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1.0 aims and objectives 

This unit discusses the concepts of Economic Growth and Economic Development, their differences and similarities and the alternative methods of measurement of economic growth and economic development and their appropriate indicators.

After looking into this unit, the student will be able to:

· clearly see the differences and similarities between economic growth and economic development 

· clearly see the alternative approaches to the measurement of economic growth and economic development 

· clearly identify the indicators of economic growth and economic development 

· also identify the best modern method of measuring economic development of a country.

1.1 introduction

The Economic of Development refers to the problems of the economic development of under developed countries.

Though the study of economic development has attracted the attention of economists right from Adam Smith down to Marx and Keynes, yet they were mainly interested in the problems which were essentially static in nature and largely related to a Western European framework of social and cultural institutions. It is however, in the forties of the present century and especially after the Second World War that economists started devoting their attention towards analyzing the problems of underdeveloped countries. Their interest in the economics of development has been further stimulated by the wave of political independence that swept the Asian and African countries after the second World War. The desire of new leaders in these countries to promote rapid economic development coupled with the realization on the part of the developed nations that “poverty any where is a threat to property every where,” has aroused further interest in the subject, i.e. for economic development.

But the interest of the wealthy nations in removing widespread poverty of the underdeveloped countries has not been aroused by any humanitarian motive. The most convincing reason for aiding the underdeveloped countries has been the cold war between Russia and the West. Each tries to enlist the support and loyalty of underdeveloped countries by promoting larger aid than the other.

Economic development has also an export value for both the aid-giving and aid-receiving countries. In order to avoid secular stagnation, rich countries need an ever-increasing rate of development, which must be accompanied by an out let for the use of their growing capital stock. Poor countries need an accelerating rate of development to increase their export potential for avoiding deficit in balance of payments. 

However, a study of the Poverty of Nations and the methods of removing poverty cannot be based on the experience of the rich nations. For in the advanced countries there has been a tendency to take economic development for granted, _______ as something that takes care of itself and to concentrate on the short-term oscillations of the economy. Therefore, Myrdal says that the underdeveloped countries should not accept our inherited economic theory uncreitically but remould it to fit their own problems and interests. 

Economic Development and Economic Growth: Generally speaking economic development refers to the problems of developing countries and economic growth to those of developed countries.

According to Kindleberger “economic growth means more out put, while economic development implies both more output and changes in the technical and institutional arrangements by which it is produced and distributed. Growth may well involve not only more output derived from greater amounts of inputs but also greater efficiency, i.e., an increase in output per unit of input. Development goes beyond this to imply changes in the composition of output and in the allocation of inputs by sectors. 

Friedman defines growth as an expansion of the system in one or more dimensions without a change in its structure, and development as an innovative process leading to the structural transformation of social systems. 

Thus, economic growth is related to a quantitative sustained increase in the country’s percapita output or income accompanied by expansion in its labor force, consumption, capital and volume of trade. On the other hand, economic development is a wider term. It is related to qualitative changes in economic wants, goods, incentives and institutions. It describes the underlying determinants of growth such as technological and structural changes. Development embraces both growth and decline. An economy can grow but it may not develop because poverty unemployment and inequalities may continue to persist due to the absence of technological and structural changes. But it is difficult to imagine development without economic growth in the absence of an increase in output per capita, particularly when population is growing rapidly.

Economic growth is uni-dimenstional in nature - measured with reference to increase in national income only. ‘Development’ is multi dimensional evaluated (rather than precisely measured) with reference to a host of qualitative factors, apart from quantifiable aspects. Improvements in literacy, education and training levels, improvements in health and nutrition of the people resulting in reduction in morbidity and mortality and increase in longevity, high levels of living on all norms, optimum use of all types of resources are indicators of development. 

1.2 measurement of economic growth (i.e., national income and its measurement)

National income is defined as the flow of goods and services, which is available as income to the people of a nation during the accounting period generally one year. The national income is an important yards tick of the performance of the whole economy.

Definition: We may define national income as the money value of the annual flow of final goods and services in the national economy. Since a variety of goods and services which are heterogeneous in nature are produced in an economy, their physical quantities cannot be aggregated. Hence, the measuring rod of money should be used for aggregating these diverse outputs. While estimating the national income, all the goods and services produced during the year should not be considered. Only the final goods and services can be included in the national income measurement. By comparing the present year output, (NI) with that of the pervious year we can measure the growth of the economy. Hence, growth rate of the economy can be calculated using the following formula:
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Gt is the level of National output in the present year.

Gt-1 is the level of national income or output in the previous year.

1.3 measurement of economic development

Economic development can be measured in four alternative ways:

(i) GNP. One of the methods to measure economic development is in terms of an increase in the economy’s real national income over a long period of time. But this is not a satisfactory measure due to the following reasons:

(a) “Real national income” refers to the country’s total output of final goods and services in real terms rather than in money terms. Thus, price changes will have to be ruled out while calculating real national income. But this is unrealistic because variations in prices are inevitable. In this measure the phrase “over a long period of time” implies a sustained increase in real income. A short-period rise in national income which occurs during the upswing of the business cycle does not constitute economic development.

(b) This measure tails to take into consideration changes in the growth of population. If a rise in real national income is accompanied by a faster growth in population, there will be no economic growth but retardation. 

(c) The GNP figure also does not reveal the costs to society of environmental pollution, urbanization, industrialization and population growth.

(d) Further, it tells us nothing about the distribution of income in the economy.

(e) Another difficulty in calculating GNP is of double counting, which arises from the failure to distinguish properly between final and intermediate products. 

(ii) GNP Per Capita: The second measure of economic development relates to an increase in the pre capita real income of the economy over the long period. Meier defines economic development “as the process whereby the real per capita income of a country increases over a long period of time. Subject to the conditions that the number of people below an “absolute poverty line” does not increases, and that the distribution of income does not become more unequal. This indicator of economic growth seems to emphasize that for economic development the rate of increase in real per capita income should be higher than the growth rate of population. But difficulties still remain, such that:

(a) An increase in per capita income may not raise the real standard of living of the masses. It is possible that while percapita real income is increasing, per capita consumption might be falling. People might be increasing the rate of saving or the government might itself be using up the increased income for military or other purposes. 

(b) Here is another possibility of the masses remaining poor despite an increase in the real GNP per capita if the increased income goes to the few rich in stead of going to the many poor. 

(c) The real GNP per capita fails to take into account problems associated with basic needs like nutrition, health, sanitation, housing, water and education. The improvement in living standards by providing  basic needs cannot be measured by increase in GNP per capita.

Despite these limitations the real GNP per capita is the most widely used measure of economic development.

(iii) Welfare: there is also a tendency to measure economic development from the point of view of economic welfare. Economic development is regarded as a process where by there is an increase in the consumption of goods and services of individuals. According to Okun and Richardson, economic development is a “a sustained, secular improvement in material well-being, which we may consider to be reflected in an increasing flow of goods and services.” However, this indicator is also not free from limitations. 

The first limitation arises with regard to the weights to be attached to the consumption of individuals. Consumption of goods and services depends on the tastes and preferences of individuals. It is therefore, not correct to have the same weights in preparing the welfare index of individuals. 

Second, in measuring economic welfare caution should be exercised with regard to the composition of the total output that is giving rise to an increase in percapita consumption, and how this output is being valued. 

Third, it is not essential that with the increase in national income, the economic welfare might have improved. It is possible that with the increase in real national income/per capita income, the rich might have become richer and the poor poorer. Thus, mere increase in economic welfare does not lead to economic development till the distribution of national income is equitable or justifiable. 

We cannot also equate an increase in output per head with an increase in economic welfare, let alone social welfare without additional considerations. To specify an optimum rate of development we must make value judgments regarding income distribution, composition of output tastes, real cost and other particular changes that are associated with the overall increase in the real income.

4. Social indicators: - Dissatisfied with GNP/GNP per capita and Welfare Index as the measure of economic development, certain economists have tried to measure it in terms of social indicators. Economists include a wide variety of items in social indications. Some are “inputs”, such as nutritional standards or number of hospital beds or doctors per head of population while others may be “outputs” corresponding to these inputs such as improvements in health in terms of infant mortality rates, sickness rates, etc. Social indicators are often suffered to as the basic needs for development. Basic needs, focus on alleviation of poverty by providing basic human needs to the poor. 

The direct provision of such basic needs as health, education, food, water, sanitation and housing affects poverty in a shorter period and with fewer monetary resources than GNP/GNP per capita strategy which aims at increasing productivity and incomes of the poor automatically over the long run. Basic needs lead to a higher level of productivity and income through human development in the form of educated and healthy people.

The merit of social indicators is that they are concerned with ends, the ends being human development. Economic development is a means to these ends. Social indicators tell us how different countries prefer to allocate their GNP among alternative uses. Some may prefer to spend more on education and less on hospitals.


Hicks and Streeten consider six social indicators for basic needs:

Basic Need 




Indicator

1. Health 




Life expectancy at birth 

2. Education 



Literacy signifying primary school 

                                                                        enrollments as percent of population 

3. Food 




Calorie supply per head.

