid to particular projects as well as to the donor 

country’s goods amounts to double typing.  So tying can be quite expensive.  Because if there in double 
tying, the  project for which assistance is given might not fit perfectly into the recipients development 

programme, the technology might be inappropriate, the donor may raise the import content 

unnecessarly, the suppliers may engage in exploitation, knowing that they have a captive consumer, 

and servicing over the life of the investment may be expensive.  In 2001, the DECD’s Development 
Assistance Committee endorsed a proposal to untie aid to the LDC’s, but even this belated gesture 
covers only a fraction of spending, excluding food aid and technical cooperation. 

9.9 RECIPIENTS’ MOTIVES FOR ACCEPTING AID 

The first major motive is probably economic Developing countries have often tended to accept 

the proposition-typically advanced by developed-country economist and supported by reference to 

success stories like Taiwan, Israil, and South Korea to the exclusion of many more failures—that aid is 

a crucial and essential ingredient in the development process.  It supplements scarce domestic 

resources and helps in transforming the economy structurally, so the economic rationale for aid in 

LDCs is based largely on their acceptance of the donor’s perceptions of what the poor countries require 

to promote their economic development.  Hence conflicts generally  arise, not out of any disagreement 

about the role of aid, but over its amount and conditions.  According to Todaro (2012), “Naturally, LDCs 
would like to have more aid in the form of outright grants or long-term low-cost loans with a minimum of 

strings,” (Todaro, 2012, p-736). 

Moreover, recipients use aid for commercial reasons as they shift resources from their destined 

projects or programs to other non-productive purpose.  This is known as the ‘fungibility of aid’ which is a 
theoretical phenomenon.  It means that the govt. of a developing country adjusts its allocation of 

expenditure, which is equal to domestic resources plus foreign aid, between  two goods or sectors to 

achieve its highest benefits.  But unfortunately, sometimes foreign aid inflows are switched from 

productive purposes to non-productive or wasteful forms of recurrent expenditure.  These include 

enlarging the army, paying-off debts, reducing taxes and reducing borrowing.  Moreover, recipient 

motives are not always directed towards poverty alleviation and benefiting  the poor.  This is apparent 

since property interests in developing countries are aligned to governments and thus the benefit of 

foreign aid goes primarily to the rich.  This is a contradiction in the objectives of aid which are primarily 

to alleviate poverty among the masses and increase growth rates.  

In some countries, “as Todaro says,” aid is seen by both donor and recipient as providing 
greater political leverage to the existing leadership to surpress  opposition and maintain itself in power.  

In such instances, assistance takes the form not only of financial resource transfers but of military and 

internal security reinforcement as well.  But the problem with this type of assistance is that once aid is 
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accepted, the ability of recipient govts. to  extricates themselves from implied political or economic 

obligations to donors and prevent donor govts. from interfering in their internal affairs can be greatly 

diminished. 

9.10 FOREIGN AID AND ECONOMIC DEVELOPMENT 

The economic objectives of foreign aid are to induce high growth rates in LDCs which in then 

will generate additional domestic savings and investments, however, there is much dispute as to 

whether development assistant to LDCs has been successful in achieving these objectives. Aid 

antagonists are of the opinion that aid does not promote faster growth but may in fact retared it by 

substituting for, rather than supplementing, domestic savings and investment and by exacerbating 

LDCs balance  of payments deficits as  result of rising debt repayment obligations and the linking of aid 

to donor-country exports.  On the other hand, there are economists who argue the aid has indeed 

promoted growth and structural transformation in many LDCs.  A study conducted by McGillivray (2005) 

demonstrates how aid is African countries not only increase growth but reduces poverty.  A study  by 

Karras (2006) investigates the correlation between foreign aid and growth in per capita GDP using 

annual date from 1960 to 1997 for a sample of 71 aid-receiving developing countries.  This paper 

concludes that the effects of foreign aid on economic growth is positive, permanent and statistically 

significant.  These results, however are obtained without considering the effects of policies. 

But on the other side, one criticism of aid is that it may lead to a weakening of the domestic 

development effect by supporting a culture of dependency.  In particular, it may weaken a country’s tax 
efforts.  In many poor developing countries, the value of aid exceeds tax revenue.  To cope with this 

issue, one suggestion by the Oxford economists Adrain Wood (2008), is for the donors collectively to 

set an upper limit to the aid to tax ratio (say 50%), above which aid would be phased out, but  below 

which donors would give 50 cents more aid for every extra dollar raised in taxes.  This would 

encourage developing countries to raise more taxes, and at the same time encourage govt. to pay 

more attention to what their citizens want (because they are paying) rather than what donors want the 

aid used for. 

Official aid is further criticized for focusing on and stimulating the growth  of the modern sector, 

thereby increasing the gap in living standards between the rich and the poor in developing countries.  

Some critics assert that foreign aid has been a force for anti development in the sense that it both 

retards growth through reduced savings and worsens income inequalities.  Some crities say that foreign 

aid has been a failure because it has been largely appropriated by correct bureaucrats, has stifled 

initiative and has generally engendered a welfare mentality on the part of recipients nations.  (Peter T. 

Bauer and Basil Yamey,” Foreign aid; what is at stake ?  Public Interest, summer 1982 p 55-70 quoted 

in Todaro, 2012). 

Then there is a view that aid can have a positive effect on growth and development on average 

and is conditional on absorptive capacity, good governance and the policies of donor countries.  There 

is also evidence that aid only works in good policy environments, where there is good governance and 

sound macroeconomic policy-making.  Burnside and Dollor (2000) searched the links between aid, 

policy and growth and found that foreign aid has a positive impact on growth in developing countries 

with good fiscal, monetary and trade policies but has little effect in the presence of poor policies.  Thus 

the effectiveness of aid, it is arrested, however, depends largely upon both the donor and recipients 

motives and how these may be alined or conflicting with the objectives of aid. It also depends on the 
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extent of typing of aid to different capital projects etc.  Whether the recipient uses the aid to increase 

savings and investment rather than switch aid resources to consumption and other non-productive 

purposes, also determine the effectiveness of aid. 

9.11 SUMMARY 

To sum up, the lesson describes that in addition to foreign direct investment and multinational 

corporations, Foreign aid also plays an important role in economic development. Now the question 

arises, what is foreign aid? Foreign aid refers to transfer of real resources from government or public 

institutions of the richer countries to govts. of less developed countries in the third world. This aid can 

be provided by the official as well as private agencies. Generally foreign aid is provided for the 

development purposes. Then there are some motives both on the recipient side and donors' side. On 

donor's side, the motives are (i) humanitarian (ii) political, commercial and military motives and (iii) 

economic motives. On the recipient side the motives are generally economic but sometimes the aid is 

used for non productive uses also which reduces the effectiveness of aid. 
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9.14 MODEL QUESTIONS 

Q.1 What do you mean by the term foreign aid? Explain its types 

Q2. Explain the rational of foreign aid. What are the factors that determine the Quantum of Foreign 

aid? 

Q3. How would you establish the relationship between foreign aid and economic development? 

Q4. Discuss in detail the donor's and recipients motives for foreign aid.  

 

 

 

Lesson – 10 
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ON THE CHOICE OF ECONOMIC SYSTEMS – I 

ROLE OF THE MARKET 

Structure 

8.0 Objectives 

8.1 Introduction 

8.2 Functions of the Market. 

8.2.1 Allocation of given stock of consumer's goods 

8.2.2 Allocation of production between commodities 

8.2.3 Allocation of factors of production among their various uses 

8.3 Efficiency of the competitive Market 

8.4 Market Failure 

8.4.1 Causes of Market Failure 

8.4.2  Market failure in a dynamic economy 

8.5 Options for govt. intervention in markets  

8.6 Summary 

8.7 Glossary 

8.8 References 

8.9 Further Readings 

8.10 Model Questions 

10.0 OBJECTIVES 

After going through the lesson, you will be able to: 

 conceptualize the term market 

 discuss the functions of the market 

 understand the concept of efficiency of competitive market 

 describe the meaning and reasons of market failure  

 analyze the role of govt. in order to cure the market failures 

10.1 INTRODUCTION 

 In the previous lessons, we have studied about the role of international trade and foreign aid in 
the process of economic development. We came to know that though they play an important role, yet 
they have their own limitations. Now in the process of economic integration with the world and 
globalisation, the market and the state in a country also play an important role. Hence, in this lesson 
and the next, we will analyze economic systems to determine which one is most appropriate to promote 
economic development. An economic system is defined as an insterumental framework by which 
competition among the people for the use of resources is coordinated. 
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 In reality, an economic system is expressed as a combination of various economic 
organizations. Market and state are two major organizations which determine the characteristics of the 
economic system. There is a difference between ‘institution’ and ‘organization’ Douglas North (1994 
defined institution as a ‘rule in society’ and organization as a’ Functional body of group’ organized to act 
for a specific purpose. Theoretically, this distinction is meaningful but in practice, institution and 
organization are inseparable. The market, for example, is an institution as it consists a set of rules for 
controlling voluntary transaction under the parameter of prices. At the same time, it is also the 
functional body organizing various marketing agents, such as retaiers and whole sales, to bridge 
between consumers and producers. Similarly, state is an institution comprised of rules for governance. 
But it is also a functional body consisting of various agencies and bureaue organized according to 
these rules. Hence an institution can be defined as a ‘set of rules to organize people  in to the functional 
body and organization is defined as ‘a functional body organized by a set of rules.’ But when we 
consider both market and state by their roles as agents of actions, they are called ‘organizations. It is 
also legitimate to call them ‘institutions’: Let us first focus our attention on the market system and its 
role in an economy and the problems associated with it. 

10.2 FUNCTIONS OF THE MARKET 

 In free enterprise market economy, resources are allocated by Adam Smith’s ‘Invisibile hand’ of 
the market in accordance with the consumer demand. The market is the organizational framework that 
brings together those who supply and those who demand a product, who then trade at an agreed price. 
In a completely Free market, the price will clear the market so there are no unsatisfied buyers and 
sellers. Decision-making about what is produced is decentralized and left to the market, comprising the 
decisions of myriad private individuals. If the demand for a good increases, the price will rise and 
producers will be induced to supply more; if demand falls, the price will fall and producers will supply 
less. Market prices act as signals to producers to supply more or less of a commodity according to the 
changing profitability of production. The efficiency of markets relies on prices acting as signals, on 
suppliers responding and on the mobility of the factors of production enabling supply to be forthcoming. 
The following figure shows how the prices act as signals to adjust demand and supply. 

 

Fig. 1 (a)       Fig. 1 (b) 

 In fig 1 (a), higher demand signals to producers to step up production. Total revenue is higher at 
price P2 and out put Q2. In Fig 1 (b), an increase in supply leads to lower market prices-a signal to 
consumers that their real income has increased or we can say an increase in market supply causes a 
fall in the relative prices of the commodity and prompts an expansion along the market demand curve. 
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 Besides this market performs some allocative and creative functions. Which are mentioned 
below. 

10.2.1 Allocation of given stock of consumers’ goods. 
 In an economy based on division of labour, production is rarely done for self consumption. What 
actually happens is that each person does some specialized work for which he is paid and his earnings 
help him to get different goods and services. In this process, market plays an important role. All free 
enterprise economies have markets, where producers look for the buyers of the products. Guided by 
the profit motive these producers sell their products to those who pay the highest. Obviously in these 
markets consumers are not treated equality. Their voice depends on the strength of their purchasing 
power. The relatively poor people are allocated very few consumers goods, while the rich manage to 
get almost everything they desire to have. Thus the market rations consumers’ goods among 
consumers in accordance with the purchasing power they have. If the given income distribution is not to 
be questioned, then in a competitive market, distribution of goods among the consumers may be pareto 
optimal. However, in reality, due to inequality in income distribution, the distribution of consumer goods 
among the people is invariably discriminatory. 

10.2.2 Allocation of production between commodities 

 With given resources, people in a country can produce a limited number of goods and services 
and their quantities also cannot be unlimited. There fore, whatever be the nature of the economy, it 
faces a basic problem as to what goods and services it has to produce. In a socialist economy, 
decisions are taken by the govt. regarding the pattern of output and the resources are allocated 
accordingly. But in a capitalist economy, it is not the case. There market directs the allocation of 
production between commodities according to the criterion of maximum profit. Prevailing prices often 
reflect the demand pattern and can be rightly used by the producers for decision-making in a free 
market economy. If a producer ignores this, he will do this only at his own risk. So a careful reading of 
the market is essential for knowing the scope for new products. If the producers get due from the 
market as to what prices different products will fetch, they can attempt to maximize their profits in case 
they undertake the production of any one of these goods with given of even changing cost structure. 
Though these decisions are difficult to take, but there is no other option. 

10.2.3 Allocation of factors of production among their various uses 

 Since no country has an unlimited supply of the factors of production, their judicious allocation is 
a problem which every country has to overcome for optimising the socially necessary output on the one 
hand and for maximizing the factor incomes on the other. In planned economies, the problem of 
resource allocation is tackled by the state in accordance with the set priorities. Obviously such a thing is 
ruled out in a free enterprise economy. In this case, markets for different factors of production exist 
where free play of forces of demand and supply determine factor prices. There factor prices act like 
guide posts. Producers, in order to minimize their costs, look for factors which are relatively cheap. 
Since in most cases, technological coefficients are not fixed, it is not difficult for them to substitute a 
cheaper factor for a relatively dearer factor. Owners of the factors, on the other hand, look for the 
buyers, who ofter the highest price. In this process, factor suppliers maximize their incomes and the 
factors get employed in production units where their demand is more, so they also earn more. 

 The allocation role of markets discussed above, however, is only one type of functions of the 
market mechanism. To use a distinction introduced by Kaldor (1972), the market also had a creative 
function, to provide an environment for chamge that expands production possibilities which shifts the 
production possibility curve outwards from its previous level so as to enable a higher level of utility. 
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Then an environment for change means all the dynamic forces that lead to technical progress, 
innovation and ultimately investment. In the early stages of development, the creative function of 
markets, producing new opportunities for growing, may be just as important as the allocative functions 
of the market. 

 Harry G. Johnson18 and many other conservative economists have forcefully argued that market 
provides incentives to economic growth. Firstly, it induces the consumer to work hard so as to obtain an 
increase in his income. Secondly, it provides an opportunity to innovators to benefit from the 
introduction of new goods and exploitation of technical improvements. Lastly, the market contributes to 
growth by providing incentive to accumulation of capital both material and human. Johson concludes 
his arguments thus, “a properly functioning market system would tend to stimulate both economic 
efficiency and economic growth. And it is important to note that the market does this automatically, 
while it requires no big administrative apparatus, no central decision-making and very little policing 
other than the provision of a legal system for the enforment of contracts. This assertion apparently 
looks quite convincing. But is it really so? That is the main question. Because there are many restrictive 
conditions which are faced by a market (competitive market) in performing its functions and to 
maximize efficiency. 

10.3 EFFICIENCY OF THE COMPETITIVE MARKET 

 The orthodoxy of economics from Adam Smith and the English classical school to the neo-
classical school indicates that competition in a free market results in a socially optimum allocation of 
resources. Adam Smith clearly recognized that the mechanisms of a free market would guide people 
towards the promotion of total economic welfare in society. His famous thesis of the ‘invisible hand’ 
expressed this mechanism succinctly. 

