By Stephanie – saint_steph_@hotmail.com

Section 5: Development economics
5.1 Sources of economic growth and/or development

· natural factors: the quantity and/or quality of land or raw materials:
Increases in quantity/quality shift PPC outwards, as productivity is increased.

This should result in raised incomes & living standards ( development.
Quantity
open up land to development

clear land

reclaim land

exploration for mineral/oil/coal/gas resources

Quality

land ownership reform

irrigation

fertilisers

high yield strains

foreign investment / foreign aid
· human factors: the quantity and/or quality of human resources:
Labour and enterprise resources:
	Resource
	Quantity
	Quality

	Labour
	Female participation

-child care provisions

Migration

Change school leaving age

Less unemployment benefits

Communication between employers & jobseekers

Retraining initiatives / skills management
	Improved health services
Education/training

-foreign investment / foreign aid

	Enterprise
	Government support for new businesses
Property rights

Culture of entrepreneurship

Education

Decrease business tax

-microfinance

-foreign investment
	Training
Mentoring programs


· physical capital and technological factors: the quantity and/or quality of physical capital:
Quantity


promote savings to fund capital

microfinance / low interest rates


government assistance/incentives


foreign investment / foreign aid
Quality


research & development – government funding

technology transfer (trade / FI)


foreign investment

· institutional factors that contribute to development:
Institutions: the structures and rules by which an economy operates
banking system

provides liquidity (money) for investment

intermediary between savers and borrowers (see circular flow model)

( payments system for supply chains (wholesalers & retailers)
( “start-up” capital for enterprise – especially microfinance in LDCs
education system

if accepted by population, provides rapid rates of growth

( higher productivity ( higher incomes ( expanded tax base, supports infrastructure / R&D

( participation in political process

( better health & population control

( female empowerment
health care

raises productivity
complements education

May be provided by employers – foreign investors/firms
infrastructure

the basis for an economy to function efficiently
eg. roads/ports/airports, telecommunications, water/electricity supply, efficient financial sector

( enables market operation

( worker & resource mobility

( competition

( higher productivity
political stability

prevents internal conflict and civil war

( implementation of long-term goals/policies

( attracts foreign investment / foreign aid

( law & order: property rights, competition law, commercial law
5.2 Consequences of growth

· externalities:

When consumers buy, they do not consider the external costs of demerit goods they buy

( negative externalities
When suppliers sell, they do not consider the external benefits of merit goods they sell


( positive externalities

As growth occurs, the scale of markets and the buying and selling within them increases, and so the effect of positive and negative externalities also increases (ie Qoptimum not being produced).

This may result in moral dilemmas and unsustainability, as future growth may be restricted by the negative effects.

· income distribution:

If productivity increases faster than population (ie real GDP per capita rises)

( more wants can be satisfied
( greater range of products means greater choice & better technology

( living standards improve

Since overall development occurs, reduction in absolute poverty should result.

But these benefits may only be reaped by those with already high incomes, leading to inequality in income distribution.  This is supported by evidence from Australia/USA/Russia and SE-Asia/CE-Europe.
· sustainability: growth which ensures that it meets the needs of the present without compromising the ability of future generations to meet their needs – intergenerational equity
-Environmental damage is a negative externality:
eg resource depletion, ecosystem destruction, generation of waste

-As growth occurs, environmental damage per unit growth will increase as production expands exponentially.

-This damage may affect future growth/generations – over-fishing now means no fish in the future.

Sustainable “growth”


Unsustainable growth


5.3 Barriers to economic growth and/or development

· poverty cycle:

· institutional and political factors:

ineffective taxation structure

May have narrow tax base as:

-requires good record keeping, skilled taxation officers, law enforcement

-difficult to collect business and income tax from informal markets (especially in LDCs)
-low profit tax to encourage domestic and foreign investment

-foreign investors may avoid tax by shifting profit offshore
LDCs rely heavily on indirect tax and import tariffs
(are regressive taxes, ∴ disadvantage low income earners

Reduced government revenue means less provision of public/merit goods and budget deficits

(borrowing

lack of property rights

Property rights: grant ownership and legal rights to use of assets

( generate income; collateral for loans and investment

Eg. Land ownership reform:

-In a landlord-tenant relationship where rent is a proportion of crop, there is a disincentive to increase productivity as this increases rent.  Landlord often has no interest in improving land.  Land cannot be easily transferred to family – a disincentive to improve it.
-Land reform through compensation provides incentive to increase productivity and raises incomes.