4. Water supply 



Infant mortality and percentage of 

                                                                  population with access to potable water

5. Sanitation



 Infant mortality and percentage of 

                                                                   population with access to sanitation 

6. Housing 



None 

Limitations: There is no unanimity among economists as to the number and type of items to be included in such an index. For example, Goldstein takes only infant mortality as an indicator of basic needs to construct an index. On the other hand, Morris D. Morris used only three items, i.e., life expectancy at birth, infant mortality and literacy rate in constructing a “physical Quality of Life Index” relating to 23 developed and developing countries of the world for a comparative study. 

Second, there is the problem of assigning weights to the various items which may depend upon the social, economic and political set-up of the country. This involves subjectivity. Morris D. Morris assigns equal weights to the three indicators which undermine the value of the index in a comparative analysis of the different countries. If each country chooses its own list of social indicators and assigns weights to them their international comparisons would be as inaccurate as GNP figures. 

Social indicators involve value judgments. Therefore, in order to avoid value judgments and for the sake of simplicity, economists and UN organizations use GNP percapita as the measure of economic development. Economists have tried to measure social indicators of basic needs by taking one, two or three or more indicators for constructing composite indices of human development. We study below the physical quality of life index (PQLI) of Morris and the Humans Development Index, (HDI) as developed by the United Nations Development Programe, (UNDP).

1. Physical Quality of Life Indes (PQLI) 

As explained above, Morris D. Morris constructed a composite physical Quality of Life Index, (PQLI) in 1979 relating to 23 developed and developing countries for a comparative study. He combines three component indicators of infant mortality, life expectancy at age one and basic literacy at age 15 to measure performance in meeting the most basic needs of the people. This index represents a wide range of indicators such as health, education, drinking water nutrition and sanitation.

Each indicator of the three components is placed on a scale of zero to 100 where zero represents an absolutely defined worst performance and 100 represents an absolutely defined best performance. The PQLI index is calculated by averaging the three indicators giving equal weight to each and the index is also scaled from 0 to 100.

Conclusion: Despite many limitations, the PQLI can be used to identify particular regions of underdevelopment and groups of society suffering from the neglect or failure of social policy. It points towards that indicator where immediate action is required. The state can take up such policies which increase the PQLI rapidly along with economic growth. 

2. Human Development Index (HDI)

Economists have tried to measure social indicators of basic needs by taking one, two or more indicators for constructing composite indices of human development. We study below the Human Development Index (HDI) as developed by the United Nations Development Programme (UNDP).

Since 1990, the UNDP has been presenting the measurement of human development in terms of a Human Development Index (HDI) in its annual Human Report. The HDI is a composite index of three social indicators. Life expectancy, adult literacy and years of schooling. It also takes into account real GDP percapita. Thus, the HDI is a composite index of achievements in three fundamental dimensions a long and healthy life, knowledge and a decent standard of living. The HDI value for a country is calculated by taking these three indicators.

1. Longevity, as measured by life expectancy at birth 25 years and 85 years.

2. Educational attainment, as measured by a combination of adult literacy (two-thirds weight) and combined primary, secondary and tertiary enrollment ratios (one-third weight) i.e., adult literacy 0% to 100% and combined enrollment ratio, 0% to 100%.

3. Standard of living, as measured by real GDP per capita based on purchasing power parity in terms of dollar (PPP$).

The HDI is a simple average of life expectancy index, educational attainment index, and the adjusted real GDP per capita (PPP$) index. It is calculated by dividing the sum of these three indices by 3. The maximum and minimum values for each variable which are fixed are reduced to a scale between 0 and 1 with each country at some point on the scale.

The HDI value for each country indicates how far it has to travel to attain certain defined goals: an average life span of 85 years, access to education for all and a decent standard of living. The HDI ranks countries in relation to each other. A country’s HDI rank is within the world distribution i.e., it is based on its HDI value in relation to each developed and developing country for which the particular country has traveled from the minimum HDI value of 0 towards the maximum HDI value of one. Countries with an HDI value below 0.5 are considered to have a low level of human development, those between 0.5 to 0.8 a medium level, and those above 0.8 a high level.

The Human Development Report of1996 presented the HDI values, HDI rank and real GDP per capita ranks for the year 1993 relating to 174 developed and developing countries of the 174 countries for which the HDI was calculated, 57 were in the high development category (0.8 to 0.95); 69 in the medium category (0.5 to 0.79); and 48 in the medium category (0.5 to 0.79); and 48 in the low category (0.48 to 0.2). Canada, USA and Japan led the HDI rankings in the high category among 26 developed countries. Among 26 developing countries, Hong Kong, Cyprus and Barbados led the first three rankings. In the medium category, there were 16 developed countries mostly belonging to the breakaway USSR and 53 developing countries. In this category, Brazil led with the HDI rank of 58. Sri Lanka had a rank of 89 and China 108. In the low category were 48 developing countries led by Cameroon, Kenya, and Ghana. Pakistan’s HDI rank was 134, India’s 135 Bangladesh’s 143 and Nemal’s 151. The HDI ranking of countries differ significantly from their ranking by real GDP per capita. Counties whose GDP rank is higher than their HDI rank have considerable potential for distributing the benefits of higher incomes more equitably. Countries whose HDI rank is higher than their GDP rank show that they have effectively made use of their incomes to improve the lives of their people. There were 16 such countries whose HDI rank was higher than their GDP rank. Among them were Costa Rica (23) and Vietnam (27). Thus, the HDI reveals that countries can have similar GDP per capita levels but different human development achievements or similar HDI but very different GDP per capita levels. 

1.4 Basic Needs Vs Economic Growth 

Is there any conflict between economic growth and basic needs strategy?

Basic needs are concerned with ends and economic growth is a means to these ends. So there is no conflict between basic needs and economic growth Goldstein found a strong correlation between economic growth and basic needs as measured by infant mortality rates. He identifies economic growth with efficiency. To him, efficiency is the level of GDP required to reach the infant mortality target of below 5 percent. 

Countries that spend a large percentage of their GDP for public health are more efficient because they are able to reduce their infant mortality rates. He found that a few developing countries have used very modest resources to meet the basic needs of health and education. He came to the conclusion that those LDCs that concentrate on primary school education and women’s education can develop more by spending less to meet these basic needs. 

Check your progress 

1. What is wrong with per capita income measurement of economic development for a country?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Explain the National Income Accounting (NIA) of an economy. What are the limitations of NIA?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

1.5 summary and conclusion

In this lesson we tried to examine the various ways of measuring economic growth and economic development, the factors involved in each measure the defects on each measure and the modern methods of measuring development. 

1.6 Answers to check Your progress exercises 

1. Until late 1980s, per capita income figure has been used, even by UN, to measure development achievement of a country and different countries, (developed or developing), were ranked by these figures, compiled in World Development every year. Later it was discovered particularly by UN, that studies made in different developing countries on per capita income and its reflection on development and the improvement of living conditions of the poor, in very poor countries, indicated clearly, that the per capita income figure and the real conditions of the poor didn’t go together. Where in these developing countries the percapita figure indicated high growth, the actual conditions of the poor was observed to be the opposite. Hence, the UN, flinching indicated that the p er capita figure alone is not a good indicator of development.

Hence, instead the Human Development Indese (HDI) was devised and from 19909s, on wards this figure is applied as a modern method of development and countries, since then were ranked their development by this figure. Here, three elements are taken to calculate the HDI figure, life expectancy, literacy rate and per capita income.

2. National Income is defined as the flow of goods and services which is available as income to the people of a nation during the accounting period generally one year.

     The important concepts in national income accounting are the following:

Gross National Product (GNP)

Gross Domestic Product (GDP)

Net National Product (NNP)

National income at a factor cost 

Per capital income 

Personal income

Disposable income 

In LDCs, some transactions are omitted from the calculation of the GDP or GNP, such as household activities and children’s care, the underground economy and similar other activities. 

1.7 model examination questions

Attempt the following questions:

1. Name and explain two methods of  measuring economic development and economic growth.

2. What are the defects of PQLI and the Basic Needs approach to the measurement of Economic development in a country?

3. What is wrong with per capita income measurement of economic development in a country?

4. Explain the National Income Accounting (NIA) of an Economy. What are the limitations of NIA?

1.8 suggested books

· M.L. GHINGAN, Economics of Development and planning.

· Gerald Meier, Readings on Economics of Development and Planning 

· AGGRAWAL, LAL, Economics of Development and Planning 
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2.0 aims and objectives

This unit explains the characteristics of under developed economies in general with particular examples of any developing country. 

After going through the unit, one will be able to:

· Broadly categorize the characteristics of underdeveloped countries, (economies), 

· Identify the economic features of developing countries or economies 

· Recognize the demographic features of underdeveloped countries 

· Explain the socio-political features of underdeveloped countries and analyze the historical factors of underdeveloped countries. 

2.1 introduction 

Looking at the economic conditions of the world today, we see the countries of the world divided into two broadly distinguishable groups. In one of the groups are find the people enjoying a very high standard of living and in the other the majority of them living in great poverty and suffering from illiteracy, unemployment and malnutrition. The former, we know, are “developed or advanced countries,” while the later are the “underdeveloped or backward countries.” When some countries of the latter group show development they are described as “developing countries”. How is it that some countries are rich while the other are struggling to provide their populations with at least the bare necessaries of life? What are those factors, which have helped the former, while keeping the latter at low levels of living? How can the underdeveloped countries better themselves and what are those areas they should concentrate on? 