 Every individual necessarily labours to render the annual revenue to the society as greatly as he 
can. He generally, indeed, neither intends to promote the public interest, nor knows how much he is 
promoting it. By preferring the support of domestic to that of foreign industry he intends only his own 
security; and by directing that industry in such a manner as its produce may be of the greatest value, he 
intends only his own gain, and he is in this, as in many cases, led by an invisible hand to promote an 
end which is no part of his intention. [Smith, 1776; 423]. 

 On the basis of this theory, Adam Smith advocated removal of trade restricitions in the 
Mercantile system as a major means of maximizing the wealth (or income) of nations. According to him, 
removal of trade restrictions would not only improve static efficiency in resource allocation in a single 
production period but would contribute to economic growth through the dynamic effect of increased 
division of labour stemming from an enlarged market over time. 

 On the other hand, free trade advocates, from Ricardo to the neo-classical school were mainly 
concerned about the proof of static efficiency in the free market, that is, efficiency in the allocation of 
existing resources in a given period while disregareling accumulation of the resources over time. Here, 
the neo-classical position will be summarized. [Ricardo’s comparative advantage theory was discussed 
in lesson 5]. 

                                                 
18

 * Harry. G. Johnson, :Market Mechanism as an Insteument of Development” in G.M.Merier (ed), Leading Issues in Economic 
Development. Oxford university press. 1990, Delhi, p.517. 
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 So far as neo classical theory is concerned, the first step is the mechanism of the market to 
equate demand and supply of a commodity (or service) through adjustments in its price. A free market 
has the power to establish a single price. If a commodity is sold at different prices, all the buyers would 
be altracted to the low priced supplier, bidding up his price, while no one would buy from a high-priced 
supplier, forcing his price down. The same mechanism countinus to operate in adjusting the price to 
equate demand and supply of the commodity. If the price is too high, demand falls short of supply, 
piling up of unsold surplus, Which will force suppliers to lower the price. On the other hand, if the price 
is too low and attracts too many buyers relative to supply, the price will go up through competition. If  
demand and supply are thus equated, waste from unsold surpluses and unproductive efforts of looking 
up for commodities in short supply can be avoided. So according to the neo classical economics, this 
equilibrium between demand and supply in the free competitive market represents an efficient resource 
allocation for the production of a commodity to maximize economic welfare in society.19 In terms of 
Alfered Mashall’s (1890), 1953) concepts, the demand curve for a commodity in the competitive market 
is the schedule of decreasing marginal utility for increased consumption, while the supply curve is the 
schedule of marginal cost for increased production. Therefore, marginal utility and cost are equated at 
the demand and supply equilibrium, resulting in the maximum, utility to society. 

 In terms of the general equilibrium theory of Leon Walras (1874) and Vilfred Pareto (1906), the 
equilibrium reached through transactions in a free competitive market represents an efficient resource 
allocation in the sense that no participants in market transactions can increase his economic welfare 
without decreasing others’ welfare the so-called ‘Pareto Optimality. 

 So maximization of efficiency (the achievement of a Pareto Optimum) a market in performing its 
allocative and creative functions depends upon a number of restrictive conditions such as perfect 
competition in the product and factor market, reliable information about the present and future price and 
non price variables, given consumers tastes, attempt by producers to maximize their profits, non-
existing increasing returns to scale etc…. These conditions are very stringent and are unlikely to be 
satisfied in any economy, let alone developing economies. The true benefit of output may not be 
reflected in price because of externalities; price may not reflect marginal cost because of market 
imperfections; and many developmental goods and services may not be produced at all because 
markets are incomplete or missing entirely and therefore cannot perform their creative function. In other 
words, they are likely to be market failure. 

10.4 MARKET FAILURE 

 If the market can achieve a socially desirable allocation of resources, there should be no need 
for govt. to coercively intervene in economic activities. However, the market is not able to achieve 
optimalilty in all economic activities. Divergence of market equilibrium from the point of Marshallian net 
utility maximization or Pareto optimality is called market failure. Hence it is the situation where market 
mechanism fails to allocate resources efficiently. Efficiency includes social efficiency, allocative 
efficiency, technical efficiency and productive efficiency. Social efficiency is where external costs and 
benefits are accounted for. Allocative efficiency is where society produces goods and services at 
minimum cost that are wanted by consumers. Technical efficiency is production of goods and services 
using the minimum amount of resources. Productive efficiency is production of goods and services at 
lowest factor cost. 

10.4.1 Causes of Market Failure  

                                                 
19

 Yujiro, Hayami and Yoshohira Godo (2005). Development Economics From the poverty to the wealth of Nations. Oxford university 

press-New Delhi 
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 The circumstances due to which market fails to achieve economic efficiency or 
maximum social welfare have been called market failures. Competitive markets fail for four 
basic reasons. (i) the presence of externalities i.e. external economies and diseconomies in 
production and consumption; (ii) Market imperfections or the market power (iii) the 
consumption of public goods & (iv) Asymmetric or in complete information.  

(I) EXTERNALITIES – The existence of externalities is an important factor which prevents 
the achievement of pareto optimality (or maximum social welfare or economic 
efficiency) and causes the market failure even when perfect competition prevails. 
Externalities can arise in many ways, but however they arise, their effects are always 
the same : The actions of a consumer or producer may benefit or harm other 
consumers and producers.  

 Externalities are positive if they help other produces or consumers. We frequently 
observe positive externalities from consumption. For example, when a child is vaccinated to 
prevent the spread of a contagious disease, that child receives a private benefit because the 
immunization protects the child from contracting the disease. Further, because the child is 
less likely to transmit the disease, other children in the community benefit as well. This is a 
positive externality because one consumers decision to buy a good improves the well being of 
other consumers. There are also positive externalities from production. The development of a 
new technology often benefits not only the inventor but also many other producers and 
consumers in the economy. 

 Externalities can also be negative if they impose costs on the reduce benefits for other 
producers production occurs if a manufacturer of an industrial good causes environmental 
damage by polluting the air or water. Highway congestion is an example of a negative 
externality.  

 Negative Externalities and Economic Efficiency 

 Now the question is: In a competitive market when there are negative externalities, why 
do firms produce too much? Consider what happens when the production process for a 
chemical product also generates toxic emissions that harm the environment. Let us assume 
that there is only one technology that produces the chemical and it produces the chemical and 
the pollutants in fixed proportions. One unit of pollutant is emitted along with each ton of the 
chemical produced. Each producer of the chemical is “Small” in the market, so each producer 
acts as a price taker.  

 Now, if the producers do not have to pay for the environmental damage their pollution 
causes, each firm’s private cost will be less than the social cost of producing the chemical. 
The provate cost will include the cost of capital labour, raw material and energy necessary to 
produce the chemical. However the private cost will not include the cost of the damage that 
the toxic waste does to the air or water around the plant. The social cost includes both the 
private cost and the external cost of environmental damage. The following figure dep its the 
consequences of externality in a competitive market. With a negative externality, the marginal 
social cost exceeds the marginal private cost.  

 With a negative externality, the marginal social cost MSC exceeds the marginal private 
cost MPC by the amount of the marginal external cost MEC. If firms do not pay for the 
external costs, the market supply curve is the marginal private cost of the industry MPC. The 
equilibrium price will be P1. and the market output will be Q1. At the social optimum, firms 
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would be required to pay for the external costs, leading to a market price p* and quantity Q*. 
The externality therefore leads to overproduction in the market by the amount (Q 1-Q*) and to 
a deadweight loss equal to area M. This is shown in the following figure. 

Fig : Negative Externality 

 

 Equilibrium 

(price = P1) 

Social Optimum 

(price = P*) 

Difference between Social 

Optimum and Equilibrium 

Consumer surplus A+B+G+K A -B –G –K 

Private producer 
surplus  

E+F+R+H+N B+E+F+R+H+G B+G – N 

-Cost of externality -R-H-N-G-K-M -R-H-G M+N+K 

(external cost savings) 

Net social benefits 
(consumer surplus + 
private producer 
surplus – cost of 
externality)  

A+B+E+F-M A+B+E+F M (increase in net benefits 
at social optimum) 

Deadweight loss M Zero M 

Source : David Besanco & Ronald Brauthigam (2011) : Micro economics. 

The marginal private cost curve MPC measures the industry’s marginal cost of 
producing the chemical. Because the technology produces the pollutants and chemical in a 
fixed proportion, the horizontal axis measures both he number of units of the pollutants and 
the number of tons of the chemical produced. The marginal external cost of the pollutant is 
measured by MEC, which rises because the incremental damage to the environment 
increases as more pollution occurs. The  marginal social MSC exceeds the marginal private 
cost by the amount of marginal external cost : MSC = MPC+MEC i.e. the marginal social cost 
curve is the vertical sum of the marginal private cost curve and the marginal external cost 
curve.  

 Now, if the firms do not pay for the external costs, the market supply curve is the 
marginal private cost curve for the industry (the horizontal sum of the individual firms marginal 
private cost curies). The equilibrium price will be P1 and the market output will be Q1. the first 
column of the table in fig above shows the net economic benefits in equilibrium with the 
negative externality. Consumer surplus is the areas A+B+G+K. i.e. the area below the market 
demand curve D and above the equilibrium price P1. the private producer surplus is 
E+F+R+H+N. i.e. the area below the market price and above the market supply curve. The 
cost of externality is the areas R+H+N+G+K+M (the area below the marginal social cost curve 
and above the market supply curve), which is equal to the area Z+V. The net social benefits 
equals the sum of the  consumer surplus and the private producers surplus minus the cost of 
the externality i.e. the areas A+B+E+F-M. 
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 Now lets see why the competitive market fails to produce efficiently. In equilibrium,  the 
marginal benefit of the last unit produced is P1. which is lower than the marginal social cost of 
production for that unit. Thus the net economic benefit from producing that unit is negative.  

 The efficient amount of output in the market is Q*, the quantity at which the market 
demand curve and the marginal social cost curve intersect. There are marginal benefit of the 
last unit produced (P*) just equals the marginal social cost. The production of any units 
beyond Q* creates a dead weight loss because the marginal social cost curve lies above the 
demand curve.  

 As shown in the second column of the table, if consumers pay the price P* for the 
chemical, net economic benefits would increase. Consumer surplus would fall to A (the area 
under the demand curve and above P*). Private producer surplus would be areas 
B+E+F+R+H+G (the area below the price P* and above the market supply curve). The 
external cost is areas R+H+G (the area below the marginal social cost curve and above the 
market supply curve), The net social benefits equal consumer surplus plus private producer 
surplus minus the external cost (-R-H-G) i.e. the areas A+B+E+F. 

 The third column of the table show the differences between the social optimum and the 
equilibrium in terms of consumer surplus, private producer surplus and the cost of externality. 
In terms of the net social benefits, it also shows that the market failure arising from the 
externality creates a dead weight loss equal to the area M.  

 Hence, it shows, that the negative externality leads the market to overproduce by the 
amount Q1-Q*. It also reduces the net economic benefits by the area M1 the deadweight loss 
arising from the externality. 

 

 Positive Externalities and Economic Efficiency.  

 Positive externalities include education, health care, research and development, public 
transit etc. with a positive externality, the marginal social benefit from the good or service 
exceeds the marginal private benefit. Other people around a consumer also benefit when the 
consumer furthers his education or keeps hiuelf in good health. Similarly, when one firm 
succeeds in developing a new product or technology with a program of research and 
development, the benefits often spill over to other firms and ultimately, to consumers.  

 Just as firms overproduce when there are negative externalities, so do firms under 
produce when there are positive externalities. And just as the overproduction is the result of 
consumers not taking external costs into account, so is the underproduction a result of 
consumers not taking external benefits into account. That is, when we decide whether to buy 
a good, we consider the benefits we will receive (the marginal private benefit) but we do not 
consider the benefits our consumption will have for other. The following figure shows why this 
under production arises in a competitive market with a positive externality.  

 

 

 Equilibrium 

(no subsidy) 

Social Optimum 

(equilibrium with 
subsidy) 

Difference 

between Social 
Optimum and 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


206 

Equilibrium with 
No. Subsidy 

Private consumer surplus B+E+F B+E+F+G+K+L G+K+L 

Producer surplus  G+R F+G+R+J+M F+J+M 

Benefit from externality A+H+J A+H+J+M+N+T M+N+T 

-Government cost from 
subsidy 

Zero -F-G-J-K-L-M-T -F-G-J-K-L-M-T 

Net social benefits 
(private consumer surplus 
+ producer surplus + 
benefit from externality – 
government cost) 

A+B+E+F+ 
G+H+J+R 

A+B+E+F+G+ 
H+J+M+N+R 

M+N 

Source : David Besanko, Op. Cit (p. 715) 

 Optimal Subsidy with a Positive Externality  

 With a positive externality, the marginal social benefit MSB equals the marginal private 
benefit MPB plus the marginal external benefit MEB. In a competitive market with no 
correction for the externality, the equilibrium is determined by the intersection of the demand 
curve (i.e. the marginal private benefit curve MPB) and the supply curve. The equilibrium 
price is P1 and the quantity is Q1.  

 The socially optimal output is Q*, determined by the intersection of the supply curve 
and the marginal social benefit curve. The externality leads the market to under produce by 
the amount (Q* - Q1). The social optimum can be reached with a government. Subsidy. The 
optimal subsidy per unit is the difference between the price received by producers P s and the 
price paid by consumers P* at the efficient quantity Q*. The optimal subsidy eliminates the 
deadweight loss (area M + N) that would arise without the subsidy.  

 If the figure, the market demand curve MPB is the horizontal sum of the marginal 
private benefit curves of all the individuals in the market. The market supply curve MC is also 
the industry marginal cost curve. If there is no correction for the externality, the market will be 
in equilibrium at the intersection of the demand curve and the supply curve, where the price is 
P1 and the market output is Q1. in equilibrium, private consumer surplus is the area below the 
MPB curve and above P1 (areas B+E+F). Producer surplus is the area below P1 and above 
the MC curve (areas G+R). 

 Because of the positive externality, there is also an external benefit in the market as 
indicated by the marginal external benefit  curve MEB. The marginal social benefit MSB 
exceeds the marginal private benefit by the amount of the marginal external benefit i.e. MSB 
= MPB+MEB. Again at the equilibrium without any correction for the externality (where market 
output is Q1), the size of the external benefit is the area below the MSB curve and above the 
MPB curve (areas A+H+J) which is equal to the area under the MEB curve (area u+v). thus, at 
this equilibrium, the net social benefit is the sum of the private consumer surplus, the 
producer surplus and the benefit form the externality (area (A+B+E+F+G+H+J+R). Now, the 
question arises : Why does the competitive market fail to produce an economically efficient 
amount of output? In equilibrium, the marginal cost of the last unit produced is P 1 which is 
lower than the marginal social benefit for that unit. Thus the net social benefit from producing 
another unit is positive. The economically efficient market output is Q*, where the marginal 
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social benefit equals the marginal cost for the last unit produced. Net benefits would increase 
if the market expanded production to Q*. The failure to produce these additional units 
introduces a dead weight loss equal to areas M+N. 