-Property rights for women can be very beneficial, as it is complementary to children’s health/education, savings, entrepreneurship and politics.
political instability

Stability requires:

transparent and fair governance & equal / democracy (poor leaders will be replaced)

universal law and law enforcement
open, free justice system / legal institutions

-separation of government, law enforcement and justice ( prevents nepotism and corruption
Instability:

reduces property rights
means lack of security ( reluctance to invest

produces civil war: refugees, displacement

not attractive to foreign investors
corruption

results from lack of transparent governance, law enforcement and press/media

related to low government wages

correlated with low HDI


-discourages investment due to high risk


-encourages tax evasion

-nepotism results in inefficient allocation and use of resources: less provision of public/merit goods; ignore environmental issues

-distrust in the government

-increasing crime rates
unequal distribution of income

more absolute poverty

higher crime rates

low earners can’t save / high earners spend on imports ( decreases local demand ( less growth

high earners exploit government/economy ( welfare payments, provision of basic goods suffer

trickle-down economics assumes a closed system (ie without conspicuous consumption)
formal and informal markets

due to:

overly formalised regulation

poor property rights

poor administration/supervision

often subsistence farming and parallel markets in LDCs

Informal markets increase efficiency of resource allocation

But: -loss of income and production in formal economy due to unfair competition ( poor tax base

-exploitation of workers, illegal practices may occur
lack of infrastructure

increases costs of trade
encourages rural-to-urban migration ( pressures large cities ( slums/shanty-towns

poor health and education facilities

reduces market efficiency and competition

· international trade barriers:

overdependence on primary products

-although often LDCs have comparative advantage in commodities, these goods are price inelastic:

Lower prices mean a dramatic decrease in export revenue ( declining terms of trade
-widespread protectionism against agricultural imports (especially by EU and US)

-lack of diversification makes LDCs susceptible to risk of bad ToT and drought/natural disaster etc
consequences of adverse terms of trade

Lower export prices and higher import prices means:

-reduced export revenue

-increased import expenditure

( decreases aggregate demand:
( depreciates a floating currency:

consequences of a narrow range of exports

Economy will be very susceptible to changes in price, demand, supply shocks, protection etc
(may lead to declining ToT
protectionism in international trade

Agriculture is heavily protected (subsidised) by US and EU.  This reduces world prices and market share for exporters ( low export revenue from protected goods & services.
· international financial barriers:

indebtedness

Country borrows and loan may not produce expected benefit/income:

(debt must be paid off

(interest must also be paid (debt restricts the acquisition of imports; restricts technology transfer)

( country resorts to more borrowing to pay off loan and interest

∴ DEBT TRAP

Effect on balance of payments:


current acct deficit (C&F surplus)(increased debt(increased interest debits(larger CAD
non-convertible currencies

Countries may attempt to over-value their currency (eg with respect to US$)

( undervalues US$ in the currency ( excess demand & black market {D/S diagram for US$}
( country attempts to impose exchange controls/limits

( nobody trades this currency

Trade and FI are difficult... Exporters must trade at overvalued official exchange rate – effectively an export tax.
capital flight
People/governments in LDCs may transfer earnings to a developed country, looking for lower risk and higher returns (interest rates).
Due to: -corruption, poor legal & democratic institutions
-instability

-exchange rate misalignment

-global financial deregulation enables capital flight
Development funds may be diverted for personal use, whilst the country as a whole accrues debt.