These are the kinds of questions which will be examined in this analysis on “Economics of Development.”

What are the chief features, which distinguish an advanced country from an underdeveloped country? We have mentioned that the standard of living of the majority of the people is very low in underdeveloped countries. This is just one of the characteristics, and if we look at the different countries grouped under what is called “The Third World”, we find that in spite of many differences they share some common features. In 1998 G.C. about 141 countries were grouped under this category, spread over Asia, Africa and South America. Some like Middle East countries are quite rich, while others like some African countries are extremely poor. Let us examine the common characteristics before we go on to define “underdevelopment”. 

Characteristics of underdeveloped countries: Underdeveloped countries range from large countries with high population number to small countries with very low population number. Some of these developing countries richly endowed with natural resources while others are quite barren. However, all these countries share certain common characteristics, which have been classified by Leibenstein as follows:

2.2 economic features 

2.2.1 Low standards of Living 

This feature is the most striking one in contrast to that of the developed countries, where the average citizen enjoys a fairly high standard of living. The per capita income (i.e., the national income of the country divided by its population) is an old index of the standard of living of the people. A comparison of the per capita incomes of some of the underdeveloped countries with those of the advanced countries shows the vast difference in living standards. For instance, in 1976 G.C., India had a percapita income of $150, Bangladesh $110 and Sri Lanca $200, while USA’s percapita income was $ 7,900, U.K. $ 4,020 and Japan $ 4,900. Although per capita income alone is not taken in the modern world as a sufficient measure of standard of living of the people, however, the above figure in each country gives a rough picture of the levels of living in the underdeveloped countries as compared to those of the developed countries. 

The percapita income figure has become a defective measure of economic development in a country because the figure alone does not indicate the real living conditions of people. There are times in many developing countries where the percapita income of each country has shown very high increase but living conditions of people have been observed being deteriorating. This could be mainly from defective distribution problems and also whether or not the percapita income growth is the result of real output growth or not. 

Modern economics uses new methods of measuring living standards of people such as the Human Development Index (HDI). It includes percapita income, (PCI), literacy rate, and infant mortality rate, which are very important indicators of changes in living conditions of people. Hence, country comparisons using HDI figures has become the most realistic method of measuring development in each country in the modern world. 

In the developing countries, there is also widespread poverty, with a large section of its population, some 40 to 50 percent, living in a state of miserable poverty. In adequate housing, poor health, limited or no education, unemployment and malnutrition are prevalent among large sections of the population.

2.2.2 Law Rates of Growth of the Economy: 

Note only is per capita income is low in the old method of measurement or not only the HDI figure is low in the modern method of measuring improvement or development of an economy, but the rate of growth of the economy is also very low. This low rate of growth widens the existent large gap between the advanced and the underdeveloped countries. The low rate of growth in primarily due to a slow increase in the national income. The per capita income is also affected by a high growth of population.

2.2.3 Preponderance or Dominance of Agriculture and Primary Sector

In most of the under developed countries, agriculture, mining, fishing and forestry are the main sources of livelihood. These are known as the “primary sector”, i.e., the production or extraction of raw materials directly from nature. 

In most underdeveloped countries agriculture is the main or dominant occupation giving employment to the bulk of the population. For example in 1970, 68% of the population in India, 71% in Pakistan and 64% in Burma were engaged in agriculture and related industries (i.e. agro-industries), while only 3% in the U.K., 4% in the USA and 8% in Canada were engaged in this sector. In Ethiopia 85% of the population is engaged in agriculture to this day of Jan. 2004. 

This shows that in the advanced countries the bulk of the production comes from the industrial sector, and hence the greater importance of industry and manufacturing in the developed countries. 

2.2.4 Low Levels of Productivity 

Although the underdeveloped countries are agravian in far as production is concerned, productivity in agriculture is very low when compared to that of the developed countries. 

There are many reasons for this, low level of production. The size of holdings is very small in the underdeveloped countries some times highly uneconomical, in accessible and of very low fertility. Besides, the production is mostly for self-consumption or what is called “subsistence farming”. Lack of proper irrigation facilities or no or small scale irrigation practices even if potentiality is there, great dependence on rain fed agriculture and use of inferior techniques are other reasons for the low productivity of agriculture in the underdeveloped countries. The bulk of the population tends to depend on agriculture because of lack of employment opportunities in other sectors. Thus, agriculture in developing countries is over populated leading to what is called “disguised unemployment. “This means that the work that can be done by two persons is done by four or five persons. The manland ratio is very high in most underdeveloped countries because of the concentration of workers in the agricultural sector. Ignorance of the benefits of rotation, crops, use of modern methods of cultivation, crop intensity and storage, lack of marketing facilities, and the presence of “middle men” who also exploit both the farmers and the consumers are the other marked features of agriculture in underdeveloped countries. 

2.2.5 Use of Interior Techniques of Production 

A part from there being overcrowding in agriculture, in many of these developing countries the techniques used are very old and outdated or highly interior nature. This results in low productivity per man. In advanced countries high output levels are achieved by the use of capital-intensive techniques. They had to use these techniques because of shortage of labor. However, in underdeveloped countries where labor is abundantly available, techniques used should be labor intensive. Improved labor intensive techniques better inputs (like improved plough, irrigation facilities and fertilizer) should be used to achieve higher yields. 

2.2.6 Low Rates of Capital Formation

This is one of the most important characteristics of underdeveloped countries, (lack of capital). The growth of the capital sector or capital formation includes the growth of (a) basic industries which produce the basic requirements of industrial growth such as steel, electricity, coal, aluminum, copper and other metals and minerals. (b) the heavy sector which includes heavy machines and equipment like the mining machinery, metallurgicsal maidens(c) infrastructural facilities like railways, roads, water and air transport, communications through news papers, radio telegraph telephone and postal services. 

In most underdeveloped countries these sectors are either absent or growing at very low rates. Since these factors form the foundation for the industrial development of the economy, their rate of growth has to be stepped up or fastened. 

2.2.7 Low Rate of Investment

The low rate of capital formation is due to the fact that investment in these sectors is very low as can be seen from the data given above. Since the majority of the people live in great poverty, they are incapable of increasing investment in the production sectors. However, a high rate of investment does not automatically guarantee a high rate of growth. If investment is done in highly mechanized techniques, then the rate of growth will be low. Thus, not only the rate but the form of investment is also equally important in determining the growth. Further, for the richer sections in the underdeveloped countries investment buying of gold or property and not in manufacturing or in furthering production through improvements in productive capacity. Thus, even though surpluses are available they are used only for an extended form of consumption. Hence, production and capital formation suffer in these countries.  

2.2.8 Export of Primary Products 

Turning to the foreign trade of the undeveloped countries, most of the exports from these countries are of primary agricultural products. The bulk of the world’s supply of natural resources comes from these countries. Tin, rubber, tea, coffee, sugarcane, tobacco, cotton and other metals and minerals are exported from the undeveloped countries to the developed countries.

Except for the oil-producing nations, who are able to dictate their own terms to the importing nations to some extent, the other underdeveloped countries are unable to hold their own in this respect. The foreign exchange earnings fluctuate greatly, and if the advanced countries for some reason stop imports, the economy of the underdeveloped countries will be adversely affected. 

Competition and rivalry among suppliers, overproduction, unstable political connections and discovery of substitutes (e.g., plastics, greatly affected the rubber industries of the East Indies) are the other factors that make export earnings of the underdeveloped countries very uncertain. Moreover, the underdeveloped countries import expensive capital equipment from the advanced countries, and thus generally suffer from balance of payments problems. 

Check your progress - I 

1. List and briefly explain the major economic characteristics of developing countries. 

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

2. Explain the primary sector of an economy.

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

3. List the major exports and imports of developing countries. What are the problems with the exports and imports of developing countries?

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

2.3 demographic Features 

Most of the underdeveloped countries are highly populated, and their populations are increasing at very fast rates. Let us now examine some of the features connected with the demographic or population problems of the underdeveloped countries. 

2.3.1 High Birth Rates

Population expands due to high birth rates, which is about 35 to 40 per thousand per year in underdeveloped countries as against 10 to 15 per thousand per year in the advanced countries. The high birth rate results in a large percentage of children being under 15 years of age. As this children grow and reaches reproductive age, the population increases further at an increasing rate, (population explosion), continuously.

2.3.2 High Death Rates 

Birth rates are high and so also death rates. The prevalence of many fatal or killer diseases like HIV AIDS, Malaria, Tuberculosis etc. reduce the life expectancy of the population. Lack of medical facilities poor sanitation and malnutrition account for high mortality rates in these developing countries. The death rate in the underdeveloped countries is as high as 17 to 20 per thousand persons, while in the developed countries it is about 7 to 8 per thousand. However, the present death rate has been greatly reduced from what it was about half a century ago. The eradication of a number of total diseases like small pox, plague, etc. has reduced the death rate in many developing countries like India. However, the death rate in developing countries is still quite high as compared to that of the developed countries. Life expectancy in developing countries is about 50 to 52 years as against 70 to 75 years in the advanced countries.            