 How might public policy correct for the economic inefficiency resulting from the 
underproduction with a positive externality? One possible way would be to subsidize 
production of the good. A subsidy is like a negative tax and, a subsidy on each unit supplied 
stimulates production. The question is : how large must the subsidy be to lead the market to 
produce the efficient output Q*? As shown in the figure above, to supply the last unit, 
producers will need to receive the price Ps. However, the consumers are willing to pay only 
P+ for that unit. Thus, there is a gap of Ps-P* between the price which producers require and 
the one which consumers will pay. Therefore, if the govt. provides a subsidy equal to Ps -P*, it 
will induce producers to provide that unit and consumers to purchase it.  

 Now the table with the figure compares the equilibrium with no subsidy the equilibrium 
at the social optimum (the equilibrium induced by the govt. subsidy). With the subsidy, private 
consumers surplus increases by the areas G+K+L, producers surplus increases by the areas 
F+J+M, the external benefit increases by the areas M+N+T, and the cost to govt. is equal to 
the areas F+G+J+K+L+M+T. Thus, with the subsidy, the net social benefit increases by the 
areas M+N and there is no dead weight loss.  

(ii) Market Power – The inefficiency arises when a produces or supplier of a factor input has 
market power e.g. monopoly. Now an important complaint against monopoly (and against all 
forms of imperfect competition) is that it causes misallocation of productive resources and 
thus hinders the achievement of maximum social welfare. The crucial condition for pareto 
optimality is that the marginal rate of transformation (MRT) of the community between any two 
commodities should be equal to the marginal rate of substitution (MRS) between these 
commodities of every consumer. Now under competition this condition of pareto optimality is 
satisfied but under monopoly (or in any other form of imperfect competition for that matter), 
this condition is not satisfied and MRT allocation of resources and services as an obstacle to 
the attainment of maximum social welfare. The season is that a monopolist does not equate 
price of his product with marginal cost of production : he restricts the output and charges the 
higher price than marginal cost. Assume that there are two commodities, X & Y and further 
that commodity x is produced under condition of monopoly whereas commodity y is produced 
under conditions of perfect competition. So in case of commodity x, the price P x > MCX of its 
production. In case of commodity Y, price P y = MCy i.e. marginal cost of Y. 

   

MCx

MCy  <  

Px

Py  

 Since the ratio of marginal cost of two commodities  

MCx

MCy  represents the marginal rate 

of transformation (MRTxy) between them,    MRTxy < 

Px

Py
 

 But the consumers to be in equilibrium will equate their marginal rate of substitution 

between two commodities (MRSxy) with the price ratio of two commodities 

Px

Py

 
 
  . This is 
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because each individual consumer will take the prices of commodities as given and constant 

to him. Thus for consumers MRSxy =   

Px

Py
 . So it means that under monopoly in the 

production of x, MRTxy < MRSxy or MRSxy > MRTxy. Which means that when monopoly exists 

in the production of a commodity, marginal rate of substitution between commodities will be 

greater than the marginal rate of transformation. So consumers would like that the commodity 

under monopoly production to be produced more but monopolists would not be producing it 

more thus causing loss of satisfaction and misallocation of resources. The following figure 

presents this situation.  

 

Fig. : Monopoly as an Obstacle to Maximization of Social Welfare  

Source : Ahuja, H.L. Advanced Economic Theory 

 It can be seen from the figure that the transformation curve of the community AB is 
tangent to the community indifference curve IC3 at point E.  so at point E. MRTxy of the 
community between two commodities is equal to MRS xy of the community. Thus E represents 
the maximum possible level of social welfare and the combination of two commodities being 
produced (i.e. OM of X and on of Y) and hence optimum allocation of resources. But when the 
commodity x is produced under monopoly conditions, the equilibrium will not be at point E 
rather it will be at point H. Because under monopoly, producers will be equating MRT xy or 
ratio of marginal costs 

MCx

MCy

 
 
   with the ratio of marginal revenues 

MRx

MRy

 
 
   and not with the 

ratio of prices of two goods 

Px

Py

 
 
   since consumers would be equating MRsxy with the price 

ratio 

Px

Py , MRTxy in equilibrium position at H will not be equal to MRS xy. At point H, 
transformation curve AB and consumer indifference curve IG, are intersecting each other. 
This implies that slope of the transformation curve AB is not equal to the slope of indifference 
curve IC, at point H. Rather at point H, MRSxy > MRTxy as the tangent IT drawn to point H on 
IC, is steeper than the tangent KK' drawn to point H on transformation curve AB. So because 
the point H lies on lower indifference curve IC, the equilibrium condition under monopoly 
causes loss of satisfaction or welfare. It implies that monopoly equilibrium is not optimally 
allocating the resources to the production of commodity x according to the consumers' 
preferences. At point H, smaller quantity of x commodity i.e. 0q is produced and larger 
quantity of Y commodity is produced i.e. OR. Thus monopoly has caused misallocation of 
resources.  

(iii) Public Goods and Market Failure  

 We have seen that even a competitive market fails to produce the socially optimal 
output when there are externalities.  For goods with positive externalities, consumers make 
purchasing decisions based on the marginal private benefits, which are lower than marginal 
social benefits. Thus, the market produces a lower quantity than the social optimum. Private 
benefits may be so low that a good is simply not provided at all, even though produc tion of 
the good would lead to positive net social benefits. Sometimes there may be another kind of 
good that will be undersupplied by the market and that is public goods. Now what are public 
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goods? Public goods benefit all consumers even though individual  consumers do not pay for 
the provision of the good.  

 Now public goods have two characteristics. They are non-rival and non exclusive. A 
good is non rival if for any given level of production, the marginal cost of providing it to an 
additional consumer is zero. For most goods that are provided privately, the marginal cost of 
producing more of the goods is positive. But for some goods, additional consumers do not add 
to the cost. Consider the use of a highway during a period of low traffic volume. Because t he 
highway already exists and there is no congestion, the additional cost of driving on it is zero 
or consider the use of a light house by a ship. Once the lighthouse is built and functioning, its 
use by an additional ship adds nothing to its running cost.  National defense is also a non rival 
good. When one person in a community receives protection, the amount of protection 
available to other consumers is not reduced. Finally consider public television, clearly, the 
cost of one more viewer is zero. 

 By contrast, most goods in our daily life are rival in consumption. With a given level of 
production of a rival good, the consumption of the good by one person reduces the amount 
available to others. For example. If we buy a particular piece of furniture, can buy  it. Goods 
that are rival must be allocated among individuals. Goods that are non rival can be made 
available to everyone without affecting any individuals opportunity for consuming them.  

 A good is nonexclusive if people cannot be excluded from consuming  it. As a 
consequence, it is difficult or impossible to change people for using non exclusive goods; the 
goods can be enjoyed without direct payment. Examples of nonexclusive goods are abundant, 
including national defense, public parks, television and radio signals and artwork in public 
places. Non exclusive goods need not be national in character. If a state or city eradicates an 
agricultural pest, all formers and consumers will benefit. If would be virtually impossible to 
exclude a particular former from the benefits of the program.  

 By contrast an exclusive good is one to which consumers may be denied access. For 
example, auto mobiles are exclusive (as well as rival). If a dealer sells a new car to one 
consumer, then the dealer has excluded other individuals from buying it.  

 Some goods are exclusive but non rival. For example, in periods of low traffic, travel on 
a bridge is non rival because an additional car on the bridge does not lower the speed of 
other cars. But bridge travel is exclusive because br idge authorities can keep people away 
from using it. A television signal is another example. Once a signal is broadcast, the marginal 
cost of making the broadcast available to another user is zero ; thus the good is non rival. But 
broadcast signals can be made exclusive by scrambling the signals and charging for the 
codes that unscramble them.  

 Some goods are non exclusive but rival. An ocean or large lake is nonexclusive, but 
fishing is rival because it imposes costs on others; the more caught, the fewer fish available 
to others. Similarly hunting in public game areas is non exclusive because everyone has 
access to the game; however hunters reduce the stock of game left for others when they bay 
their quarry.  

 Public goods which are both non rival and non exclusive provide benefits to people at 
zero marginal cost, and no one can be excluded from enjoying them e.g. public broadcasting 
and national defense etc.  

 As we study public goods, to avoid confusion, it is important to keep in mind that many 
goods that are publicly provided (provided by the govt.) are not public goods, being either 
rival or exclusive or both. For example, because a public university how a limited capacity, 
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education there can be a rival good. When one student enrolls, another prospecti ve student 
might be displaced. Further, education at a public university can be an exclusive good 
because the university can deny admission to an applicant and because the university can 
exclude any student who does not pay the required tuition fee.  

 Efficient Provision of a Public Good. 

 The efficient level of provision of a private good is determined by comparing the 
marginal benefit of an additional unit to the marginal cost of producing it. Efficiency is 
achieved when the marginal benefit and the marginal cost are equal. The same principle 
applies to the public goods, but the analysis is different. With private goods, the marginal 
benefit is measured by the benefit that the consumer receives. With a public good, we must 
ask how much each person values an additional unit of output. The marginal benefit is 
obtained by adding these values for all people who enjoy the good. To determine the efficient 
level of provision of a public good, we must then equate the sum of these marginal benefits to 
the marginal cost of production. The following figure illustrates the efficient level of producing 
a public good.  

 

Fig. : Efficient Level of Producing a Public Good 

Source : Pyndic, Robert S. et. al : Micro Economics 

 In the fig, D1 represents the demand for the public good by one consumer and D2 the 

demand by a second consumer. Each demand curve tells us the marginal benefit that the 

consumer gets from consuming every level of output. For example, when there are 2 units of 

public good, the first consumer is willing to pay Rs 5 for the good, and Rs 15 is the marginal 

benefit of Rs 40. 

 To calculate the sum of the marginal benefits to both people, we must add each of the 

demand curves vertically. For example, when the output is 2 units, we add the marginal 

benefit of Rs 15 to the marginal benefit of Rs 40 to obtain a marginal social benefit of Rs 55. 

when this sum is calculated for every level of public output, we obtain the aggregate demand 

curve for the public good D.  

 The efficient amount of output is the one at which the marginal benefit to society is 

equal to the marginal cost. This occurs at the intersection of the demand and marginal cost 

curves. In our example, 2 is the efficient output level because the marginal cost of production 

is Rs. 55. 

 To see why 2 is efficient, note what happens if only 1 unit of output is provided. 

Although the marginal cost remains at Rs 55, the marginal benefit is approximately Rs 70. 

Because the marginal benefit is greater than the marginal cost, too little of the good has been 

provided. Similarly, suppose 3 units of the public good has been produced. New the marginal 

benefit of approximately Rs. 40 is less than the marginal cost of Rs. 55; too much of the good 

has been produced. Only when the marginal social benefit is equal to the marg inal cost is the 

public good provided efficiently.  
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 Now the production of public goods will be advantageous only when these are 

produced by the govt. because the govt. can assess taxes or fees to pay for it. There are 

often thousands or even millions of consumers of public goods such as a dam, a public park 

or public broadcasting. To finance an efficient level of output for a public good, consumers 

must jointly agree that every one contributes an amount equal to his own willingness to pay. 

However, since the provision of a public good is non exclusive, everyone benefits once the 

public good is non exclusive, everyone benefits once the public good is provided. 

Consequently, individuals have no incentive to pay as much as the good is really worth to 

them. A consumer can behave as a free rider paying nothing for a good while anticipating that 

others will contribute.  

 Now if a private firm produces the public good, due to inability of the producer of a 

public good, due to inability of the producer of a public good to exclude those who do not pay 

and want to be free riders, the cost of optimal level of output cannot be covered by a private 

producer. There fore, in this situation, too little or even none of the public good will be 

produced though the marginal benefits of additional units (i.e. the value the individuals place 

on these additional units) exceeds the social marginal costs of producing these units. Thus 

the private production and functioning of market in case of public goods do not lead to parrot 

efficiency in the provision of the public goods or we can say that free rider problem makes it 

difficult for a private market to provide public goods efficiently and the market fails in this 

regard. It is generally easier to organize effective efforts to collect  voluntary funding when the 

number of people involved in paying for a project is small because each person recognizes 

that his or her contribution is important. However, when the number of consumers becomes 

large. It is more likely that many consumers will  act as free riders. So public intervention may 

be necessary to ensure the provision of a socially beneficial public good. The govt. therefore 

often produces a public good itself or subsidizes the enterprises that produce the good.  

(iv) Asymmetric information and market failure 

 In the perfect competition model it is assumed that the sellers and buyers are perfectly 

and equally informed about the quality of goods being sold in the market and their prices. But 

this assumption is valid only if it is either quite easy to verify the quality of goods or it is not 

costly   to ascertain which goods are of high quality and which goods are of low quality. In 

view of the known differences in quality of various goods, the different prices of the goods will 

then reflect the quality differences between them.  

 When it is not easy to know about the quality of goods or it is costly to get information 

about them and the buyers and sellers of goods are not equally informed about the quality of 

goods, then there is asymmetric information. Thus asymmetric information means the market 

situation when buyers and sellers have a different information or incomplete information while 

making a transaction. This is also one of the reasons for market failure or inefficiency in the 

market. The important example of market with asymmetric information is the market for 

lemons. In this market, the buyers and sellers have different information about the quality of 

goods being bought and sold. The word lemon is used to describe a defective or low quality 
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product. Let us consider the market for used cars. We assume that the used cars are of 

different quality. Some of them are of good quality and some are just lemons (bad quality). 

Now bad quality cars quite often break down and require a lot of repairs. However while the 

sellers of used cars fully know the quality of their cars, the buyers are uncertain about the 

quality of these cars due to lack of information. So the market for used cars is having both 

good quality and bad quality cars (lemons). But due to lack of information on the part of 

buyers the price of the used cars in the market depends on the average quality of the used 

cars offered for sale. This is because the buyers being uninformed about the quality of the 

used cars will not be willing to pay more than what an average quality used car is worth. Thus 

means that the owners of bad quality cars will get price for their used cars more than what 

they are worth. This has an important consequence. The owners of good quality cars will not 

be able to get the right price for their good quality cars. As a result, the owners of good 

quality cars will withdraw their cars from the market. This will reduce the number of cars 

available for sale in the market. With this the average quality of used cars offered for sale will 

also go down and so also the price for the used cars. This will cause some more car owners 

whose used cars are relatively of good quality to move out of the market. This process of 

withdrawing from the market will go on until only bad quality used cars i.e. lemons are left for 

sale in the market. This phenomenon is called adverse selection as due to asymmetric 

information on the part of sellers and buyers the bad quality products drive out the good 

quality products from the market. So it is clear that adverse selection occurs when the 

average quality of the used cars for sale drastically declines and the mix of the good quality 

and bad quality cars (lemons) changes adversely as price falls. This is shown in the following 

figure.  

 

Fig. Market for Lemons 

Source : Ahuja, H.L. op. cit, p. 1334  

 It part A, x-axis measures the price of the used cars and y-axis measures the average 
quality of these cars. It can be seen as price of used cars increases, the quality also increase. 
But as price falls average quality also falls because then good quality used cars will withdraw 
from the market. Therefore average quality curve QL of used cars slopes upwards to the right.  