Less funds for investment in the country

Aid donors and foreign investors are wary of country
· social and cultural factors acting as barriers:

religion

Religion may influence an individual’s right to choose ( interferes with market development

May prevent the acceptance of technology/science/healthcare... ( barrier to development
culture

May be contrary to entrepreneurship/investment/risk-taking

May prevent women from entering labour force, or limit their education
tradition

see above

Limits individual choice and opportunity

Racial/tribal conflicts and loyalties may exist, preventing the operation of a free market
gender issues

Women may be restricted from working

Girls may not be educated

Females may have choices made for them, and be unable to set up businesses etc
5.4 Growth and development strategies

· Harrod-Domar growth model:

-assumes a closed economy with no government
( by circular flow model, savings ratio corresponds to investment ratio
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Thus to increase growth:


1. Increase savings ratio s.


2. Lower capital-output ratio k, ie increase productivity of capital.


Achieved by foreign aid or foreign investment – loans or capital transfer
But:

-unrealistic assumptions
-does not account for depreciation of capital

-ignores human capital and infrastructure required to complement physical capital

· structural change / dual sector model: the view that economic development is the progressive move from an economy based primarily on agriculture to a capitalist-based industrialised economy
-linked to rural-urban migration
Lewis transition model
	TRADITIONAL SECTOR
	MODERN SECTOR

	agricultural
	capitalist-industrial

	low productivity
(high underemployment)

(low marginal productivity of labour
	growing productivity
(firms’ profits reinvested)

(increasing demand for labour

	* incentive to move from traditional ( modern *

	no opportunity cost of lost labour
(assume marginal productivity = 0)
	more labour enables economic growth

	surplus labour eradicated

(wages rise due to competition for labour
	productivity enables wage rises
(more savings etc

	increasing investment builds capital and speeds transformation


But:

-urban job creation is not as strong as predicted
-urban unemployment is high

- rural wages remain much lower than urban wages

-capital intensive production destroys jobs

· types of aid:

bilateral, multilateral
Bilateral aid occurs where one country directly transfers funds to other.  Negotiations are held between the two countries.

Multilateral aid occurs when countries place money with an international agency (eg UN, World Bank) who then distribute the aid.

grant aid, soft loans

Grants are interest-free, non-repayable gifts.

-often used for long-term projects, eg infrastructure

Soft loans are low-interest, long-term loans, which may be repayable in the recipient’s currency.
-can be used for long-term projects, eg schools, roads, hospitals
official aid

Official aid or official development assistance is the sum of all bilateral and multilateral aid.

It does not include aid from charities or non-government organisations (NGOs).
tied aid

An agreement is made between the donor and recipient country:
Project tied aid is designated towards a specific project

-ensures aid is not used for military/corruption purposes

-the project may benefit donor in that it develops resources required by them

-takes decision away from recipient

Procurement tied aid is bilateral aid used by the recipient to buy goods & services from donor country

-supports donor’s local industry and balance of payments

-prices may be inflated, reduces real value of aid

-technology/goods may not be appropriate to recipient country’s situation

-may be an export subsidy in disguise
· export-led growth / outward-oriented strategies:

Policies which support free trade, foreign investment (capital flows)
-usually newly industrialised countries


	*Initial high protection*

↓

	New infant industry

(but with domestic competition)

↓

	Increased efficiency over time

↓

	Lower protection in gradations

↓

	Globally competitive production

	↓

	Exports


Creates rapid industrialisation (Lewis transition model)

Export revenue (sustainability / self-reliant growth

( economic growth, raised living standards

Benefit from economies of scale (increased production)

Technology transfer through FI (can pay for imported technology)

Global competition ( increasing efficiency
· import substitution / inward-oriented strategies / protectionism:

Protectionism blocks most imports out of economy (combination of tariffs and subsidies)

( less M means increased D for domestic goods

( domestic producers more efficient due to economies of scale within country, can export



( protection can be removed as exports grow



( growth

But:

-lack of competition domestically means industries become inefficient, industries of comparative advantage are not necessarily chosen to focus on
-capital imports are often required and must be allowed in: limits job creation / encourages non-labour intensive industries (not comparative advantage areas); requires other imports to maintain/operate capital ( creates current account issues
-protection encourages corruption/black markets/tax evasion...

-tariffs on imports mean producers’ costs of production rise
· commercial loans:

Domestic banks may suffer from lack of loanable funds – must focus on medium-large firms.
Foreign banks may do the same, but also provide increased asset base, better practises


( development domestic financial infrastructure/industry

But foreign banks may not cater for small-scale projects, eg installing water pump, buying a mule...