2.3.3 High Growth of Population

The rate of growth of population in the underdeveloped countries is now about 2.5 to 3 percent as against 0.3 to 0.8 percent in developed countries. At this rate the population will double itself in the underdeveloped countries in 25 to 28 years thereby imposing a great burden on the economy of the developing countries. The high level of population growth reduces the growth of the percapita income and will also be a burden to the services sector, schools, hospitals, transportation facilities etc.

2.3.4 High Rates of Unemployment 

As population increases, the labor force increases but with a slower rate of economic growth, employment opportunities do not appreciate by increase. Hence, the result is a great deal of unemployment in the underdeveloped countries’ economies. This takes the form of disguised unemployment, underemployment and open unemployment. 

2.4 socio-political features 

The non-economic features also are important in classifying a country as underdeveloped. The behavior, social organization, literacy levels, political and historical background will now be examined to trace the common features of the underdeveloped countries. 

2.4.1 Inequalities of Income and consumption

We have seen already that the national income of these countries is low and that it grows at a very slow rate. Usually, there is a very uneven and unequal distribution of national income in the underdeveloped countries. The land and asset holding classes receive the bulk of the national income. The few rich class gets or receives the highest portion of the national income while the majority, which is the lowest poor class gets the minimum share and lives in miserable poverty. This results in a great disparity in the living standards of the people with a small section enjoying a very high standard of living and the rest living in miserable poverty. 

There is thus a “dualistic” feature in the underdeveloped country with the wealthy or affluence living side by side \with poverty. Thus, there is a striking contrast between urban and rural standards and between one region and another. 

2.4.2 Social Behavior

Social inequalities of caste, rank and status are predominant in the underdeveloped countries. This results in the suppression and exploitation of the lowest classes. Usually, employment is restricted to what is allowed within one’s caste – and this kills initiative and enterprise, social and religious taboos, and superstion are also prevalent to a large extent in these countries. 

2.4.3 Conspicuous Consumption

Any surplus generated is used for conspicuous consumption, i.e., to show off one’s status either by buying houses or property, jewelry, cars or spending lavishly and wastefully on religious and social ceremonies like weddings, festivals, etc. This boosts up the person’s prestige in society. Unfortunately, such expenditures are unproductive to a very large extent in these countries. 

2.4.4 Illiteracy

The level of education is a fairly reliable indicator of the level of development of a country. Most underdeveloped countries suffer from having illiterate and uneducated population. 

In the late 1990s, the literacy rate was 34% in India, 16% in Pakistan, 25% in Ghana, while it was 98% in Japan and 99% in the USA and the UK. The low level of literacy spells traditional modes of behavior in respect of a majority of the population, lack of knowledge of new methods of production and so on. 

Check Your Progress - II
4. List and briefly explain the demographic features of underdeveloped countries.

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

5. What are the major non-economic socio-political characteristics or features of developing countries?

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

6. Compare and contrast the socio-political features of developing countries with that of the developed or advanced countries. 

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

2.5 Historical Features

It is important to note that most of the underdeveloped countries were former colonies of advanced countries like Britain, France, Holland or Spain. The advanced countries used their colonies for two main economic purposes: first to secure the raw materials required for their own industrial sectors and secondly, to provide the market for the sale of their finished products. This resulted in the complete suppression of the domestic economy, the discouraging of the local industries there by destroying the market for local products. After these underdeveloped countries have got their independence, they have to start their development from scratch and they have to bring about their balanced economic development. All these indicate the tremendous changes that are to be carried out before these countries can become “developed countries.”

Even after independence most of these underdeveloped countries did not break ties with their former colonizers. Their economic and political ties are continuing which some how also contributes to their underdevelopment or to the lag in their development. 

2.6 summary

In this lesson we have examined the various characteristic features of the underdeveloped countries such as economic, demographic, socio-political and historical characteristics. However, these do not bring out the causes of underdevelopment, as the main factors hindering development. They only help us to identify an underdeveloped country. For development to take place the main obstacles should be identified and minimized or removed. How this can be done will be discussed in the next unit. 

2.7 answers to check your progress questions 

Answer CYP – I

1. Major economic characteristics of developing countries. Low income low savings, agriculture dominancy, very low level of industrialization, poor health conditions, very high population growth rates, very low level of literacy rate, very low level of technology development, very low level of educational enrollments etc.

2. The primary sector or the agricultural sector of an economy plays a dominant sector in less developed countries, because more than 50% of the GDP is obtained from this sector. The growth and development of such an economy also depends on the growth of the primary sector because the potential for surplus production is also from this sector. In developed economies the role the primary sector palsy in the national economy is less than the secondary and tertiary sectors. The output from manufacturing has growth very highly than the primary sector, taking the leading position for contributing form national development. However, at the initial stage of development, the primary sector is a dominant sector contributing the highest for national economy development particularly in those agricultural based developing countries. 

3. Major exports of developing countries arte normally primary agricultural products like coffee, co-coa, oil seeds and pulses, sisal, and livestock products like leather and leather products, hides and skins etc. whose prices on international markets are highly fluctuating. On the other hand, the imports of these countries are processed products, (industrial) like machinery and equipment, spare parts, goods transport and building materials, fertilizer, fuel, communication equipment etc. whose prices on international markets are rising from time to time and stable. How to balance between the exports and imports is a major problem in developing economies. 

Answer CYP – II

4. Underdeveloped countries have a rapidly growing population with very high growth rate, 3% such a level of population growth rate is much higher than the economic growth rate and hence is a burden to the national economy. There is a very high rate of unemployment in such countries, poor environmental conditions and poverty stricken. Shortage of almost all types of services such as educational services, transportation, housing, health care and similar other conditions are prevailing in these countries.

5. The socio-cultural factors are backward, with very high illiteracy rate of the population very low or non-entrepreneurial development situation and the value given to grow through work is very low in these developing countries. Social inequalities of caste, rank and status are predominant in the underdeveloped countries. This results in the suppression and exploitation of the lowest classes. Usually, employment is restricted to what is allowed within one’s caste – and this kills initiative and enterprise, social and religious taboos, and superstition are also prevalent to a large extent in these countries. 

6. The socio-political features of developed or advanced countries have been refined and achieved a very high standard which facilitates and promotes development while on the other hand, these conditions in developing countries are at a very low stage of development and hence have become obstacles to development. 

2.8 model examination questions

Attempt each of the following questions 

1. What are the factors required for economic development?

2. Explain the main economic characteristics of developing countries

3. What are the disadvantages of keeping growth rate as the objective of economic development?

4. How does increase in employment lead to economic development?

5. Explain the demographic features of economic development. 

2.9 suggested books

· M.L. JHINGAN The Economics of Development and planning, 31st Revised and enlarged edition.

· Agrawal, A.N and Economics of Development and Planning” New Delhi, 1993 Kundan LAL.
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3.0 aims and objectives 

The unit examines the main factors which hinders economic progress and those factors which promotes or generate economic development.

After going through the unit, or go through this unit, the student will be able to:

· describe the non-economic factors which hinder economic development 

· explain the economic factors which hinder development 

· analyze the factors which promote economic development and distinguish development from growth. 

3.1 introduction

Having looked at the different features of underdeveloped countries, we now turn to the basic reasons for underdevelopment. In this unit, we will examine the main factors which hinder obstruct economic progress and then go on to the key sectors which should be given priority to generate changes in underdeveloped countries. 

3.2 factors which hinder economic development

There must be some fundamental reason why the underdeveloped countries have remained static or nearly static, while the western countries have been developing ahead. Different explanations have been put forward by different economists to explain the causes of persistent stagnation. In this unit some of these obstacles or “bottle-necks” which hinder development are examined. These bottle-necks can be classified into two groups non-economic factors and economic factors.

3.2.1 Non-Economic Factors

3.2.1.1 Historical Factors 

As mentioned in the first unit the basic reason for the backwardness of the underdeveloped countries is that they were late comers or starters in the race. This is due to the fact that most of them had been colonies of Western powers till recently. As explained earlier, this resulted in their exploitation by the colonial powers. The colonies provided the raw materials as well as an assured market for the finished products of the advanced countries. As such the latter were not interested in developing their colonies, help them to achieve economic self-sufficiency, as that would retard their own  economic development. It was, therefore, in their interest to keep these colonies perpetually in a state of under development. The Western countries thus developed only those sectors, which would help in furthering their own economies and facilities exports. Thus, railways, ports, harbors were built to open up the rich hinterland for export purposes. 

After attaining independence the former colonies found themselves with practically ruined economies, some sectors well developed while others very back ward; and they had to shoulder the hard task of building up their economies from scratch, and to correct the many imbalances caused by unfair economic practices of the colonists. 

There are also internal factors like the class structure of the society land holding and land distribution systems and resource ownership being very unequal and have remained an obstacle to their development for long period of time. 

The few rich and the nobility have controlled all the resources in each of these developing countries until very recently and even use these resources for unproductive purposes (i.e., for luxurious expenditures, real estate building etc.). These internal factors have also contributed to their underdevelopment and resulted in that the majority or the mass rural and urban population to live in absolute poverty. 

3.2.2 Social and Cultural Obstacles

The attitude of the masses in the underdeveloped countries is strikingly different from that of their Western counter parts. In many underdeveloped countries, the dogmas of religion are strictly followed, and the majority of the population believes in fate, karma, suppression of desires and maintains philosophical attitude towards life. Greater stress is laid on spiritual development than on material welfare.