 In part B, market equilibrium of the used cars is shown. SS' is the supply cu rve sloping 
up words. As price increases the number of used cars supplied in the market increases 
because good quality cars are also there in the market. DD' is the demand curve for used 
cars. It has a peculiar shape, sloping up words in the beginning but bends down words after a 
point. This is because with the price fall, average quality of used cars declines and quantity 
demanded also declines. This causes the demand curve to bend backward at lower prices of 
the used cars. Market equilibrium is reached at  point E and price OP and quantity OM is 
determined.  

 So one consequence of asymmetric information is that there are relatively few buyers and 
sellers in the used car market. In some circumstances, the market for used cars may cease to 
exist when there is imperfect or asymmetric information. According to Stiglitz and Walsh, “The 
used cars market is a thin one, those who for one reason or the other want to buy a used car 
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always want to drive a better car. But mixed in with these are people who are trying to  dump 
their lemons. The buyers cannot keep lemons apart from good cars. Rather than risk it, they 
simply do not buy”. As a result, demand for used cars declines and so will the price. There is 
a vicious circle.  

 Hence Asymmetric information creates the lemon problems and drives good cars out of 
the market and thereby harms the welfare of the owners of good quality cars who want to sell 
their cars. Thus externality created by asymmetric information prevents the achievement of 
Pareto efficiency and creates market failure  

 Market failure can be corrected by state provision, extension of property rights, taxation, 
subsidies, regulation, prohibition, positive discrimination and redistribution of income. 

 However Nicholas Stern (1989) has summarized the reasons for market failure. 

(i) Markets may be monopolized or oligopolistic. 

(ii) There may be externalities. 

(iii) There may be increasing returns to scale. 

(iv) Some markets, particularly insurance and future markets, cannot be perfect and indeed may 
not exist. 

(v) Markets may adjust slowly or imprecisely because information may prove slowly or 
marketing institutions may be inflexible. 

(vi) Individuals or enterprises may adjust slowly. 

(vii)  Individuals or enterprises may be badly informed about products, prices their production 
possibilities and so on. 

(viii) Individuals may not act so as to maximize anything, either implicitly or explicitly. 

(ix) Govt. taxation is unavoidable and will not or can not take a form which allows efficiency. 

 Todaro and Smith (2012) provides three general forms in which market failure can be observed. 
The market cannot function properly or no market exists, the market exists but implies an inefficient 
allocation of resources; the market produces undesirable results as measured by social objectives 
other than the allocation of resources. According to him; market failures can occur in situations in which 
social costs or benefits differ from the private costs or benefits of firms or consumers. Public goods, 
externalities and market power are the best known examples. 

 With public goods, he says. “ free riders” who donot pay for the goods cannot be excluded 
except at high cost; it is economically inefficient to exclude non paying individuals from consuming 
these goods. With externalities, consumers or firms donot have to pay all the costs of their activities or 
are unable to receive all the benefits. Market power occurs when firms can influence price by restricting 
quantity, a power most common under increasing returnes to scale. 

 Capital markets are particularly prone to failure due to their intrinsic connection to information 
generation and transmittal; Information has public good properties. Then a more equal distribution of 
income can also reffect a concern for the well being of future generations, who cannot participate in 
today’s economic or political markets. Merit goods, such as health, education and basic welfare, can 
also be considered public goods or social entitlements guaranteed by government. But concerns about 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


214 

distribution and merit goods are often treated as separate rationales for policy, because in themselves, 
their levels are generally viewed as outside the realm of economic efficiency. 

 

10.4.2 Market failure in a dynamic economy20 

 In general the less developed the economies, the more imperfect the information and hence the 
more prone they are to market failure. This problem is more serious in the dynamic process of 
economic development involing capital accumulation and technological progress. Unlike the static 
economy that is assumed by the neo classical school to prove the efficiency of the competitive market 
for one production period the dynamic development process over time is characterized by future 
uncertainty. The more uncertain the future is, the higher the risk is, and hence, the higher the discount 
rate on future revenues is, so the rate of investment in the market will be lowered. Uncertainty inherent 
in the development process may thus represent a major bottleneck for development itself. For example, 
assume that development of a particular industry in a developing economy, with importation of 
advanced technology, will contribute much to the growth of this economy in the long run. However, if 
importation of foreign technology and contruction of production facilities take a long time and require a 
large investment, private entrepreneurs may hesitate to undertake such a project because of the high 
risk involved, despite a high probability of success. Moreover, efficient operation of new plants and 
machineries may require training of workers, engineers and management staff. A private firm may 
worry that other firms will recruit its workers, trained with its time and costs. This externality, together 
with the high risk involved, would make it difficult for private entrepreneurs to develop this new industry 
under a free market. From the side of investible fund supply, too, the possibility would be low for private 
financial institutions in developing economies to advance a sufficient amount of credit to such a risky 
long-term project. 

 From here emanates the argument of proptection for infant industries. The main logic behind 
this is that it is necessary and desirable for govt. to protect ‘infant industries’ which have no chance of 
being established under free market competition at present, but are expected to be major contributors 
to the national development if they are protected until they grew to ‘adults’, able to compete in the free 
market. This infant industries protoction can be promoted by such means as tariffs  and  other  forms of 
border protection on domestic producers, allocations of subsidies and directed credits to target 
industries from state, owned financial institution, favourable tax treatment, and nationalization of private 
enterprises. 

 In fact, the theory of infast industry protration was advanced by Friedrich List (1789-1846) who 
expanded Ricardo’s static theory to a dynamic theory applicable to the long-run development process 
characterized by major changes in the production cost structure. In other words, the theory of 
comparative advantage was incorporated into the economics of development by List who recognized 
the possibility of serious market failure in dynamic economies. 

 Main opposition to his argument came from Adam Smith’s doctrine of free trade. He says, 
“though list correctly pointed out the possibility that long-term investment in new industries tends to be 
smaller than optimum in the dynamic process characterized by high uncertainty and externality. This 
market failure is especially serious in the early stages of development. However it is doubtful that he 
recognized the possibility that government intervention into the market for the sake of infant industry 
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protection might produce government failure which could be more serious than market failure. This 
danger may be called the ‘Listian trap.” 

 

 

10.5 OPTIONS FOR GOVT. INTERVENTION IN MARKETS21 

 There are many ways in which intervention can take place. Below are given some examples. 

 Govt, Legislation and Regulation 

 Parliament can pass laws that prohibit, for example, the sale of ciagarets to children, or ban 
smoking in the workplace. The laws of competition policy act against examples of price-fixing cartels or 
other forms of anti-competitive behaviour by firms within markets. Employment laws may offer some 
legal protection for workers by setting maximum working hours or by providing a price-floor in the 
labour market through the setting of a minimum wage. 

 The economy operates with a huge amount of regulation. The govt. apponted regulators who 
can impose price controls in most of the main utilities such as telecommunications, electricity, gas and 
rail transport. Regulation may be used to introduce fresh competition into a market for example 
breaking up the existing monopoly power of a service provider. A good example of this is the attempt to 
introduce more competition for British Telecom and also for the postal service industry. This is known 
as market liberalization. 

 Direct State Provision of Goods and Services 

 Because of privatization, the state owned sector of the economy is now much smaller than it 
was twenty years ago. The main state-owned businesses in the U.K are the Royal Mail which is still 
subject to direct price controls and Network Rail state funding can be used to provide merit goods and 
services and public goods directly to the population. e.g. the govt. pays private sector health firms to 
carryout operations for NHS patients to reduce waiting lists or it pays private businesses to operate 
prisons and maintain our road network. 

 Fiscal Policy Interventions 

 Fiscal policy can be used to alter the level of demand for different products and also the pattern 
of demand within the economy. 

(a) Indirect taxes- Such as changes in VAT and excise duties can be used to raise the price of 

demerit goods and products with negative externalities designed to increase the opportunity cost of 
consumption and thereby reduce consumer demand to words a socially optimal level. 

(b) Subsidies to consumers will lower the price of merit goods such as grants to students to reduce 
the internal costs of staying on in full-time education and subsidies to businesses employing 
unemployed  workers  on  the  New  Deal  Programme. They  are  designed to  boost  consumption and 
output of products with positive externalities, a subsidy causes an increase in market supply and leads 
to a lower equilibrium price level. 
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(c) Tax relief – The govt. may offer financial assistance such as tax credits for business investment 

is research and development or a reduction in corporation tax designed to promote investment and 
employment. 

(d) Changes to taxation and welfare payments can be used to influence the distribution of 
income and wealth for example higher direct taxes on rich households or an increase in the value of 
welfare benefits for the poor to make the tax and benefit system more progressive. 

 

 Intervention designed to close the information gap (make it small) 

 Often market failure results from consumers  suffering from a lack of information about the costs 
and benefits of the products available in the market place. Govt. action can have a role in improving 
information to help consumers and producers value the ‘true’ cost and/or benefit of a good or service. 
These programmes are really designed to change the “percei-perceived costs and benefits of 
consumption for the consumer. They donot have any direct effect on market prices, but they seek to 
influence demand and therefore the level of final output and consumption. 

Self Assessment Questions 

   1. Enlist these functions of the Market. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. Name four reasons of Market Failure. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   3. Mention any three ways in which govt. can intervene in markets. 

___________________________________________________________________________ 

___________________________________________________________________________ 

10.6 SUMMARY 

 In this lesson, we have studied about the functions of the market, which can be classified as 
follows: 

(i) Allocation of given stock of consumer’s goods. 

(ii) Allocation of production between commodities. 

(iii) Allocation of factors of production among their various uses. 

In addition to this, we came across the concept of market failure which means a situation where 
market cannot function efficiently. The reasons for such types of situation can be summarized as 
follows: 
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 Moreover, we studied about the correction of the market failure by state provision, extension of 
property rights, taxation, subsidies, regulation, prohibition, positive discrimination and redistribution of 
income. In the end of the lesson, we also studied about the state intervention in the market for 
removing the market failures. 

10.7 GLOSSARY 

 Competitive Market – It is the one in which a large number of producers compete 
with each other to satisfy the wants and needs of a large 
number of consumers. In this type of market, no single 
producer, or group of producers, and no single consumer or 
group of consumers can dictate how the market operates. 

 Market Failure 
– 

In economics, it is a situation in which the allocation of goods 
and services is not efficient. That is, there exists another 
conceivable outcome where at least one individual may be 
made better off without making someone else worse off. 

 Externalities 
– 

A cost or benefit arising from any activity which does not 
accrue to the person or organization carrying out the activity. 
Negative externalities cause damage to other people or the 
environment, for example by radiation, pollution or noise. 
Positive externalities are effects of an activity which are 
pleasant or profitable for other people who cannot be charged 
for them. 

 Subsidies 
– 

Payments by the govt. to consumers or producers which 
makes the factor cost received by producers greater than the 
market price charged to consumers. Subsidies may be given 
on grounds of income distribution, to improve the income of 
producers or the welfare of consumers. 

 Public Goods 
– 

A good that no consumer can be excluded from using if it is 
supplied, and for which consumption by one consumer does 
not reduce the quantity available for consumption by any 
other. The first property is referred to as non-excludability 
whereas the latter is termed as non-rivalry. 

 Asymmetric Information 
– 

It is a situation where some participants in an economic 
transaction have access to more, or better, relevant 

 
Market Failure 

 
Externalities 

 
Market Power 

 
Public Goods 

 
Assymetric 
Information 
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information than other participants. It is a source of market 
failure. Agents with superior information will attempt to gain 
advantage from this and inefficiency will result. 
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10.10 MODEL QUESTIONS 

Q1. What do you mean by Market? How does it work? 

Q2. What are the important functions of markets? 

Q3. Explain the concept of market failure. What are the main reasons behind it? 

Q4. Do you think that govt. intervention is necessary for the market to work efficiently? 

 

 

 

 

 

 

 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



219 

Lesson – 11 

ON THE CHOICE OF ECONOMIC SYSTEM –II 

(ROLE OF THE STATE) 

  

Structure 

11.0 Objectives 

11.1 Introduction 

11.2 Role of the State 

11.3 Government Failure 

11.4 Reemergence of interest in markets 

11.5 On the choice of Economic Systems 

11.6 Optimum Solution 

11.7 Washington consensus on the Role of the State 

11.7.1 Criticism of Washington consensus 

11.7.2 Poverty reduction as an immediate objective 

11.7.3 The Post-Washington consensus prospect 

11.7.4 Growth versus Equity 

11.8 Recent Developments 

11.9 Summary 

11.10 Glossary 

11.11 References 

11.12 Further Readings 

11.13 Model Questions 

11.0  Objectives 

After going through the lesson, you should be able to: 

 describe the role of the state in an economy. 

 explain the meaning of the term Govt. Failure and the reasons for it. 

 give the reasons for reemergence of interest in the market recently. 

 discuss about the choice of economic system in case of state failure. 

 evaluate details of the Washington consensus about the role of the state. 

 explain the recent controversy about the role of the market and the state. 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600

https://www.studocu.com/in?utm_campaign=shared-document&utm_source=studocu-document&utm_medium=social_sharing&utm_content=20230411115430-economicsofgrowthanddevelopment-ii


220 

11.1 INTRODUCTION 

 In the last lesson, we have studied about the role of the market mechanism in economic 
development and the canditions where markets fail. All these market failures in the past, particularly the 
Great Depression of the 1930s shook the confidence of the people in the market mechanism. This led 
development economists, governments of recently independent developing countries and many 
western countries facing reconstruction after world war II saw a major role for the state in the 
production process. The success registered by the planning experiment in the erstwhile soviet union 
and other socialist countries also strengthened the belief that state plays an important role in economic 
development. Consequently, underdeveloped countries, launching upon their programmes of economic 
development in the post-World War II phase, placed high emphasis on the state participation. In these 
countries, govt. produced plans for the sectoral allocation resources and took on more and more 
functions. Hence this lesson deals with the different aspects of the role of the state in economic 
development. 

11.2 ROLE OF THE STATE 

 Since the origin of modern development economics in the 1950s. thinking about the state and 
economic development has gone through there phases. The first, most optimishic phase viewed the 
state as an essentially benevolent leader of the state as an essentially benevolent leader of there 
development process, an “omniscient social-welfare maximizer. The second most pessimistic phase 
views the state as a major obstacle to economic development, acting on behalf of narrow interest group 
or on behalf of politicians and bureaucrats rather than for the greater good. The third phase identifies 
wide variations in state performance and seek to explain them, focssing in particular on institutional 
determinants of “state capacity”, so that economic policies can be formulated and implemented without 
any corrupting influences. While today few specialists in development believe in a benevolent and 
omniscient state, no one doubts the value of knowing what the state should do if its main goal is to 
maximize social welfare. Nicholas Stern22 identifies five groups of arguments for state intervention in 
the economy. 

(i) Market failure – It may arise from many possible sources including externalities, missing 
markets, increasing returns, public goods and imperfect-information. All these are termed as 
market imperfections which can lead to market failure. 

(ii) A concern to prevent or reduce poverty and/or to improve income distribution. 

(iii) The assertion of rights to certain facilities or goods such as education, health and housing. 

(iv) Paternalism (relating, for example to education, pensions and drugs etc) and 

(v) The rights of future generations (including some concerns relevant to the environment) 

 Now so far as market imperfections are concerned, they refer to three important phenomena. 