( “Loan sharks” will lend but charge excessively high interest rates:


-discourages “grass-roots” enterprise



-creates a dual economy

· fair trade organisations:

Producers of agricultural goods in LDCs may only receive Pworld minus profits of middle-men in the supply chain ( lack of income (poverty cycle)
FTOs certify and label producers, provided they meet environmental/labour requirements

FTOs then reduce the number of middle-men in supply chain, and raise consumer awareness in order to increase farmers’ income:


-enables access to loans


-invest in / build infrastructure


-access to training/education and healthcare
· micro-credit schemes:

Local community banks that finance small projects at reasonable interest rates
-a small credit group is lent a small loan at about 2-3% per month


(peer pressure ensures loan is repaid


(interest goes towards wages of local bank workers

-supplies liquidity to communities (otherwise have few assets/capital)

-eliminates exploitation by “loan sharks”, prevents dual economy worsening

-encourages enterprise and self-employment, especially for women

-creates a financial institution that all can utilise, can support social/cultural change
· foreign direct investment:

-undertaken by multinational companies, set up offshore subsidiaries to:

reduce production/distribution/marketing costs (logistics, low tax)
break into FTA areas

lower their environmental standards

-fills investment gap in LDCs

-one-off increase in foreign currency, create some export earnings

(but may have negative effects on BoP in long term...)

-provide tax revenue to government

-increases economic activity, increase AD

-increase competition
-technology transfer
· sustainable development: growth which ensures that it meets the needs of the present without compromising the ability of future generations to meet their needs
May limit development policies:

-should minimise risk of producing (irreversible) environmental damage
-sustainable use of resources (especially natural), biodiversity

Global environmental issues require global co-operation:

-global warming (Kyoto)

-ozone depletion
5.5 Evaluation of growth and development strategies

· evaluation of the following in terms of achieving growth and/or development:

aid and trade

	Foreign Aid
	Trade

	(
	Fills savings gap
*but may become complacent/reliant on aid

*reduces incentive to increase local savings


	(
	(Economies of scale) increases market size, potential income and thus potential savings
Self-reliance is reinforced

Import competition increases efficiency, and thus productivity and income ( savings

*other countries may impose protection, limiting benefits, especially in agriculture (area of comparative advantage), WTO


	(
	Provides capital and infrastructure
*may be tied to inappropriate projects

*technology may be non-labour intensive, and not allow LDCs to use labour resources

	(
	Provides foreign exchange/currency with which to buy capital of own choosing
Increased scale of operation means capital is used more effectively for greater productivity/income

*poor initial infrastructure will limit benefits from trade



	(
	May provide technical assistance/expertise:

eg health, education, agriculture, taxation

*assistance may be inappropriate to country
	(
	Technology transfer
Promotes entrepreneurial skills and enterprise
Grants independence to people

	(
	Can be implemented at local community level
Not for profit

Long-term

*may focus on urban sector and encourage dual economy


	(
	Comparative advantage may free up people and resources for use in other sectors (as demand in those sectors increases)
Better resource allocation
*over-specialisation means greater risk

*benefits may not be evenly distributed



	(
	Essential in emergency / time of crisis

*food can be “hijacked” by corrupt officials ( black market ( destabilises markets

*lack of infrastructure may make distribution difficult


	
	

	(
	Supports exchange rate and improves balance of payments
*procurement tied aid is effectively an export subsidy

*money may return to donor after given (procurement/project-tied)

*can increase price of materials (procurement tied) and lessen its own value

*loans-based aid can result in debt trap


	(
	Supports exchange rate and improves balance of payments
Provides foreign exchange to pay overseas debt or buy capital

Generates no-debt income
*declining/bad terms of trade may mean balance of payment difficulties

	(
	Aid usually given to governments, may not reach people in need

	(
	Provides wider consumer choice

	(
	Can be used as a form of imperialism – donors want something in return

	(
	Reduces reliance on other countries

	(
	May fluctuate or be reliant on political relations
	(
	Provides ongoing long-term benefits that accumulate.
Improves international relations

*narrow export base may mean supply shocks, and fluctuating income




-Stakeholders: government, rural/urban sectors, other countries, poorest people, firms

-Aspects: incomes/productivity, growth/development/equality, BoP, exchange rate, political, government/authority, infrastructure