The Western countries breaking away from the orthodox church and the narrow confines of religion were in a better position to improve their material condition. With a more rational and scientific outlook, they recognized the great potentiality of science and nature and worked to harness them for economic development. But in the underdeveloped countries, where superstition and orthodoxy prevail understanding of natural phenomena was not put to production use.

3.2.3 Economic Factors which Hinder Development 

Given the non-economic factors we can now examine the fundamental economic factors which hinder development. It has been widely accepted that it is the low level of capital accumulation and high rate of population growth that hinder economic development. Now let us see some of these factors:

3.2.3.1 Capital Deficiency 

Underdevelopment is the result of lack of supply and demand for capital. Thus there are vicious circles on both the demand and supply side of capital formation. 

On the supply side, capital formation can be generated through investment of the surplus or savings. But the savings are low due to the law level of income received. The low incomes are due to the low level of production. Low productivity is caused by lack of capital. Lack of capital is due to the low level of saving and investment. Hence the vicious circles of the supply side is complete.

This can be shown in the form of a diagram:
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On the demand side: Nurkse says that the incentive to invest in lacking. An expansion in production is cause by increasing demand for goods and services. But in an underdeveloped country, demand is low because of low incomes. Low incomes are caused by low productivity, which is in turn due to lack of capital. Lack of capital is due to lack of inducement to invest. This forms the demand side of the vicious circle. Thus: 
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It can be seen that low productivity leading to low income is a factor common to both circles. These circles trap the underdeveloped countries in a low income, low productivity trap at a stagnant level, and only if it can be broken at some point can development take place. 

3.2.3.2 Population Pressures:

In most of the Asian countries, the high rate of population growth has had an adverse effect on economic development. With improvements in medical and health facilities and the eradication of many fatal diseases and epidemics the death rate has been reduced in underdeveloped countries. With only a marginal fall in birth rate, most of the underdeveloped countries are experiencing “population explosion. “While almost the same conditions were experienced by the advanced countries during their development phase (in the 18th and 19th centuries) the extra population found an outlet in their colonies and in the New World like Canada, USA, Australia and New Zealand. This is not possible in the present underdeveloped countries with the result that there is over population in agriculture and other primary sectors. Population can act as an obstacle to development in the sense that every increase in production in consumed up by the increasing numbers. This leaves very little surplus for investment and the development effort has to be much more than what the underdeveloped countries are capable of bearing. Increase in demand for consumption would mean a large part of investment being diverted to the production of goods meant for current consumption and hence a reduced investment in long term projects which are required for reaching higher growth rates. 

Increasing population leads to increasing unemployment as employment opportunities do not keep pace with population growth. This means that the burden on the employed increases. The unemployed, the children and the aged have to be looked after by the few employed persons. This results in lowering the per capita income and consumption, leading to poverty, malnutrition and frustration.

3.2.3.3 Lack of Technical Knowledge

For each country there are appropriate techniques depending on its resource endowments. Failure to identify these lengthen the state of underdevelopment. Further, skill formation should be directed towards the understanding of the technologies relevant to these countries. Scientific improvements etc., should be primarily aimed at improving these techniques. What is required here is a plan to reorient education to suit ones needs. Thus in the underdeveloped countries ignorance of appropriate techniques of production and the methods to improve output are the hindering factors.

3.2.3.4 Dualistic Economies 

We have seen already that the underdeveloped countries are characterized by a dualistic economic structure with great inequalities of incomes; the high-income groups are affected by the consumption patterns of the advanced countries. A small section of the rich are able to enjoy a very high standard of living, while others live in great poverty. The demand for luxury goods lead to misuse of scarce capital goods, foreign exchange and trained manpower. The diversion of these resources leads to reduction in the real resources available for legitimate economic development. Thus a dualistic economy not only causes inequalities of income and consumption but also sets up a terminable obstacle to economic development. 

Check your progress – I

1. What is the vicious circle of poverty?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. What is meant by population explosion?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

3.3 FACTORS, WHICH promote economic development 

However, many of the hindering factors could, if properly managed be made to generate development. Many economists have shown that population need not be a bottleneck, but has a great potential for generating development activities. A large supply of labor can be taken advantage of in two ways:

(a) With large surplus labor, workers will be willing to work at low wage rates. Since wages are also a cost of production, the cheap supply of labor reduces costs. This leads to higher profits that can be used for investment, thus leading to more production and an increase in the rate of growth. In the case of labor shortage, higher wages have to be paid and the cost of production would increase the lowering profits and investments. Hence, a surplus unemployed labor force would actually be a helpful factor in economic development. 

(b) Secondly, labor surplus encourages the use of labor-intensive techniques of production. These techniques tend to use more of labor than of capital. In many of the industries, labor – intensive techniques of production would mean quicker and cheaper output. For instance, in the laying of the railway lines, roads, irrigation canals or even building dams, the labor – intensive techniques of production help in increasing output even without the help of complicated machinery like cranes, earth – movers, etc. This not only leads to increase in production but also ensures the availability of scarce capital goods which can be used more efficiently, elsewhere, to build up other sectors. 

(c) Other factors, which promote economic development, are increase in capital formation, education and change in the outlook of the masses. The two major hindrances to development, namely population and inadequate supply of capital can be used to plan for rapid economic development. The first of the two helps us to obtain as much labor as is needed at low wage rates and the latter enables us-to-use labor intensive techniques. 

3.4 growth versus development

Having seen about the characteristic of the underdeveloped countries and the striking contrast between them and the developed countries, we can now summarize what we mean by economic development. It is the process by which an economy changes from a low productive, labor-intensive, and sometimes primitive forms of production, with illiteracy, poverty and unemployment, to an economy with capital intensive, highly productive full employment and high standards of living. This is to be accompanied by a complete change in the structure of production and distribution of income, outlook and attitudes of the people in the economy. Thus, the entire social, and economic environment has to change. Economic development is, therefore, not only growth, but also growth with structural changes in the economy, a complete transformation in structure.

Economic growth, on the other hand, in mere expansion or increase of output without structural changes – sheer multiplication of output. There can be growth without development. For instance, some of the Middle East countries have a high rate of growth of national income, but this has not changed either the techniques of production or standards of living of the mass population.

This is growth, not development, because the national income is increasing due to oil export earnings, though these countries are far from being self-sufficient, since most of them lack a strong capital base. Growth is therefore, expansion without structural change, while development is expansion with changes in the structure of production, consumption, etc. 

Economic development is usually measured in terms of increase in national incomes of the economies concerned. The United Nations described the 1950s and 1960s as the “Development  Decades” and fixed the rate of development at 6% growth of gross national product per annum. Unfortunately although many underdeveloped countries managed to achieve this rate of growth, it did not in any way bring about self-generating economic development in these countries. It is so because the gross national product (GNP), being an aggregate figure, cannot show the changes in the structure of the other components of the economy.

The Gross National Product does not show which sectors receive the benefits of growth. When the increase in income is cornered by high income groups causing increase in inequality, the benefits increasing GNP do not trickle down to the poor.

Nowadays, other indices like the HDI are being used to gauge or measure the level of development in underdeveloped countries. The growth of certain important sectors like per capita availability of steel and electricity, literacy rates, levels of unemployment, infant mortality rates, the number of doctors and nurses per thousand population, are other indices used to determine whether to benefits of development are reaching majority of the population or not. 

Check your progress – II

3. Define economic growth?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4. What is economic development?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

3.5 summary and conclusion

In this unit, we have examined some of the main economic and non-economic factors which hinder development. Some of these obstacles can be removed and others may actually be of great help in promoting economic development. Of these obstacles, lack of capital is the most important one.

3.6 answers to check your progress exercise 

Answer CYP – I

1. Low productivity ( Low-income ( Low level of investment ( Low capital formation ( Lack of capital ( back to low productivity, the viscous circle is complete. 

2. When the composition or the age structure of the population is dominated by youth age, (under 20 years), the population is defined as youth population and the growth rate of youth population is normally very high which leads to double or triple or more of the population size which is known as population explosion. 

Answer CYP – II

3. Economic growth is the increase in output of an economy e.g. GDP, National income etc. Hence, economic growth is measurable and it is simply an output growth of an economy.

4. Economic development is economic growth plus some qualitative changes in the living conditions of the people, heath, education, standard of living, housing etc. Hence, economic development is a multi-dimensional aspect wheel economic growth is a uni-dimensional phenomena. There can be economic growth without economic development but not the vice versa is true.

3.7 model examination questions

I. Answer the following questions:

1. Explain the major factors which enhances and hinders economic development.

2. “A country is poor because it is poor.” Explain this statement.

II. Give short explanations for each of the following:

1. Distinguish economic development from economic growth.

2. Major factors which promote economic development.

3. Explain how rapid population growth is a hindrances to economic development.

4. “Population explosion” is a burden and at the same time a blessing to the national economy.

3.8 suggested books

· M.L. GHINGAN : Development Economics 

· Gerald MIER : Economics of Development and Planning

· AGGRAWAL, LAL, Kundal: Economics of Development and Planning 

Unit 4: theories of capital formation 

Contents

4.0 Aims and Objectives 

4.1 Description of Capital and its Uses 

4.2 Theories of Capital Formation 

4.2.1 Increase in Savings

4.2.2 Through Unlimited Supply of Labor 

4.2.3 Balanced Growth

4.2.4 Unbalanced Growth 

4.3 Summary and Conclusion

4.4 Answers to Check Your Progress Exercises 

4.5 Model Examination Questions 

4.6 Suggested Books

4.0 aims and objectives 

This unit explains the meaning of capital formation and examines the factors by which capital formation increases. 