 (a) Market-prices may provide a very imperfect guide to the social optimum allocation of 

resources because they donot reflect the opportunity costs to the society of using factors of 

production, or the value to the society of the production of commodities. Monopolies, tariffs, 

subsidies and other imperfections in the market all distort free market prices upon which private 

producers  base  their production decisions (b) both positive and negative externalities exist in 
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the market which means that some goods may be overprovided and the others underprovided 

from a social point of view because negative and positive externalities are not reflected in the 

market price. (The point is already discussed in the last lesson). So govts. Can curb negative 

externalities through regulation or taxation and promote positive externalities through subsidies 

or providing the output itself as with education and health care. (c) there may be incomplete or 

missing markets. In case of public goods, markets may be missing because of the inability of 

suppliers to exclude ‘free riders’. i.e. to exclude the people from consuming the good that is 
provided in the market. Then high transaction costs can prevent markets from developing 

particularly in developing countries, where poor communications make information costs high 

and there is an absence of future markets to compensate for risk in conditions of uncertainty. (d) 

Incomplete and asymmetric information is another market imperfection which refers to the 

imbalance of knowledge in a market between buyers and sellers (already discussed in last 

lesson). So all these market imperfections can lead to market failure and the state can only 

remove all these market imperfections. 

 Public goods are those goods which have certain characteristics that make it difficult, if not 

impossible to charge for them and therefore private suppliers will not provide them. (Thirlwal, 

2011). There are two characteristics of these goods, according to him. Firstly, consumption by 

one user does not reduce the supply available for others i.e. the good is non-rival and secondly, 

users cannot be prevented from consuming the good i.e. the good is non-excludable. So the 

state can provide these goods. Then there are other goods which are very important from the 

economic development point of view. Such as defence, law and order and the provision of basic 

infrastructure ie. roads, railways, power supply, sewers and clean water etc. These are called 

the basic goods also. These goods have to be provided by the state because providers in the 

market either will not provide at all these goods due to high fixed costs involvted in it or they will 

underprovide them despite the positive externalities contained by these goods. 

 So far as removal of poverty and equity is concerned, the state has a very important role to play 

in protecting the vulnerables and ensuring an equitable distribution of income between people, a 

cross the groups and across the regions. For removal of poverty, two types of programmes i.e. 

employment programmes and programmes for the upliftment of the rural poor are devised and 

implemented by the govts. Removal of poverty is quite essential because there is not a moral 

case for the state to help those in absolute poverty, but also a strong political and economic one 

(Thirlwal, 2011, p,310) because poor, vulnerable and dissatisfied people can cause civil unrest 

and political instability which results in low investment and growth. Since there are extreme 

income inequalities in developing countries, widescale state intervention becomes quite 

essential. 

 Moreover, most of the countries of the world are faced with the problem of regional imbalances 

and regional inequalities. Even the most advanced nations of the world, viz. USA has not been 

able to solve this problem and there are glowing regional disparities in the levels of development 

between the northern and southern states. In most of the other developed countries as well, 

regional inequalities and imbalances are present in substantial proportions. In underdeveloped 

countries, the problem in many of them has assumed such a magnitude that their very political 

and economic stability is threatened. What differentiates the problem of underdeveloped 

countries from that of the developed countries is the fact that whereas in the latter all inhabitants 

have an assured minimum level of subsistence and the concern of lagging regions is just to 
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‘catch up’ with the leading regions, but in the former the question before the lagging regions is a 
more basic one, ie. How to provide a minimum level of subsistence to their teeming millions. So 

to solve the twin problems of reducing regional dispartities in economic development and 

providing a minimum level of subsistence to the people of backward regions, it becomes 

imperative for the state to devise and execute appropriate economic policies. 

 Because of increasing social awareness in the present day world and the responsibilities of the 

state in promoting the socio-economic welfare of the masses the governments in the Third 

World countries are spending an increasing amount of resources on education, public health 

and family welfare measures. And since the private sector is always motivated by the profit 

motive, the expenditure has to be made by the state only. Effective steps have been taken by 

the governments in developing countries to increase the literacy rates and encouraging 

education at primary secondary and tertiary levels. For example, the Govt. of India introduced a 

minimum Needs programme (MNP) in the Fifth Plan. It was aimed ‘to establish throughout the 
country a network of certain essential services on a coordinated and integrated basis’ so that 
facilities like elementary education, rural health, nutrition, drinking water, provision of housing 

sites, slum improvement, rural roads and rural electrification could be provided in all states. 

Moreover, in the wake of population explosion which is taking place in most of the developing 

countries, family planning assumes paramount importance. And this type of programmes can 

only be undertaken by the state because additional number of children are considered an asset 

rather than a burden in these countries. So poor people donot try on their own to reduce the 

family size. So state has to step in and control the growth rate of population by giving certain 

incentives to the poor or by educating them in this regard. 

 The state is also essential for providing the appropriate institutional environment for markets to 

flourish and operate efficiently. Now capital availability is a serious problem in the way of 

economic development but capital alone is not sufficient. This can be seen in the case of 

Middle-East-countries. Where capital resources are available in plenty but they continue to 

remain underdeveloped due to lack of the institutions required for economic development. Their 

social structures and attitudes are traditional. Institutional  structures are characterized by rigid 

stratification of occupations, reinforced by traditional beliefs and values etc. 

 So the state is playing an immense role in Third world countries to bring a qualitative change in 

backward social syatems and treaditional attitudes of people. In addition is spreading education 

and transport and communication facilities to improve mobility of factors of production etc. the 

state is making important contribution in developing banking institution, savings organizations 

and LICs etc. so that savings and investments in the economy can be taken to a higher level 

and rate of growth of the economy can be enhanced. 

 Role of the state in strengthening the industrial base and agricultural base of the economy can 

also not be undermined. Because both these sectors require lumpy investments and the private 

sector neither has the resources nor the willingnen to invest in these sectors, so state becomes 

responsible for their development (For details see Misra & Puri, Economics of Development and 

Planning, 2012). 

 Finally, it is also important for the state to keep an eye on the welfare of future generations 

which may require altering the balance between consumption and investment in the present. 

There are a number of ways in which governments can intervene to discourage present 
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consumption and raise the level of investment for higher future consumption; viz, taxation, 

subsidized interest rates and public investment on society’s behalf. 

 The above discussion brings out clearly the role and importance of state participation in the 

process of economic development in developing countries. But according to the world Development 

Report 1997 (dedicated to the topic ‘the state in a changing world’). many developing countries are not 
performing their core functions properly. They are failing to protect property, to ensure law and order 

and to protect the vulnerable, all of which causes unrest and leads to a lack of govt. credibility. A survey 

of 69 countries carried out by this report shows that govt. credibility is higher in South and South East 

Asia and lowest in sub-saharan Africa and the states of the former siviet union, Investment and growth 

are positively related to credibility. The report says of Africa that many countries are ‘trapped in a 
vicious circle of declining state capability and thus declining credibility in the eyes of their citizens-

leading to increased crime and an absence of security affecting investment and growth.’ It refers to a 
‘crisis of statehood’ in Africa and a lower ‘state capability’ than 50 years ago. In contrast, it praises the 
countries of south East Asia because they have paid attention to the institutional frameqork for markets 

to fulfil their various roles in allocating and augmenting resources. State credibility is particularly 

important if developing countries are to attract private foreign investment. 

 So the world Bank outlines a two-pronged strategy for governments to increase both their 

credibility and effectiveness of the state: (a) governments must match the role of the state to its 

capabilities and not try to do much and (b) they must try to improve capabilities by reinvigorating state 

institutions. So far as the former strategy is concerned, state should concentrate on getting the basics 

right. These basics are; Law and order, maintaining macro economic stability, investing in basic social 

services and infrastructure, protecting the vlnerables and protecting the environment. But it is not 

necessary that all infrastructure and social services have to be provided by the state only. These 

activities can be privatized but with state supervision. In the recent times, as it is seen, privatization has 

gathred momentum throughout the world. And the main reasons behind this are generally poor 

economic performance of state-owned companies, the large deficits of public enterprises, and the 

promotion of competition to improve the delivery of services. After providing basics. If the state has the 

capability, it may intervence strategically-in industrial policy as the Asian Tiger economies have done 

successfully. In these economies (Hong Kong, Singapore, Taiwan South Korea) success depended on 

the state and the private sector working in harmony with each other. 

 Latter strategy, outlined by the World Bank of improving the capabilities of the state and 

reinvigorating state institutions, the task is to provide incentives for public officials to perform better and 

reduce the scope for arbitrary action that could lead to poor decision-making and corruption. Which is a 

serious issue in many developing countries. A corruption perception index, based on surveys of 

business people, risk analysts and perceptions of the general public, is prepared by Germany based 

organization called Transparency International. It ranks countries on a scale 0 to 10 (the lower the 

index, the more is the corruption). Its 2008 report prepared for 180 countries shows that Denmark has 

the index value of 9.3 ranking Ist and showing the least corruption. Singapore stands at 4th position 

(9.2), Canada at 9th position (8.7) and U.S.A with index value of 7.3 stands at 18th position. So far as 

India is concerned, it stands at 85th position with index value of 3.4 only. Somalia is at the bottom, with 

index value 1.0 and with 180th position. As a whole, developing countries are the most corrupt which is 

affecting severely the functioning of these economies. 
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 Corruption is defined by the World Bank as the abuse of public office for private gain. It includes 

three things-bribery, threats and ‘Kick backs’. These are all aspects of rent-seeking behaviour that arise 

primarily because decisions over the allocation of resources are in the hands of politicians and govt. 

officials. The existence of licences, permits, regulations, subsidies and of course, taxes offer all scope 

for corruption which leads not only to inefficiency-particularly the discouragement to investment-but can 

undermine the legitimacy of government itself. (Thirlwal, 2011). According to him, by removing 

unnecessary regulations and bureaucracy, by increasing transparency and by paying higher salaries to 

the officials, scope for corruption can be reduced. 

 After discussing all this, a summary statement of the functions of the state as prepared by the 

World Bank Report (1997) is presented in the figure 1 given below. 

Figure 1. 

Functions of the State 

Addressing market failure   Improving equity 

Minimal 

Functions 

 

 

 

 

Intermediatc 

functions 

 

 

 

 

 

 

 

 

Activist 

Functions 

Providing pure public goods: 

Defence 

Law and order 

Public health 

Macroeconomic management 

Protecting the 

Poor: 

Anti-poverty 

Programmes 

Disaster relief 

Addressing 

extemalities: 

Basic        

education 

Environmental 

protection 

Regulating 

Monopoly: 

Antitrust 

Policy 

Utility &      

regulation 

 

Overcoming 

Imperfect 

Information: 

Insurance 

Financial 

Regulation 

Consumer 

protection 

Providing 

Social  

insurance: 

Redistributive 

Pensions 

Family  

allowance 

Unemployment 

insurance 

 

Coordinating private activity 

Fostering markets 

Cluster initiatives 

Redistribution: 

Asset  redistribution 

Source: The World Bank, World Development Report 1997 (New York: Oxford University Press, 1997). 

Table 1.1. 
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 According to the Report, the role of the state should match its capability. If capability is low, the 

state should confine itself to the basic functions i.e. pure public goods law and order & macro economic 

stability etc. If more capability, intermediate functions should be emphasized such as control of 

monopolies and management of externalities and finally with a strong capability, state can undertake 

more activist functions such as promoting new market through active industrial and financial policy as 

has been done in East-Asian economies. 

 Lately, Ghani and Lockhart (2008)23 in the their powerful book ‘Fixing Failed States’, outline ten 
key functions that the state should perform if its citizens are to survive and thrive. 

 (i)  To make laws, and to enforce the rule of law, to allow all sections of society to live in 
harmony. 

 (ii)  The control of voilence. 

 (iii)  The appointment of uncorrupt administrators to oversee public bodies. 

 (iv)  The sound management of public finances. 

 (v)   Investment in human capital. 

 (vi)  The creation of citizens rights through social policy to ensure equal opportunities for all. 

 (vii)  The provision of infrastructure services. 

 (viii) The creation and expansion of markets. 

 (ix)   The management of public arsets, such as land, water rights and other natural capital. 

 (x)   Effective public borrowing 

 In case these functions are performed well, a virtuous circle of growth and development 
becomes possible but in case, some functions are performed badly, a vicious circle is generated which 
makes the sustained growth very difficult and leads to the state failure. According to Thirlwal (2011), 
there are 50 to 60 countries in the world, many in Africa, that hardly perform any function because their 
institutions and the rule of law have broken down. These are called failed states. Their economies have 
collapsed, people are entrapped in vicions cycle of poverty, and there is lack of even most basic 
services and protection. 

11.3 GOVERNMENT FAILURE 

 Now the principal economic arguments for planning or role of the state given earlier ie. Market 
failure divergences between private and social valuations, resource mobilizations, investment 
coordination and the like-have often turned out to be weakly supported by the actual planning 
experience. Tony killick24 has noted that. “It is doubtful whether plans have generated more useful 
signals for the future than would otherwise have been forthcoming; governments have rarely, in 
practice, reconciled private and social valuations except in a piecemeal manner; because they have 
seldom become operational documents, plans have probably had only limited impact in mobilizing 
resources and in coordinating economic policies.” To take the specific case of the market failure 
argument and the presumed role of governments in reconciling the divergence between private and 
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 Ghani, A and Lockhart c (2008). Fixing Failed states,”A Framework for Rebuilding a Fractured world. Oxford university press. 
24

 Tony Killick (1976). “Possibilities of Development Planning.” Oxford Economic Papers. 41; 163-164. 
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social valuations of benefits and costs the experience of government policy in many LDCs has been 
one of often exacerbating rather than reconciling these divergences-government failure rather than 
market failure. (Todaro, 2012. p. 543). 

 Moreover, since the supply of public goods is determined through a political process, there is no 
guarantee at all that their supply will be socially optimal. It is true that short supply of public goods 
represents a major bottleneck to the growth of developing economies, but the danger of over supply of 
public goods also should not be overlooked. The supply of public good entails costs which are 
ultimately financed through taxation. If a government activity to correct a market failure entails higher 
budgetary cost than social gain from the corrective measure, it represents an over-supply of public 
goods. The problem is that government is an organization inherently prone to oversupply those public 
goods of relatively low social demand at the expense of those public goods vitally needed for economic 
development (Hayami & Godo, 2005). According to them, what matters to political leaders or politicians 
is to maximize their likelihood of staying in office. Towards this goal, budget allocations among various 
public goods are based not so much on considerations of their contribution to social economic welfare, 
but on calculations on the strength on enhancing political support. Hence, a public good, such as basic 
scientific research, which benefits society as a whole much greater than its cost, is likely to be 
undersupplied. Because its great benefit will be distributed widely among a large number of people in 
the future, it is unlikely that a strong pressure group will be organized for such public goods. In contrast, 
construction of local public infrastructure may be lobbied for very strongly, likely to result in an 
oversupply if it is expected to produce a large profit for a few contractors and/or a relatively small 
number of residents in a narrow local community. 

 Moreover, government is a monopolist of legitimate coercive power and has no danger of 
bankruptcy. In this organization, therefore, a strong incentive prevails to expand the organization for the 
sake of increasing the power and positions of bureaucrats. Since they command a large body of 
information, which ordinary citizens find difficult to access, they can easily manipulate the information to  
inflate  the  value of  public  goods  they want to supply (such as exaggerating the danger of national 
security to increase the military). Also, government organizations are usually less efficient in the 
absence of profit incentives and bankruptcy incidence). These forces combine to produce oversupply of 
unnecessary public goods Buchanan and Wagner, 1977). 