-Short-term vs Long-term

market-led and interventionist strategies

interventionist: (government intervention)

-aggregate growth models, Harrod-Domar

-maximise social benefits, minimise negative externalities


-import substitution


-nationalised industries (government ownership), central planning


-limited financial freedom (encourage investment in government sponsored industries)


-artificially high exchange rates (import capital goods at lower price)

market-led: (non-interventionist)


-market liberalisation


-privatisation, land ownership


-encouragement of foreign investment

-macroeconomic structural adjustment (restore macroeconomic equilibrium: restore balance of payments and government budget balances, stabilise exchange rates); supply-side policies

	Interventionist
	Market-led

	Plans require administration, education, efficient bureaucracy – LDCs may lack these
	Requires infrastructure: financial/legal/political institutions, stability, law & order, security
(integral to operation of markets)

	Results in larger government, but revenue does not increase ( government deficits
	Education may be a factor

	Finance government spending with overseas loans, increased imports due to high exchange rate ( current account deficit
	Have been more successful in general than interventionist, however have not worked in some countries (sub-Saharan Africa)

	Import substitution through tariffs/subsidies supports inefficiency

Government industries inefficient through lack of competition

Central pricing distorts market prices
	


· the role of international financial institutions:
International Monetary Fund (IMF): to promote international financial stability
-184 member countries, who each contribute some of their own currency to the IMF; in return, have special drawing rights (SDRs): can draw on the deposit in a different currency

+ Facilitates multilateral payments system between members

+ Maintains stable exchange rates
+ Removes foreign exchange restrictions ( encourages world trade and global investment
+ Provides temporary financial assistance in case of balance of payments / exchange rate crisis

Also monitors member countries’ economic/financial policies and gives policy advice; provides governments and central banks with technical assistance and training ( promotes:

-high employment


-sustainable economic growth


-poverty reduction

Uses market oriented supply-side policies; devaluation of exchange rates to improve trade balance; deflationary policy.
World Bank: consists of 5 institutions:

International Bank for Reconstruction and Development: loans and foreign aid to LDCs


International Development Association: interest-free / soft loans to poorest countries


International Finance Corporation: supports private investment projects in LDCs


Multilateral Investment Guarantee Agency: covers economic/political risk to private investors


International Centre for the Settlement of Investment Disputes: host govt vs private investors

+ provides reconstruction assistance following natural disaster
+ humanitarian / relief aid following conflict in countries

+ aid & development projects in LDCs

+ debt relief to poorest countries

+ development of “good governance” institutions

Aims to free trade / reduce tariffs & subsidies against LDCs through WTO

private sector banks

provide loans in LDCs ( investment / enterprise

provide financial institutions, training/expertise in institutions

But must focus on medium-/large-sized firms, do not reach grassroots projects, due to high risk

...

non-governmental organisations (NGOs): non-profit group/association that acts outside of institutionalised political structures and pursues matters of interest to its members by lobbying, persuasion, or direct action
-not influences by government interests ( more trustworthy to public

+ provide direct aid/relief

+ create pressure groups to influence government decisions

+ publicise/educate about conditions in LDCs

+ conduct studies on the effect of international policies on LDCs

May have lack of transparency and democracy in structure (don’t publish income/cost figures)
Can undermine local industry through volunteers
multinational corporations / transnational corporations (MNCs/TNCs)

Invest into LDCs: provide investment, exports, capital/technology transfers, employment, training/healthcare for workers
But:


-may result in BoP problems if profits go back overseas


-production may take place of local production and then take profits back overseas


(should be in export or import-replacement industries)


-profit driven: may exploit workers or natural resources in country

...
commodity agreements: agreement among producing and consuming countries to improve the functioning of the global market for a commodity
-administrative: provides information

-economic: influences world price; uses buffer stock schemes

Aim to reduce price fluctuations (set output levels) and raise the long-run price level.


-quotas limit production of each supplier ( determines revenue


-government involvement; overseen by UN Conference for Trade and Development

eg OPEC, other agricultural goods – rubber, cocoa, coffee, tin, zinc, lead, sugar, grains...

May be anti-globalisation and promote inefficiency
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