After going through the unit, the student will be able to:

· describe the concept of capital formation, and 

· examine the theories of capital formation 

4.1 description of capital and its uses 

All production requires the use of capital some tool or implement which helps to get a higher output. It could be a simple tool like a knife or axe or complicated machinery like computers. In underdeveloped countries, the minimum of such tools are used; firstly, because of a large proportion of workers being unemployed, labor intensive techniques are used which help to increase employment; and secondly, because of lack of knowledge about better techniques of production. As such a simple plough, axe or loom may be used; these being produced by the village ironsmith or carpenter. But in the industrialized countries, say in agriculture, tractors or combined harvesters may be used to produce a tractor a whole series of processes are required  tractor – building equipment components, wheels and other parts plus raw material like petroleum or diesel oil. To produce the components, steelmills and metal – fabricating machinery are required. For all this, the basic metals and minerals have to be produced; the mining industry developed, as also the transport, etc., required for them and electricity produced by dams, which have to be built etc. thus a whole range of industries have to be established before the final product is produced. This applies not only to tractors, but also to the entire range of final goods produced in the advanced countries.

The production of all the basic industries therefore constitutes “Capital Formation.” The underdeveloped countries are deficient in these capital goods industries, and only by starting these industries i.e., through capital formation can development take place.

Check your progress – I

1. What is capital?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4.2 theories of capital formation 

The next question that arises, is how an underdeveloped country without an appreciable industrial base can carry over this enormous task of capital accumulation. Different theories have been put forward to show how an underdeveloped country can proceed to build up its capital base.

Let us look into some of these theories

4.2.1 Increase in savings

Most theories of capital formation stress the need for increasing savings as the first requirement for capital formation. Since capital formation has to be financed out of surplus, it is assumed that an increase in savings will automatically cause an increase in capital formation through investment. Thus, an increase in monetary savings is some times equated with capital formation and efforts are made to increase savings through various government policies.

This is however, not taken as the correct method to capital formation due to the inherent defect of using savings as an index of capital formation. 

In countries like India, it has been possible to increase savings from about 5% of GNP in 1950s to about 20% in 1978 – 79. However, there has not been a corresponding increase in capital formation or in the growth rate in India. The reasons for this are:

(i) Savings are not regarded as a physical surplus used for investment. Then these real savings in the form of physical surplus bring about capital formation. But usually this mode of increasing physical savings is over looked. Stress is laid on monetary savings, which has no direct effect on capital formation.

Secondly, increase in monetary savings is not the way to increase capital formation. Those who save need not be those who invest. The link between savings and investment is not automatic or simultaneous. Thus, increase in savings need not necessarily increase capital formation or capital accumulation.

In a poor country like Ethiopia, savings of the majority of the people may form a very small part of income, especially among the rural and urban poor. Moreover, the lack of knowledge of techniques of basic infrastructure, skills, technical training, machinery is what constitutes the actual obstacle to capital formation, rather than low levels of savings. 

4.2.2 Development through unlimited supply of labor

According to Arthur Lewis, a country with surplus population (labor), and disguised unemployment, can have the process of capital formation inherent in it. Thus, the surplus population can be directed from the over populated agricultural sector to that of capital formation. The unlimited supply of labor thus forms a king of investment from the traditional sector, when labor – intensive techniques are used, in the modern sector, where its services can be used for capital formation. Since there is such a large-scale unemployment the wage rate can be kept constant at a low level. Hence, the surplus (difference between output and labor cost), can be maximized and invested for further production.

4.2.3 Balanced Growth

Nurkse explains that the low level of capital formation is due to deficiency of demand and supply of capital. This deficiency is caused in turn by lack of capital. Lack of demand results in a small market for any goods produced on a large scale.

For example, in some backward areas, if a modern shoe factory is established, once the demand for shoes is met it will reach its saturation point. Also the workers in the shoe factory will not spend all their money to buy only shoes. They would wish to buy clothes, furniture, etc. But if there are no factories producing these goods, then the shoe factory cannot expand further. It may soon have to close down due to lack of demand. Thus, setting up a single industry, according to Nurkse, is futile, because of the inter-linked nature of demand for various goods by workers in various industries.

Obviously, the best way to tackle this problem is not by applying capital to one industry, but of a whole range of industries in a balanced manner. Thus, the various industries in a balanced manner. Thus, the various industries will complement each other and support each other’s growth. Thus balanced growth of investment in goods of mass consumption would break the vicious circle of poverty. Nukse also supports Lewis’s model of unlimited supply of labor as a source of capital formation. Since most underdeveloped countries have large population with disguised unemployment, this it self could initiate capital formation. The unproductive surplus workers are being sustained by the productive workers. This shows that there is a surplus over and above what the productive workers are consuming, which goes to feed the unproductive workers. If these are removed and employed at the same wage rate in the capital sector then there can be a more productive use of this surplus labor. Thus, disguised unemployment can be used for the accumulation of capital by reallocating the surplus labor to the capital sector. Since industries are complementary to each other, and supplement each other’s needs, it is necessary to have investment in all these interconnected industries to ensure a proper growth in the economy. This theory is criticized on the grounds that since underdeveloped countries suffer from lack of capital, it is impossible for them invest in one industry much less in a number of industries at the same time. 

Nurkse also takes only limited demand conditions as the obstacle to development and has neglected the supply aspects. He does not show how supply of skills, infrastructure and other related capital sectors can be developed 

Check your progress – II 

2. Explain balanced growth and the problems involved with it.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4.2.4 Unbalanced growth 

Hurschman, a known economist and an advocate of unbalanced growth, argues that a large-scale application of capital to all industries is impossible because the underdeveloped countries are themselves deficient in capital. Therefore a better method is to have what is called “Unbalanced growth.” Two types of investment here are the following:

(i) The infrastructural investments called social overhead capital, (SOC), that is usually provided by the public sector and (ii) the private sector investment in final goods, which he calls the Directly Productive Activities, (DPA). Development consists of expanding either of these two activities, which creates an imbalance, which the other tries to correct. For example, if social overhead capital expands, the Government will provide the infrastructure and this will encourage the growth of Directly Productive Activities. The net result will be an increase in Gross National Product. Another way would be to encourage the growth of the private sectors so that as Directly Productive Activities expand the need for infrastructure, (such as roads, transport) would create a demand for social overhead capital. Thus, development is thought of as a series of imbalances between SOC and DPA; and deliberate unbalancing of the economy would give the necessary impetus to capital formation.

Limitations of Unbalanced Growth

The doctrine of unbalanced growth is also not free from limitations. Hirschman assumes that proper investments will be taken up when and where they are required. If the required DPA or SOC investments are not undertaken, then the imbalance may never be corrected. Also, how much imbalance is to be created is not specified. The direction, composition and timing of unbalanced growth is also not given. The problems of lack of technical personnel, raw materials and basic facilities have been ignored, and may be inadequate to support the unbalanced growth’s investment decisions. 

In a private enterprise or a capitalist economy, investment in capital depends on the profits expected by the sale of the output. Thus, a private entrepreneur would prefer to invest in that sector which produces consumer goods, which make for high profits. Left to the market forces, the economy would therefore, tend to move in favor of the consumer good’s sector.

Thus, most underdeveloped countries have undertaken planning their development programmes with the public sector taking the lead in capital formation. A balanced growth of all industries can be undertaken through plans, and a systematic investment can initiate the process of economic development. 

Since profitability is not the main consideration, the public sector can invest in those areas/sectors in which private entrepreneurs do not come forward to invest. It can also mobilize enough public funds, get foreign know-how and collaboration, and thus start the process of capital formation.

Check your progress – III

3. What is social overhead capital?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4. Explain the forward linkage and the backward linkage in industrial development activities.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4.3 summary and conclusion

The various theories of capital formation do not specify which capital goods have to be produced, they also suffer from various other limitations. For economic development to take place, the proper capital sectors have to be developed. Here, the growth of the capital sector is important and can be taken up by the public sector. The growth of the capital sector is not the only objective; there are others also which should be achieved in the courses of development.

4.4 answers to check your progress exercises

Answer CYP – I

1. Capital can be classified as financial capital or physical capital. Both are very useful for and important for any economic activity. Physical capital can be hand tools or heavy machinery and equipment. Depending on the level of development of an economy, a country can have only rudimentary implements of hand tools, whole better developed countries can produce and have heavy machineries and equipments, hence the capacity of production of an economy them depends on the capital that it can produce or have applied in its economic activities. 

Answer CYP – II

2. Economist like Nurkse have suggested a lump sum of investment in many industries which can be complements to each other to be invested simultaneously in these industries and produce goods which have markets in the society. Such investment can break the vicious circle poverty or deficiency of capital in low income countries and can bring the initial growth of the economy. Hence, according to these economists, a bit by bit approach cannot bring growth and development in a backward economy. The problem is where to get the lump sum, (huge investment), by these capital deficiency backward economies. 