 Because bureaucrats and pressure groups are strongly resistant to any reduction in vested 
interests, it is not easy to shift budget allocations from one category of public goods to another in 
response to changes in social needs. As the result, it is common to find that oversupply of unnecessary 
public goods coexists with sheer undersupply of public goods critically needed for economic 
development, Such inefficient budget allocations that results in reduction in net social welfare can be 
called ‘government failure.’ 

 The govt. failure is not limited to misuse of budget, but arises from under regulations to bias 
resource allocations. There are many regulations that made positive contributions to such purposes as 
pollution control and safety when they were instituted, but later had socially negative effects. For 
example, the compulsory regular checking of automobiles by authorized garages in Japan made a high 
social contribution towards the safety of drivers and pedestrians as well as the control of noxious gas 
emissions when automobilies made in Japan were low in quality and prone to trouble. However, since 
the quality of cars has greatly improved, this has become a system to protect the vested interests of the 
authorized garages at the expense of automobile users. The danger is that the governments regulation 
tend to become entrenched when those with vested interests seek ‘institutional rents’ or excess profits 

Downloaded by Amit Sharma (amitmudgal69@gmail.com)

lOMoARcPSD|39147600



227 

from regulations. Such rents are consumed for the sake of preserving the regulations. (Tollison, 1982)25. 
Firms protected by a regulation raise funds and ballots to support politicians in exchange for their 
support on the preservation of this regulation. It is also common for firms to employ retired officials from 
regulating agencies. Through rent-seeking activities by bureaucrats and politicians as well as protected 
firms, socially negative regulations continue to be maintained and reinforced. Moreover generally, 
regulations are the source of corruption defined as use of public office for private gain (Bardhan, 1977: 
1321). And this corruption at times is also responsible for the govt. failure. 

Self Assessment Questions – I 

   1. Name three types of functions of the Govt. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. Mention any three reasons for govt. failure. 

___________________________________________________________________________ 

___________________________________________________________________________ 

11.4 REEMERGENCE OF INTEREST IN MARKETS   

 In recent years, there has been some disillusion with planning and the role of the state has 
come under increased scrutiny for a number of reasons. (a) there was the collapse of the former state 
planned communist countries of the soviet union and Eastern Europe. (b) State has faced the failure, in 
many developing countries to provide even the most basic public goods such as law and order and 
property rights and necessary social capital and infrastructure. Such as education and health etc. (c) In 
many African countries, civil strife has caused the collapse of the state thus leaving markets to operate 
in an institutional vacuum. 

 As a result of this disenchantment with planning and the perceived failure of government 
intervention many economists, some finance ministers in developing countries and the heads of the 
major internations development organizations advocated increased use of the market mechanism as a 
key instrument for promoting greater efficiency and more rapid economic growth. U.S president Ronald 
Reagan made a famous reference to the “magic of the market place” in a 1981 speech at Cancun. 
Mexico. He says, If the decade of the 1970s could be described as a period of increased public sector 
activity in the pursuit of more equitable development, the 1980s and 1990s withessed the reemergence 
of free-market economics as part of the ever changing development orthodoxy. (Todaro, 2012, p 545). 

 Among the early converts in the 1970s were some Latin American countries, including Chile, 
uruguay and Argentina, although the state retained anactive economic role. Others have since jumped 
on the free-market bandwagen, ranging from traditionally more market-oriented countries such as 
Kenya, Peru etc. to formerly socialist-inclined countries such as India, Sri Lanka, Jamaica etc. These 
countries have sought to reduce the role of the public sector and encourage the greater private sector 
activity under their domestic market liberalization programmes. In the international economy, they have 
sought to improve their comparative advantage by lowering exchange rates, promoting exports and 
eliminating trade barriers. 

 International organizations such as IMF and the World Bank have also advocated for free 
market approach. The IMF is requiring substantial market liberalization programmes and policies to 
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 Tollison. R. (1982); “Rent Seeking; A Survey.,” kyklos 35 (4) 
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improve comparative advantage and promote macroeconomic stabilization as conditions for access to 
its higher credit windows. On the other hand, World Bank also carefully scrutinizes its project lending to 
ensure that the projects proposed could not otherwise be undertaken by the private sector. 

 However Nicholas Stern (1989) gives a sum-marized view of some problems relating to state 
intervention in developing countries. These problems are listed below. 

Some Problems of Government Intervention in Developing Countries 

•  Individuals may know more about their own preferences and circumstances than the 
government. 

•  Government planning may increase risk by pointing everyone in the same direction—thus 
making bigger mistakes than markets. 

•  Government planning may be more rigid and inflexible than private decision making because 
complex decision making machinery may be involved in government. 

•  Governments may be incapable of administering detailed plans. 

•  Government controls may block private sector individual initiative if there are many bureaucratic 
obstacles. 

•  Organizations and individuals require incentives to work, innovate, control costs, and allocate 
efficiently, and the discipline and rewards of the market cannot easily be replicated within public 
enterprises and organizations. Public enterprises are often inefficient and wasteful. 

•  Different levels and parts of government may be poorly coordinated in the absence of the 
equilibriating signals provided by the market, particularly where groups or regions with different 
interests are involved. 

•  Markets place constraints on what can be achieved by government; for example, resale of 
commodities on black markets and activities in the informal sector can disrupt rationing or other 
nonlinear pricing or taxation schemes. This is the general problem of “incentive compatibility” 

•  Controls create resource using activities to influence those controls through lobbying and 
corruption-often called rent seeking or directly unproductive activities 

•  Planning may be manipulated by privileged and powerful groups that act in their own interests, 
and planning creates groups with a vested interest in planning, for example, bureaucrats or 
industrialists who obtain protected positions. 

•  Governments may be dominated by narrow interest groups focused on their own welfare and 
sometimes actively hostile to large sections of the population. Planning may intensify their 
power. 

 But just as market failure does not always justify public intervention, so too government failure is 
not necessarily an argument for private markets. For example, in South Korea, the pohang steel. 
Company was publicly operated and highly efficient until its privatization in 2000, whereas steel 
Authority in India, also publicly owned and operated, has been a model of inefficiency. Similarly 
subsidized interest rates exist in both last Asia, where growth accelerated, and in Latin America, where 
it stagnated. In the same way, unproductive rent seeking activities can just as easily be found in poorly 
functioning private markets as in inefficient state operations. So simple judgements about the relative 
merits of public versus private economic activities cannot be made outside the context of specific 
countries and concrete situations. 
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11.5 ON THE CHOICE OF ECONOMIC SYSTEM 

 For several decades a debate has been raging in development economics on the relative 
virtues of free market as opposed to state intervention. With the help of analytical models of a market 
economy, the interventionists demonstrate what they consider serious instances of “market failure”-that 
is, the inability of a market economy to reach certain desirable outcomes in resource use. The 
protagonists of free markets, on the other hand, compile impressive lists of ill-conceived and counter 
productive policy measures implemented by the govts of different countries at various times, leading to 
wasteful use of reaources in their economies. 

 With perfect markets and income distribution concerns set aside, there is a theoretical 
presumption in favour of the minimalist state. The assumptions required to generate the efficient market 
outcome are stringent, however and the very real possibility of market failure restores the case for 
interventionism. Indeed, much of the academic debate concerning dirigisme has been framed in terms 
of market failures. (A list of some of the market failures has been given by stiglitz (1986), explained in 
the last lesson). 

 As a result of some of these market failures, the state’s involvement in certain, well defined 
areas of economic management is widely accepted. For example, public goods arguments justify 
governmental provision of infrastructure, education and basic scientific research, while the existence of 
market power supports the case for competition policy. By the same token, other imperfections may not 
require offsetting action because their costs are out weighed by their benefits. These could include 
distortions associated with increasing returns to scale and technological growth. (World Bank, 1992). 

 Imperfect market arguments are equally applicable to developed and developing economies. 
There is however, a presumption that the extent of the failures may be greater in less advanced nations. 
This belief not with standing, it is important to realize that the existence of market failure does not 
necessarily provide a case for interventionism. This is because of the often more pernicious existence 
of ‘government failures”. Indeed, the greater potential for beneficial intervention in developing nations 
could be offset by the possibility of more widespread government failure. 

 The most recent and persuasive, arguments against activist economic policy have been cost in 
terms of likely government failures. Instead of correcting market imperfections, governments have been 
charged with introducing “distortions”, defined as departures from optimality as a result of the 
intervention. Indeed, Lal has gone so far as to claim: “Most of the serious distortions in the current 
workings of the price mechanism in the third world countries are due not to the inherent imperfections 
of the market but to irrational government interventions---“ (Lal, 1983) quoted in killick (1989)26 

 As is the case of market failure’, government failures can arise through a variety of 
circumstances. Each of these imply some departure from the notion of the benevolent state, favoured 
by early development theorists, which uses appropriate information, knowledge and policy instruments 
to intervene in an optimal fashion from society’s view point. Most fundamenully, the application of 
“public choice” theory to economic policy making suggests that state bureaucrats will act to further their 
own interests rather than those of wider society. Though politicians and bureaucrats are agents for 
citizens they must endeavour to do their best to serve the welfare of the nation, yet it is common that 
these agents yield to the temptation of placing higher priority on their own profit than on the peoples or 
even their own nation’s welfare. Such ‘moral hazards’ are not uncommon in the agency contracts in the 
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 Killick T. (1989).”A Reaction Too Far: Economic Theory and the Role of the state in Developing countries.” Oversees Development 
Institute. 
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private sector, such as financial agents managing entrusted funds for their own profit not for custmers 
profits. These moral hazards, characterized by information asymmetry, can be a major source of 
market failure. (Hayami and Godo, 2005). This problem is even more serious as a source of 
governmental failure, according to them. In principle, they say, that citizens should be able to discharge 
politicians and bureaucrats who commit moral hazards (through voting etc). But politicians and 
bureaucrats cover up their moral hazards often in collusion with private firms under their patronage, by 
manipulating information under their monopoly. Contrarily, cost is usually very high for an ordinary 
citizen to detect moral hazards in govt. agencies, though gains to the nation as a whole from his 
activities may be much large than the cost involved. So activities required to prevent moral hazards in 
govt. are significantly smaller than is socially desirable. In contrast, political activities by small groups 
seeking institutional rents from socially negative controls and regulations are intensive. As a result, 
social loss arising from govt. failure often exceeds that from the market failure. 

11.6 OPTIMUM SOLUTION 

 As has been seen that both the market and the state are indispensable for allocating resources. 
The major task in choosing an economic system is to find the proper combination of markets and state 
by clearly recognizing possible failures of these two organizations. (Hayami & Godo op cit). 

 Although the market operates inadequately in many spheres, it performs an important function 
disciplining producers against wasteful use of resources. Then, in a changing world, the required 
institutional changes in the markets donot always take place automatically. The state can play an 
important role in promoting and supporting the right kind of market institutions. Moreover, principal 
function of a market organizations is to institute rewards and penalities around economic activities. It is 
important to remember that any economic system much have such schemes of rewards and penalities 
to guard against wasteful use of reasources. Therefore an activist government needs to strengthen the 
market institutions so that it can influence the behaviour of economic agents effectively. In those 
spheres where market signals alone are not effective guides to desirable actions, appropriate non-
market/government institutions are required to be created. Thus, the market-versus-government 
dichotomy is a fake one. 

 At the same time, the potential danger of government failure in designing and implementing 
appropriate development policy is also widely understood. The World Bank (1992), in fact, has argued 
that the recent record of industrialization in developing countries is replete with examples of 
government failure. This, in turn, has led to a more practical approach to determining the desirable 
extent of intervention. Thus, the existence of a market failure no longer implies on a priori case for 
corrective action. Instead a comparative advantage or cost-benefit method has been recommended 
that compares the relative merits of state and market-led solutions. Killick has produced a good 
summary of this argument: “since the essence of the problem is one of balancing marketing failures 
against state failures, of calculating the costs of state in action against the costs of state intervention 
the solution which suggests itself is that the respective roles of the public and private sectors should be 
determined by the comparative advantages of each (Killick, 1989). 

 Talking about the high performing East Asian economies, he says, “what distinguishes the use 
of state power in these economies is that government intervened in accordance with market 
opportunities, national economic management was independent of interest groups, govt-was capable of 
undertaking an entire set of appropriate policies (especially monetary and fiscal as well as industrial), 
govt and business had close consultations and policy instruments were used promotionally rather than 
restrictively. 
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 From the experience of the high-performing economies, we can conclude that the most 
important questions about the role of the state are not how large should be the public sector or how 
much govt. intervention there should be, but rather what kind of intervention. What can govt. do best? 
And in what types of policy instruments does govt. have a comparative advantage? Answers donot 
point to a minimalist state, but rather to a shift from policies of planning and control to policies that work 
through markets. (Tony, Killick, 1990). 

 A similar interpretation of market friendly interventionism is given by cheistopher Colclough and 
James Manor27. They say that the problem is not “too much government” but too much of government 
doing the wrong things.” The task is to dismantle the disabling state-and-establish the enabling state.” 

 So far as the developing economies are concerned in parlicular, World Development Report 
(1991) also endorsed this point of view and suggests that governments need to do less in those areas 
where markets work, or can be made to work, reasonably well. But in those areas, where markets 
cannot be relied upon, the govts should continue to work and work more effectively. Above all, this 
implies, “investing in education, health, nutrition, family planning and poverty alleviation; building social, 
physical, administrative, regulatory and legal infrastructure of better quality; mobilizing the resources to 
finance public expenditure; and providing a stable macroeconomic foundation, without which little can 
be achieved.”  The  Report also  emphasizes the role of governmental intervention in protecting the 
environment. This would require appropriate policies such as proper pricing of resources, clearer 
property rights and resource ownership, taxes and controls on pollution and investing in production  
alternatives. This approach to the role of the state is clearly reflected again in the World Development 
Report-1997. The report states, “the state is central to economic and social development, not as a 
direct provider of growth but as a partner, catalyst and facilitator.” (WDR, 1997. p 128) 

 According to Hayami and Godo (2005), “market failures, in the less developed economies are 
pervasive and serious, thereby apparently demanding strong govt. action to correct them. However in 
these economies, the citizens educational level is low and mars media for public opinion formation is 
underdeveloped. Correspondingly, the civic tradition of political participation and sense of national 
integrity are not well established among people. Under such social conditions the possibility is greater 
for govt. failure to become more serious than market failures. With the recognition of this possibility the 
choice of an optimum combination between market and the state under given historical conditions is 
most fundamental in the design for development. 

 Now, markets in developing countries are subject to widespread imperfections and thus special 
concerns for economic development. Thus market mechanism can fail. But this does not mean that 
these countries should not rely more on market to allocate their products and resources. (Todaro, 2012). 
He says, “no central planning agency is capable of regulating the vast-array of goods and services, nor 
would this be desirable. Rather it means that greater and more effective cooperation between the public 
and private sectors is required. It also means that govt. must seek to determine in which areas the 
market can most efficiently operate and in which areas the govt. itself can achieve the best results 
given its own limited human resources.” 