Other economists like Hirschman, who is an advocate of the unbalanced growth theory, confirms, that developing countries cannot afford to get a lump sun investment fund, hence the best alternative is to apply the unbalanced growth theory in their investment activities. Leading, (surplus potential), sectors should be carefully selected in the economy, and that available resource be invested in these sectors and produce surplus in the economy. Then, the surplus produced can be again reinvested into these primary sectors in the economy so that more surplus is produced, this cycle of operation leads to capital accumulation which will be invested in other sectors and finally leads to economic growth and development of the national economy. 

Answer CYP – III

3. Social overhead capital, (SOC), is the basic infrastructural facilities such as power, communications, roads, bridges, canals, airports etc. which are the basic minimum means for investment or development. The government of a country has the responsibility to build such infrastructural facilities. The government can obtain resources for building SOC, through loans, aid or even domestic borrowings.

4. If farmers’ income increases because of improvements in farm inputs, (fertilizer, high breed seeds, better farm implements etc.), then the farmers’ demand for consumer goods increases and there will be a high demand for manufactured goods. To satisfy this demand investors increase their investment level and produce more consumer goods, hence there will be an expansion in manufacturing industries which in turn creates or increases the demand for raw materials which are inputs to the sector. In this, way forward and backward linkage in industrial development continues to expand. However, the proper selection of such industrial establishments which creates forward and backward linkages between the enterprises is the most important task. 

4.5 model examination questions 

I. Attempt the following essay questions:

1. Compare and contrast the balanced growth with that of the unbalanced growth theory

2. What is capital? Explain the importance of capital to economic development

3. Explain how surplus labor can be used for accumulation of capital

II. Give short or brief explanations for each of the following 

1. Does an increase in savings cause an increase in capital formation?

2. Explain the balanced growth theory 

3. Explain Hirschwan’s idea of unbalanced growth 

4. Social overhead capital and directly productive activities 

5. Explain how a rapid population growth/unlimited supply of labor/is both a burden and a blessing at the same time, to economic development of the country concerned.

4.6 suggested books

· Ghosh, Economics of development 

· M.L. Ghingun Economics of development and planning 

· Aggrawal, LaL Kundan, Economics of development and planning
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5.0 aims and objectives 

The purpose of this unit is to explain the importance of appropriate technology to the production process and that of choosing the type of goods necessary for rapid economic development and to know the role of import substitution as a policy measure.

After thorough reading the unit the student will be able to:

· explain labor intensive and capital intensive methods;

· discuss the choice between consumer and capital goods; and 

· analyze import substitution as a policy measure for choice of goods and choice of techniques.

5.1 introduction 

Developing economies suffer from lack of adequate investment. A common problem that these economies often face is to determine how best the scarce investible resources could be used to attain maximum growth. First of all, it is essential to find out the relative priorities of investment. In other words, should we give more importance to agriculture than industry? Or should we give more importance to production of consumer goods than to that of capital goods? Are some of the important problems facing development planning it again depends upon a variety of factors, like the level of development already reached in the different sectors of the economy and the interrelationships between these sectors. Having decided the relative priorities in the broad sense, the next question arises as to what type of technology should be chosen. In other words, it mainly concerns whether a capital-intensive technology is to be preferred to a labor-intensive technology or not. 

What type of goods to be produced in a developing economy like Ethiopia, India etc. is also to be studied. Generally, goods can be divided into two categories – consumer goods and capital goods.

5.2 choice of techniques: Labor intensive and capital intensive methods 

Which type of technology is to be chosen depends upon the availability of resources and the problems facing the economy. In underdeveloped countries, there exists large-scale unemployment of labor. So, if the objective is to create more employment opportunities to the growing labor force, the appropriate technology should be labor – intensive. Other advantages of labor – intensive technology could be that small and medium industries are more suited to this technology rather than heavy and large-scale industries. It would be possible to decentralize the process of industrialization in the economy. The gestation period is much shorter as compared to that of the large industries, which use capital-intensive technology. Consumer goods sector can easily adopt the labor – intensive technology rather than heavy and large scale industries which use capital – intensive technology. The technology also fits in agricultural and allied activities. 

However, when viewed from the point of view of the rate of growth of output and rate of capital accumulation, labor – intensive technique is not an appropriate one. Labor – intensive methods will not be able to make use of the most modern technological innovation and as a result, it will not be able to maximize the productivity of labor. This means that investment projects which maximize employment do not maximize labor productivity. Another argument advanced against the labor intensive technique is that the demand for consumer goods in the economy would increase in greater proportion than that of the output. It means that employment generation results in more demand for consumer goods more there by leaving to inflation, if adequate attention is not paid to the type of goods being produced. Still another reason is that the volume of investible surplus would get reduced as a greater proportion of the increment in output is consumed as wages by choosing this type of technology.

Walter Galenson and Harvey Libenstein have favored the use of capital-intensive technique instead of labor – intensive methods. 

If the objective of development planning is to maximize the rate of growth of output and the volume of employment in future, they argued in favor of capital – intensive technology. 

By adopting capital-intensive techniques, the marginal per capita reinvestment quotient can be maximized. Capital – intensive techniques are more suited to development of the basic and heavy industries. As the developing countries suffer from lack of adequate the infrastructure it is very essential that capital-intensive techniques are adopted to create the same for achieving accelerated economic development.

Although the gestation period is long in the case of capital – intensive technology, it is advantageous in so far as the producing of important capital goods like heavy machinery defense equipment, etc. is concerned. Sufficient availability of capital goods is a pre-condition for the economy to grow fast. The capital – intensive technology creates less employment potential for the present but more employment potential in the future. 

The capital-intensive technology could not be adopted extensively in the developing economies due to the lack of real (i.e., physical), resources. Given the resources, it is necessary for the planners to decide whether they should be used to producing consumer goods or capital goods.

Check your progress – I

1. Compare and contrast capital – intensive method with that of labor intensive method in the choice of technology of production 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

5.3 choice of goods: consumer goods and capital goods 

In the short-term, preference is normally given to the expansion of the production of consumer goods. This will increase availability of consumer goods in the economy which means a rise in the per capita consumption by the people, (assuming, however, that the population growth is less than the growth rate of consumer goods). 

But if all the resources are used for the production of consumer goods only, it becomes a wrong choice. As it is not possible to increase the rate of growth of output without the use of capital goods, it becomes necessary that even in the short-term, capital goods producing industries have to be encouraged. And unless the marketable surplus of consumer goods increases, it is difficult to expand production in the capital goods sector. This is obvious because the people employed in the capital goods producing sector also have to depend on consumer goods sector for their consumption requirements. 

5.4 import substitution – as a policy measure 

As the objective is to achieve accelerated economic development, besides the creating of more employment potential to the growing labor force, the right choice of technology lies in making use of both labor intensive as well as capital-intensive methods in the production process. This requires the maintenance of a proper balance between domestic and foreign trade. If the country can save foreign exchange by adopting a suitable policy of import substitution, the same can be used for importing only the most essential goods that are required for the country ‘s development. There are broadly three kinds of imports, namely (a) Food imports, (b) Maintenance imports, and (c) Development imports. In the long run, food imports should be stopped. In the long run, food imports. The type of goods that should be produced and also the type of technology to be adopted depend upon the import policy followed by the developing country. 

Import substitution means the replacement of the imported commodity or commodities by producing them in the home country. Several economists like H.W. Singer and Gunnar Myrdal are of the opinion that the underdeveloped countries did not benefit from the international trade. Consequently, import substitution gained momentum in the developing countries as an important policy measure following the works of Chenery and others. At the outset we must know what goods should be imported and what should not be. The type of technology for the production of goods in the home country has to be chosen keeping in view the goods which are substituted and those which are imported from abroad.

5.5 summary and conclusion

A developing country shall have to choose both labor and capital-intensive techniques in the development process. Depending upon the situation, a proper balance must be maintained between the production of capital goods and that of consumer goods by following and appropriate foreign trade policy. Here, the policy of import substitution assumes much importance by many economists. Whatever be the choice of technology, the twin objectives of development planning, namely (a) the generating of more employment potential and (b) achieving of accelerated economic development have to be given importance. 

5.6 answers to check your progress exercises 

Answer CYP – I

1. In the choice of technology, labor-intensive or capital-intensive production, it depends on the availability of resources, (labor or capital), and the problems that the economy is facing.

In underdeveloped countries, their exists large unemployed labor. Hence, if the objective is to utilize this unemployed resource and create employment, the labor-intensive technique is the most suitable strategy. Small and unedinous enterprises are fit for this type of technology. Gestation period is shorter and labor-intensive techniques than capital-intensive techniques. The technology also fits in agricultural and allied activities. However, when viewed from the point of view of the rate of growth of output and rate of capital accumulation labor-intensive techniques is not an appropriate one. Labor – intensive methods will not be able to make use of the most modern technological innovation and as a result, it will not be able to maximize the productivity of labor. 

5.7 model examination questions 

I. Answer the following essay questions 

1. Explain the differences between labor-intensive and capital-intensive methods of production. Explain the merits and demerits of the two methods of production.

II. Give brief explanations for the following:

1. “Investment in capital goods sector is set by the availability of marketable surplus of consumer goods.” Explain this statement.