 Hence from the foregoing arguments it becomes clear that both markets and the state have 
their own advantages and reasons for their failures as economic systems. So a judicious mix of both 
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Leading Issues in Economic Development. 
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the systems is desirable so as to achieve successful of economic development but functioning of both 
the system has to be improved. 

11.7 THE WASHINGTON CONSENSUS ON THE ROLE OF THE STATE 

During the 1980s debt crisis, it was argued in Latin America that most of the problems in the 
region developed due to their refusal to embrace what was regarded as motherhood and apple pie in 
the developed countries. As a result of this, during the second half of the 1980s policies began to 
change in one Latin American country after another, With the overcoming of this debt crisis about 
fourteen years ago and as the Berlin wall came down, a historically unusual degree of consensus 
emerged about the main elements of the policy agenda that Latin American countries needed to pursue 
just like the OECD countries. It was argued that Lain American countries needed to stabilise, to open 
up their economies to trade and FD1, and to Iiberalise. 

The term ‘Washington Consensus’ arose as a by product of that change. This consensus, 
encapsulated by John Williamson, reflected the free market approach to development followed in 1980s 
and early 1 990s by the IMF, World Bank and the key U.S. government agencies. It contained ten 
points which are mentioned below. 

(i) Fiscal Discipline : This related to those countries which were characterised by large deficits that led 
to balance of payments crisis and high inflation that hit mainly the poor because the rich could park 
their money abroad. 

(ii) Reordering Public Expenditure Priorities : This suggested switching of the expenditure in a pro-

growth and pro-poor way, from things like non-merit subsidies to basic health and education and 
infrastructure. 

(iii) Tax Reform : Constructing a tax system that would combine a broad tax base with moderate 
marginal tax rates. 

(iv) Liberalising Interest Rates: It could lead to financial, liberàlisation with prudential supervision. 

(v) A Competitive Exchange Rate : This implies an intermediate regime; in fact Washington was a 

ready beginning to edge towards the two-corner doctrine which holds that a country must either fix 
firmly or float ‘cleanly.’ 

(vi) Trade Liberalisatlon: Though there was difference of opinion on the point how fast it could be 
achieved but there was general agreement that it was the appropriate direction to move. 

(vii) Liberalisatlon of Inward Foreign Direct Investment: It did not include comprehensive capital 
account liberalisation because that did not command a consensus in Washington. 

(viii) Privatisation : This was the area in which what originated as a neoliberal idea had won broad 
acceptance. The main question here is: How privatisation is done. It can be a highly corrupt process 
that transfers assets to a privileged elite or a fraction of their true value, but the evidence is that it brings 
benefits when done properly and the privatised enterprise either sells into a competitive market or is 
properly regulated. 

(ix) Deregulation: This focussed specifically on easing barriers to entry and exit, not on abolishing 

regulations designed for safety or environmental reasons. 

(x) Property Rights: This was primarily about providing the informal sector with the ability to gain 

property rights at acceptable cost. 
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The ten points of the Washington Consensus as discussed above had to face criticism because 
it was argued that it did not make any mention of shared growth of the central need to focus on 
eliminating absolute poverty to achieve development in any meaningful sense or of reducing inequality, 
as central ends In themselves as well as instruments of economic growth. According to Todaro & Smith 
“Driving the several components of’ the consensus was the conviction that government was more likely 
to make things worse than better. It was also viewed that poverty would be taken care of by growth and 
was not a major obstacle in itself to growth and development while this view is no longer considered 
adequate by most development specialists.* He says the list of Washington, consensus is striking in its 
free market approach even in fields in which market failure is prevalent, such as the financial sector. 
Then it is having limited applicability to’ the most successful cases of economic development, South 
Korea and Taiwan because these cases represent not only the highest rates of economic growth over 
the past half century but also have often been cited as example of shared growth, in which absolute 
poverty was eliminated early and lower income groups have continued to benefit from the development 
process despite an upturn in inequality since the late 1990s, According to them the historical record for 
high growth in China is shorter, but in any case is not a paragon of the free market. So it can be 
concluded that the state has had a broader role in the most successful experiences than encapsulated 
within the Washington consensus. 

11.7.1 Criticism of the Washington Consensus 

Washington consensus was understood as an economic doctrine in support of SAP under the 
guidance of the IMF and the World Bank. The early success of SAP in containing the Latin American 
Debt crisis elevated the consensus to the status of a paradigm but its credibility was sharply reduced by 
the failure of the IMF in applying SAP to the recurrent crisis in Argentina and to the Asian Financial 
crisis. It is said that if IMF had guided the Argentina Govt. according to the principles of Washington 
Consensus, especially numbers I & 5 the tragedy in 2001 would have been avoided. Thus failure of the 
Washington Consensus as the guiding principle of international development assistance should not be 
inferred from the failure of the IMF led structural adjustment policy in the late 1990s and early 2000s. 
On the contrary, if adherence to the consensus in pursuit of SAP had been more faithful and complete, 
perhaps more adequately adjusted for country specific cultural and social conditions, then middle- 
income economies in Asia and Latin America would more satisfactorily have been set on track towards 
genuinely sustainable economic, development. 

A more valid criticism of SAP is its apparent inability to promote growth and reduce poverty in 
low.-income economies, particularly in the areas of sub-Saharan Africa. From 1987 to 1996, in the hey 
day of the SAP, the number of people living below the poverty line of one US dollar per day in sub-
Saharan Africa increased by one-third and nearly half of the total population continued to live below this 
poverty threshold. In South Asia the region home to the largest population blow the poverty line, the 
share of the people living on less than one dollar per day decreased but the absolute number continued 
to increase (World Development Report; 2000/2001). Even in some middle-income economies, mass 
poverty persists, especially in the country-side remote areas. The rapid pace of globalization has made 
the problems of these areas visible to all. The sustained poverty revealed has inevitably become a 
major public concern, hurting the humanitarian conscience of affluent people and escalating the 
frustration of the poor people to levels of desperation and violence. The disappointing performance of 
SAP in achieving economic growth in low-income economies at speeds sufficiently rapid to reduce 
poverty significantly cast doubt on its relevance as a strategy of international development. 

Serious doubt has also been cast on the basic premise of the Washington consensus, 
improvement in economic efficiency through the mechanism of the free market, and on the SAP 
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approach which it supported. Shereru Ishikawa (1994) and Joseph Stigliz* (2002), among others, argue 
that while the SAP approach may be effective in middle-income economies with relatively well-
developed market organizations it is ineffective in ‘customary economies’ characterized by an 
underdeveloped market, where markets are highly imperfect or even non-existent under severe 
information imperfection. The SAP reforms of liberalization, deregulation, and privatization not only fail 
to improve such economies but often make them less efficient with an increased incidence of market 
failure, For this reason, contrary to the SAP prescription, active govt, intervention in resource allocation, 
including the promotion of infant industries by such means as border protection, subsidies and state 
enterprises, is essential for the development of these economies. 

The general perception, conveyed under the influence of the Washington Consensus, that the 
free market system is broadly and universally efficient in enchanting economic growth has also wanted. 
A major contributing factor is emphasis being placed on the critical importance to economic 
development of appropriate institutions, institutions which differ across economies on different historical 
paths. Some illustrative examples in this regard are available viz. Malaysian escape from the Asian 
financial crisis by strengthening Govt. regulations on international capital movements and remarkable 
economic growth performances of some transition economies such as China and Vietnam, under much 
stronger govt, command and guidance than in traditional market economies. 

These arguments and examples have made the development assistance community 
increasingly aware of the need to incorporate into the design of development policy country- specific 
institutions base on a proper understanding of cultural values and social norms as well as development 
stages. This awareness of the critical importance of institutions in recipient countries has become one 
of major pillars of a new paradigm of international development assistance, characterized by Joseph 
Stiglitz as the ‘post-Washington Consensus’. 

11.7.2 Poverty reduction as an immediate objective 

Another major pillar of the post-Washington Consensus is the identification of poverty reduction 
as an immediate objective of development assistance rather than a consequence of the economic 
growth, the assistance is designed to stimulate, By nature, market competition Is a strong instrument 
for increasing economic efficiency but not an instrument for improving equity. If poverty reduction is 
considered an overarching immediate objective, non-market instruments may have to be used to 
redistribute market-produced income in favour of the poor. Moreover, if poverty is viewed not simply as 
receipt of a less than socially allowable minimum subsistence income, but also as a restriction in 
human capability in the sense used by Amartya Sen (1999), then social services such as education, 
health and social safety nets must be delivered to the poor through non-market channels. Linking these 
two pillars brings to the fore the importance of non- market institutions such as govt. and civil society. 

The Washington Consensus did recognize the important role of government in supplying social 
services such as education and health care. However, the post-Washington Consensus went even 
further in recognizing also the possibility of govt. corruption and collusion such that poor people would 
be excluded defecto from access to these services. To counter this possibility the new paradigm 
emphasizes strengthening the voice and power of poor people (empowerment) and maximizing the 
initiative of aid-recipient communities (ownership) in the design of development assistance. 

Under the SAP regime poverty reduction continued on the agenda of the World Bank, realizable 
through the instrumentality of economic growth. But as SAP and the Washington Consensus ebbed, 
poverty reduction ceased to be an adjunct of growth and became an immediate goal, in itself, The shift 
can be seen in a comparison of the World Bank’s World Development Report 1990 subtitled “Poverty” 
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and The World Development Report 2000, subtitled “Attacking Poverty”. The former, while highlighting 
poverty reduction and spotlighting the importance of people, still just prosed  poverty reduction with 
growth. 

 According to the report, an effective poverty reduction strategy would consist of (a) making 
production system as labour intensive as possible for increasing labour employment and income; (b) 
increasing govt. expenditure on training and education to increase the capacity of the poor to 
participate in the economy; (c) providing social safety nets for those who cannot be productive. On the 
other hand, World Bank Report 2000 put poverty reduction in human development terms and stressed 
the development of pro poor institutions that could promote opportunity, facilitate empowerment and 
enhance security. 

The Banks’ operational shift to the post Washington Consensus was officially endorsed by 
James Wolfensohn, appointed president of the World Bank Group in 1995. He declared the Bank motto 
to be ‘our dream is a world without poverty’ and began to purpose ‘pro-poor’ development. He re-
oriented the organization towards poverty reduction under three axioms (a) the overarching goal of 
development assistance is poverty reduction; (b) poverty is more than lack of purchasing power but 
include a range of economic, social and political deprivations; (c) poverty reduction will not be possible 
in the absence of viable institutions through which people can participate in and take ownership of the 
development process. By adopting this platform, social and political ramifications, which the 
Washington Consensus had avoided, were embraced by the Post- Washington Consensus. 

The methodology for implementing the post-Washington Consensus was an array of 
interlocking, mutually reinforcing processes. Collectively they have come to be referred to as the PRSP 
process. RSP stands for poverty reduction strategy paper’ which is a comprehensive, detailed 
document prepared by a developing country explaining its own plan for reducing poverty. The strategy 
is prepared with full participation by the govt. and is expected to engender a sense of ownership and 
commitment to the objectives. So govt. has to play the lead role in PRSP preparation, a factor which 
was ignored by SAP, but is given due weightage in this PRSP process. Though the process has been 
initiated by the World Bank, it has been widely accepted at all levels of development effort and most of 
the aid agencies have incorporated it or otherwise made it compatible with their own programmes. 

The four core elements which must be included in the PRSP process are (i) a description of the 
country’s participatory process; (ii) a poverty diagnosis (iii) targets, indicators and monitoring systems; 
and (iv) priority public actions, which should be summarized in tabular form for a three-year time 
horizon. PRSPs are the basis for confessional assistance from both the IMF and the Bank, including 
debt relief under the HIPC (Heavily indebted Poor Country) initiative so that its acceptance by the joint 
World Bank/IMF assessment committee is very important. That step involves an examination by the 
committee, which looks at a number of items according to the particular country including such 
considerations as : adequacy of poverty data; medium and long term poverty reduction goals; provision 
of adequate monitoring systems; a macro economic framework that it does not undermine the private 
sector but is consistent with the poverty, reduction, only the policy environment, allowance for a safety 
not fiscal choices and the financing, plan (domestic and external flaws, including aid). 

 The dramatic shift in the orientation of the World Bank’s activities has been reflected by 
changes in other international organizations with mandates for international development assistance. In 
the mid- 1990s, the Organization for Economic Cooperation and Development (OECD) formulated a list 
of quantified goals to be met by a set date, the International Development Targets (1DTS). In 2000, the 
United Nations adopted essentially the same list as its Millennium Development Goals (MDGs) as 
follows: 
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(i)  Eradicate extreme poverty and hunger Halving between 1990 and 2015, the proportion 
of people whose income is less than one dollar a day and the proportion of people who 
suffer from hunger. 

(ii)  Achieve universal primary education - ensure that by 2015, children everywhere, boys 
and girls alike, will be able to complete a full course of primary schooling. 

(iii)  Promote gender equality and empower women-eliminate gender disparity in primary and 
secondary education, preferably by 2005 and to all levels of education no later than 
2015. 

(iv) Reduce child mortality, - Reduce by two-thirds, between 1990 and 2015, the under live 
mortality rate. 

(v)  Improve maternal health - Reduce by three-quarters between 1990 and 2015, the 
maternal mortality ratios. 

(vi)  Combat H1V/AIDS, malaria and other diseases. - Have halted by 2015 and begun to 
reverse the spread of HW / AIDS and the incidence of malaria and other major diseases. 

(vii)  Ensure environmental sustainability Integrate the principles of sustainable development 
into country policies and programmes and reverse the loss of environmental resources; 
halve by 2015 the proportion of people without sustainable access to safe drinking water; 
and by 2020 have achieved a significant improvement in the lives of at least 100 million 
slum dwellers. 

(viii)  Develop a global partnership for developments. 

All the goals specified above are related to quality of life and no target is stipulated for economic 
growth, reflecting the current mode of the development assistance community to set poverty reduction 
as the immediate goal rather than the consequence of economic growth. These goals have been 
incorporated into the PRSP by the World Bank under an initiative termed “MDG+” so that achievement 
of the goals will be provided for in the programme that the PRSP details Nonetheless, with the scarce 
data on human resources of developing economies, it is extremely difficult to design and implement 
various projects consistently within an integrated poverty alleviation programme at the national or 
regional level. 

11.7.3 The post-Washington Consensus prospect 

By the first years of this millennium the post-Washington Consensus has become firmly 
established as the principal guidepost to policies for developing economies. In the context of theory, 
while the Washington Consensus was confined rather narrowly to standard neo-classical economics, 
relying on market competition for efficient resource allocation, the post-Washington consensus 
broadened the scope to include non-market factor such as social norms and power balances, drawing 
heavily on the recent achievements of institutional economies. As such, the Post-Washington 
Consensus may appear to be a better recipe for developing economies characterized by 
underdeveloped markets. But is it really so? 

Ishikawa (1994) and Stiglitz (2002) criticized the SAP reforms by saying that reforms to reduce 
govt. control and intervention will be ineffective or even damaging in low-income economies. According 
to. them, market failures arising from such reforms will inevitably by very large where the market is 
highly imperfect under the severe information imperfection. But their argument, though theoretically 
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valid, has been refuted on the grounds that in the economies characteristics by high degrees of 
information imperfection, govt. failures may be even more damaging that market failures. 

The Washington Consensus emerged as an antithesis to the import substitution industrialization 
strategy. It aimed to correct the govt. failures that loomed large under the ISI regime. Similarly, the 
post-Washington Consensus is an antithesis to the SAP strategy, aiming to correct the failures of 
liberalized markets by increasing the govt. role in resource allocation. So whether to increase the role of 
govt. relative to market or vice-verse is an eternal topic in debates over policy choice for development. 
The net social gain from the replacement of one strategy by another is the sum of differences both govt. 
failures and market failures associated with the two strategies, a sum which varies country by country 
depending on social tradition and development stage. Thus in contemplating the strengthening of govt, 
role for any developing economy along the guidelines of the post- Washington Consensus, 
corresponding changes in the respective failures must be assessed very carefully and objectively. If the 
decision is based on an ideological preconception, it will prove to be devastating. 

11.7.4 Growth Versus equity 

So far as growth and equity are concerned, the two consensus are different, By identifying 
poverty reduction as an immediate goal instead of a consequence of economic growth, the post- 
Washington Consensus advocates that a greater share of public resources be allocated for the delivery 
of social services to the poor rather than for strengthening the productive capacity of the economy. The 
MDGs stipulate no target for increased production or productivity of any sort. Though not explicitly 
stated, it appears that programmes in the post-Washington Consensus context are strongly oriented 
toward improving the quality of life of the poor through redistribution of social income in their favour. 

There is nothing wrong with this equity orientation if it is consistent with the social preference of 
the world community. There is a risk, however, that strong emphasis on social services might result in 
under-investment in the productive capacity of the sectors from which the poor earn their livelihood, 
Typically, the majority of the people live mainly on returns of their labour apply in agriculture, small, 
scale manufacture and petty trade, If the productivity and profitability of these sectors are not increased, 
how can poverty reduction be sustainable? The wide diffusion of primary education and health care, as 
emphasized in MGDs and other pro-poor development plans, is of course an indispensable foundation 
for upgrading the productive capacity of people. However, vitally important’ vocational education and 
training to support the development of agriculture, small scale manufacture, and commerce are being 
neglected or - receiving insufficient attention. The critical need for public investments in production-
oriented infrastructure in general is not being properly emphasized. This is true, for agricultural, for 
industrial research and extension to produce and disseminate profitable technologies to small farmers 
and manufacturers, for irrigation and rural electrification to make water and power available to them, 
and for roads and communication systems by which produces and traders in remote marginal areas 
can have access to wide markets. All such investments generate economic growth while at the same 
time contributing directly to be reduction of poverty. Here there is no trade-off between growth and 
equity. 

It is important to recognize that significant decreases in development assistance on production 
infrastructure and services did not begin with the post Washington Consensus but began under the 
Washington Consensus. With this strong belief in the efficiency of the market mechanism, the 
Washington Consensus advocated leaving investments in production infrastructure to private funds 
mobilized by the market, which was considered possible so long as the proposed investment projects 
could be expected to yield high economic returns. Correspondingly, investments in hard infrastructure, 
such as roads, railways and electricity, were largely removed from the list of development assistance 
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projects. Even agricultural research and irrigation investments, which are vital to billions of poor farmers, 
were curtailed. The advocacy for leaving production infrastructure to private initiative was a reasonable 
corrective to the bias of ISI strategy of concentrating development resources in large-scale, capital 
intensive industries, but it is critically flawed when applied to infrastructure critical to small farms, 
cottage industry and petty trade. Their production scale is too small to internalize gains from any 
infrastructure project adequate to pay its cost. And they are too numerous to effectively organize 
collective actions for producing their own infrastructure. As such the public good characteristics of 
production infrastructure and services are no weaker than those of social services to them. Therefore, 
the supply of production infrastructure critically need for the support of their economic activities cannot 
rely on private markets alone. 

As most clearly elucidated by Schultz, broad-based growth of low income economies is possible 
only when public programmes supply profitable production opportunities for poor people. Indeed, the 
failures of both IS! and SAP in supplying sufficient support, to these production activities is believed to 
underlie their failures in achieving both economic growth and poverty reduction in low income 
economies over the past half century. The success of East Asia, on the other hand, in supporting the 
production activities of the poor people, is considered to distinguish it from the other regions such as 
Africa and underlie its economic miracle, At the same time, the importance of delivering social services 
to the poor for improving the quality of their lives cannot be over emphasized. However, if poverty 
reduction programmes under the-influence of the post Washington Consensus are so structured that 
public resource allocation for the supply of social services becomes so disproportionately large that it 
results in under investment in production oriented infrastructure and services, then such programmes 
are likely to prove counter productive to the goal of poverty reduction itself. Unless this risk is duly 
recognized and avoided, the current bond wagon of poverty reduction may well replicate the fate of the 
equally enthusiastic Basic Human Needs approach which was adopted almost three decades ago. 

11.8 RECENT DEVELOPMENTS 

Washington consensus has witnessed a major change in recent years not only in Washington 
but elsewhere also. This change in the views has been referred to as the ‘New Consensus’ or 
“Santiago Consensus” by world Bank President James Wolfensohn and others. Emphasis has been 
given to the positive role of the state in this consensus. The broad elements of this consensus are 
mentioned below, 

(a)  Development must be market based but there are large market failures that cannot be ignored. 

(b)  In general, there should not be direct intervention of the government in business of direct 
production. 

(c) Government can certainly play an eclectic role in the following fields. 

(i)  providing a stable macro environment; 

(ii)  infrastructure, though in the fewer sectors than thought necessary in the past; 

(iii)  public health, education and training; 

(iv)  technology transfer (including R & D for advanced LDCs). 

(v)  ensuring environmentally sustainable development and ecological protection; 

(vi)  providing export incentives; 

(vii) helping the private sector to overcome coordination failures; 
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(viii) ensuring “shared growth, reduction of poverty and inequality and substantial share of the 
poor in benefits from the growth of the economy; 

(ix)  more moderate regulation and support in financial sectors; 

(x) provision of fundamental public goods, such as legal structure, including the protection 
of property rights 

According to this consensus, poverty alleviation is mainly the responsibility of the government 
and one reason for this renewed focus (which was previously there in 1970s also) is that free-market 
policies of the 1980s and early 1990s were viewed as inadequately helping the poor. But this New 
Consensus appears to, reflect a growing sentiment that the goal of poverty eradication is finally 
achievable, especially given recent progress in health and education. (Todaro and Smith, 2003; p 
705).28 According to them, health and education are critical to successful development. The ability of a 
society to make effective use of the market depends on the capabilities of its citizens. They have 
quoted example of China and India. Both countries have had restraints on the market in the past. But 
China invested heavily in basic education and health. 

When China liberalized, in 1978, it started with a literate and numerate and at least relatively 
healthy, adult population and the result has been high growth. When India began to liberalize around 
1991, nearly half the adult population was still illiterate and many were still lacking in nutrition and basic 
health care. This could be one explanation according to Sen, for China’s better growth outcome with 
market liberalization than India’s. Whereas the New Consensus borrows some lessons from the 
Washington consensus so far as -the role of government in development is concerned, the stress on 
market based development and limiting government’s role in direct production continues to be the 
consensus view. 

It has been argued that New consensus also does not include some features which have been 
considered by many commentators as significant to East Asian success viz, an active industrial policy - 
picking winners to overcome coordination failures, but because they are controversial. Inspite of such 
drawbacks, it is argued that the new view has provided a renewed recognition that governance if poor, 
can often be improved but once markets fail, their failure can be even worse than govt’s failure. Hence 
a key part of governments role is to help secure the foundations for economic development by ensuring 
that the requirements for an effective market - based economy are met. 

John Williamson, who first prepared the common agenda consisting of policy reforms required 
for Latin America and known as ‘Washington consensus’ is of the view that outcomes in Latin America 
viz, repeated crises, low growth and a continuation of high poverty - have disappointed in the last 
decade, including many countries that have stabilised, liberalised and opened up. This created the 
need for having another look at the policy agenda of the region. Keeping this in view the Institute for 
international Economics assembled a group of economists, (most of them Latin Americans), who were 
supposed to suggest where countries ought to be heading in each of the main areas of economic policy: 
reform of the state, social policy, fiscal policy, the financial sector, exchange rates and monetary policy, 
trade, education, labour market and political economy. The results of the deliberations of this group 
have been summarized by Kuczynski and Williamson (2003) in their book ‘After the Washington 
Consensus: Restarting Growth and Reforms in Latin America.’ This new reform agenda has been 
classified by Williamson into four big themes; crisis proofing; completing the ‘first-generation’ liberalising 
reforms that constituted the core of the Washington consensus; complementing them with, ‘second 
                                                 
28

 Todaro, Michael, P & Stephen C. Smith (2003) Economic Development. 
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generation’ (institutional) reforms; and broadening the reform agenda to include a concern with income 
distribution. Though they have focussed mainly on Latin America but also try to examine whether these 
thoughts could be of any relevance to the outside world as well.  

So far as crisis-proofing is concerned, it is argued by them that since Latin American economies 
are prone to such crises29, the main objective of the new agenda should be to reduce the variability of 
the countries of this region to such crises. They suggest some Measures in this regard viz, achieve 
budget surpluses in the time of prosperity, sufficiently flexible exchange rate to allow external 
competitiveness and complementing this flexible exchange rate with a monetary policy focussed on 
targetting a low rate of inflation, increase domestic savings so that investment can rise without under 
dependence on capital imports etc. In order to being fiscal discipline, public debt/GDP ratio should be in 
the tolerable limit30. Regarding the relevance of these thoughts to Indian economy, they are of the view, 
that it is quite dangerous for India to allow large budget deficits to persist year after year and the public 
debt to continue to escalate. It can lead to the collapse similar to that in Argentina in early 1990s. 

Regarding First Generation reforms, it is argued that though a lot has been done by many 
economies but the process is still incomplete in many dimensions. Labour market has not become 
more flexible. Process of trade liberalisation is not complete. Privatisation, according to them, is by far 
the most unpopular of the first generation reforms with the Latin American public, but the evidence 
simply does not support the view that privatisation has not brought benefits to the general public. Even 
in the financial sector, there remain countries where the process of liberalisation is not complete. So far 
as Indian economy is concerned, there is more scope than Latin America for this sort of liberalising 
reforms. 

So far as second-generation reforms are concerned, it has been argued that the major thrust of 
development economics in the l990s was recognition of the crucial role of institutions in permitting an 
economy to function effectively. The importance of institutional reforms in complementing first 
generation reforms in Latin America was first emphasised by Moise’s Naim (1994), who dubbed these 
second generation reforms. According to a recent paper by Ross levine and William Easterly (2002)31 
concludes that the state of institutional development furnishes the only variable that reliably predicts 
how developed a country is, And one major needs for institutional reforms, according to Williamson, is 
in the financial sector what is needs here, in addition to the strengthening of prudential supervision, is a 
whole series of apparently minor changes like improving transparency, upgrading accountancy, 
strengthening the rights of minority creditors, facilitating the recovery of assets pledged as collateral, 
and developing credit registries. While such reforms, he says, may appear minor, in fact they are of 
fundamental importance but quite difficult to implement. 

Finally, emphasis has been given on income distribution, a topic of major importance. in Latin 
America, which has the most unequal distributions in the world. Now there are two ways through which 
poor people can become less poor. One is to increase the size of the economic pie from which 
everyone in society draws their income. The other is by redistribution of a given sized pie, so that the 
rich get a smaller proportion and the poor get a bigger proportion. Progressive taxes are considered to 

                                                 
29

 It was in the last five years, according to them, with a succession of crises that started in Mexico, then brought east Asia low, and then 

moved on via Russia to infect Latin American countries like Argentina, Brazil, Equador, Uruguay, and Venezuela, that percapita growth 

turned negative from positive again and poverty, which was decreasing, started rising again. 
30

 For details of all the four themes, see ,John Williamson “The Washington Consensus and Beyond.” EPW, April 12,2003. 
31

 Rose Lavine & William Easterly (2002) quoted in John, Williamson ; The Washington Consensus & Beyond. Op. cit. 
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be the classic instrument for redistributing income. An effort should be made on collecting more from 
direct taxes rather than giving emphasis to indirect taxes, as has been done in Latin America under the 
tax reforms. Hence emphasis should be given on: 

(a)  the development of property taxation as a major revenue source; 

(b)  the elimination of tax loopholes, which not only can increase revenue but can also simplify tax 
obligations and thus aid enforcement; 

(c)  better tax collection, particularly of the income earned on flight of capital abroad, which will 
require the signing of tax information sharing arrangements with at least the principal havens for 
capital flight, 

This increase in tax revenue should be devoted to spending on basic social services, including a 
safety net as well as education and health, so that the net effect will be a significant impact in terms of 
reducing inequality, particularly by expanding opportunities for the poor. But since what is achievable 
through the tax system is limited, the significant improvements in distribution will come only by 
remedying the fundamental weakness that causes poverty, which is that too many people lack the 
assets that enable them to work their way out of poverty. Hence an effort should be made to give the 
poor access to assets that will enable them to make and sell things that others will pay to buy. This will 
help them to come out of the clutches of poverty. 

Self Assessment Questions – I 

   1. State any two problems of Govt. Intervention. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   2. Name ten points of Washington Consensus. 

___________________________________________________________________________ 

___________________________________________________________________________ 

   3. State any two fields where Govt. can play an active role. 

___________________________________________________________________________ 

___________________________________________________________________________ 

11.9 SUMMARY 

In this lesson, we have studied about the functions of the state and its allied problems. To sum 
up, it can be stated that govt. has to play an important role in an economy. It has to perform particular 
functions which cannot be left to the markets e.g. providing education, health, security etc. to the 
citizens. Then it has to provide institutional environment for markets to flourish and operate efficiently. 
But when corruption enters the system, the govt. cannot perform its duties efficiently. Budget 
allocations are done but it is misused and all this leads to govt. failure ultimately. Thus in the recent 
times, there has been reemergence of interest in the markets in many developing countries. So what 
should be done? The whole controversy regarding the role of the state and market concludes that 
markets should be allowed to work efficiently but wherever necessary, govt. intervention must be there. 
So a judicious mix of both the systems is desirable so as to achieve successful economic development 
but functioning of both the systems has to be improved. 
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11.10 GLOSSARY 

 Institutional Environment – It is the appropriate situation under which markets can flourish 
and operate efficiently. 

 Failed States 
– 

A failed state is a political body that has disintegrated to a 
point where basic conditions and responsibilities of a soverign 
government no longer functions properly. Failed states can no 
longer perform basic functions such as education, security or 
governance usually due to extreme poverty. 

 Washington Consensus 
– 

It is a set of ten prescriptions considered to constitute the 
“standard” reform package promoted for crisis-wrecked 
developing countries by Washington, D.C. – based institution 
such as the IMF, World Bank, and the U.S. Treasury 
Department. The team was first used in 1989 by English 
economist John Williamson. 
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11.13 MODEL QUESTIONS  

Q1. Explain in detail the functions of the state 

Q2. What do you mean by govt. failure. Explain the main reasons behind it. 

Q3. Why has the reemergence of interest in the markets has developed? 

Q4. Write a short note on the choice of an economic system 
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