2. Import substitution and its importance as a policy of foreign trade for developing countries. 

5.8 suggested books

· Gerald Meier, Leading issues in Economic Development 

· M.L. Ghingan, Economics of development and planning 
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6.0 aims and objectives 

This unit examines the objectives which lead to the all round development of an economy. 

After reading the unit, you will be able to:

· identify the major objectives of development 

· specify the proper objective in a given situation, and 

· deduce identify the appropriate strategy 

6.1 introduction 

It is obvious that with all the constraints that the underdeveloped countries suffer from their backwardness or very low level of development, it is impossible to achieve all the characteristics of the developed countries immediately. What is needed is a planned and systematic change in the structure of the underdeveloped countries with immediate priority given to certain sectors of the economy, while other sectors are postponed to later date. The underdeveloped countries thus have to set up certain targets to be achieved in a given time, and they have to start planning their process of development so as to achieve these, targets.

The major objectives of economic development can be seen as follows: 

6.2 objectives of economic development 

Various objectives are put forth by the underdeveloped countries and the process of development is initiated to attain them. The objectives can be of two types long term ones which indicate the direction to be taken by the economy over a relatively long span of time and the short-term ones which deal with particular problems that are thought to be urgent by the planners. The various goals listed by the planners and their limitations as the objectives of development.

6.2.1 Increasing the rate of growth 

Increasing the growth rates of their national incomes seems to be the foremost aim of underdeveloped countries. National income is assumed to show the increasing levels of development as a result of increase in the production of goods and services. Thus the UN stressed the need to increase growth rates from 5 to 7 percent per annum in the development Decades of 1950 to 1970.

6.2.2 Raising the Investment Rate 

Since increasing the rate of growth alone does not spell development, an alternative objective is to increase the rate of investment in the economy. The investment rates have been stepped up from one plan to another, i.e., from 7% in the 1st plan to 16% in the 5th plan. Since the capital formation is low, more capital can be generated only through greater investment of the proper type, which is taken to be an initiating factor in development. A higher rate of investment leads to greater output and employment and hence a higher rate of growth. 

While investment does lead to more production and hence higher output, it may not necessarily lead to development unless the type of investment is specified in great detail. Most underdeveloped countries opting for mixed economies, with equal emphasis on both private and public sectors encourage each and every type of investment. While public sector increases its investment in priority industries the private sector will invest in industries which are highly profitable. 

6.2.3 Increasing of Employment Opportunities 

Sometimes, a growing economy may suffer from increasing unemployment, (as the case in with Ethiopia). Hence, reducing unemployment may be taken up as a separate goal of development. The number of unemployed persons increases from year to year the governments in developing economies therefore; include employment generation as one of the specific objectives of development.

6.2.4 Social Justice or Securing of Poverty 

With the growth of unemployment, there has also been a corresponding increase in inequalities of incomes and poverty. Different studies have shown that the number of people below the poverty line are around 40% and 50% in the rural and urban areas respectively for most developing economies. The number has been growing with increasing population. Thus, various programmes to deal with poverty specifically have been an implementation through direct help to the poor, weaker and under privileged sections. 

6.2.5 Realizing Self – Sufficiency 

In most developing countries, the initial phases of development, there might be a great dependence on foreign aid, foreign know how and foreign capital to build the foundations of economic development. This may result in creating balance of payments difficulties, and problems relating to exports and increasing foreign debt. Therefore, the objective of “self-sufficiency” should be one of the objectives in the plan. “Self-sufficiency” would mean lesser dependence on imports, import substitution policies, planned expansion in exports and building up of sufficient foreign exchange reserves. However, the policies regarding imports, exports and import substitutes should be in tune with overall priorities set out in the plans. 

Check your progress – I 

1. List and explain the major objectives of economic development

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………… 

6.3 the choice of the proper objective 

The objective has thus to specify (a) what has to be achieved and (b) what time is required to achieve it? Vague and unspecified goals like “Self-sufficiency” or “economic development” are not the proper objectives of long-term development. 

6.4 choice of strategy 

After the objective is properly specified the planner has to examine the various constraints or limitations on the way to reach the objective. What is available and what is not has to be specified next, so that the likely shortages or bottlenecks can be removed by proper planning. The available techniques, natural resources, labor, food-grains stocks, infrastructure, etc., will have to be listed out, to that the planner knows what he is starting out with. Given the objective and the initial conditions, the planner has to decide which is the least – time path required to reach the target and since the initial conditions may differ from country to country, the paths taken to reach the targets may also differ. An economy with labor scarcity will have a different strategy compared to a labor-surplus one; a socialist country’s will differ from that of a capitalist one, and so on. The strategy may be divided into smaller operational time periods called five-year plans, but these should be consistent with the long-term objectives. Similarly all other policies such as monetary, fiscal and trade policies should conform the strategy of development and should not conflict with it.

The strategy specifies not only the target, but also the most proper path to reach it. Depending on the initial conditions, the strategy specifies the types of goods required, the techniques to be used and the type of capital accumulation. It would show the priorities to be given on the path, and the changes in the sequence of production so that investment in some sectors and activities can well be postponed to a later stage of development. 

Check your progress – II

2. Explain the choice of proper objective and the choice of strategy.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

6.5 summary and conclusion

The objective of development should be the long run objective of achieving the highest standard of living per person with full employment. The other short-term objectives should not clash or be in conflict with the long term one. Depending on the target and the initial conditions the proper strategy that will help to achieve it in the shortest possible time has to be chosen based on this. The relevant strategy of development will have to be worked out; and through the planning process, the priorities, etc. will have to be determined, and applied to reach these objectives. 

6.6 answer to check your progress exercises

1. The various objectives of economic growth/development can be of two types. Short-term and long-term objectives. The long-term objectives indicate the direction of the economy over a long-period of time and the short-term objectives which deal with particular problems that are thought to be urgent by the planners. 

Some of these various objectives are mentioned below

· Increasing the rate of growth of the national economy, seems to be the foremost aim of underdeveloped countries.

· Raising the investment rate

· Increasing of employment opportunities 

· Social justice or securing of poverty 

· Realizing self-sufficiency, which would mean lesser dependence on imports, substitution policies, planned expansion in exports and the building up of sufficient foreign exchange reserves. 

6.6 suggested books 

· Gerald Meler: Leading Issues in Economic Development 

· M.L. GHINGAN: Economic Development and Planning 

· Aggrawal Kundom LAL: Economic Development Planning 

· Benjamin Higgins: Economic Development 
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7.0 aims and objectives

This unit discusses the major factors of economic growth and development, which are the determinant factors for any growth of an economy. Some of these factors are economic factors and some of them are social factors, which are equally important for growth and development to take place. 

After going through this unit thoroughly, the student will be able to:

· identify and understand the economic and non-economic factors which are essential for economic growth and development 

· understand that these factors be improved and should be conducive to economic growth and development to take place 

· find out ways and means of improving the conditions of these factors before thinking of any economic growth and development to achieve 

7.1 introduction 

The process of economic growth is determined by two types of factors, economic and non-economic. Economic growth is dependent upon its natural resources, human resources, enterprise, technology etc. these are economic factors. But economic growth is not possible so long as social institutions, political conditions and moral values in a nation do not encourage development. These are non-economic factors. 

7.2 factors of economic growth and development 

Economic development requires resources. These consist of natural and human resources, capital and technology. These are the technical inputs for production also in the developed countries. The less-developed countries additionally need to provide for appropriate development promoting institutions and social conditions, which are generally taken for granted in the developed countries. 

The major economic – factors which are essential for growth and development are natural resources, human resources, physical capital and technology. These resources are of key significance, particularly in the beginning phase of economic growth. To start the process of capital formation, it is necessary that a country should produce surplus. This surplus in the beginning of the growth process is nothing else but food over and above the subsistence level of living of the people in underdeveloped countries. This releases some laborers form the need to produce food. The labor thus available, can be used for the production of capital goods. Thus, at the beginning stage of growth agricultural land helps start off capital formation. Besides starting the growth process, natural resources, if available in sizeable quantities can sustain the pace of growth. Certain types of natural resources provide basis for transportation and communication. Land plains, for instance, lend themselves for the construction of roads and railroads. As against this mountains are a barrier to the creation of these facilities. Rivers also act as highways that facilitate trade and commerce.

Natural resources also promote industrial development. Natural resources provide a base for industrial development in two important ways. One a country can enlarge its industrial activity by producing raw materials in particular minerals, and export them. Two, along with exports or alternatively, a country may produce raw materials, process them and fabricate them into final goods.

Natural resources determine options. Depending upon the size of availability, natural resources set the limit and pace of a country’s development. Larger the resources, greater the scope or freedom of action in terms of the activities to be developed and the efforts these involve. A country with abundant resources of large variety and with suitable climate can hope for a rich diversified economic structure with less toil and trouble. Countries like the U.S., Canada, Australia and Argentina, for example, have virtually unlimited supplies of land. As such they can play about with a variety of crops and other uses to which land can be put to, and there by achieve large and varied growth. 

On the other hand, countries with scarce land resources or countries over-crowded with human population and therefore, with small per capita resources have fewer options open to them. Over – populated countries cannot even use their labor force efficiently.

While the above listing of benefits of natural resources are there it also needs to be stressed that the mere availability of natural resources, however, abundant, is not by itself a sufficient condition of economic growth. For example, some less developed countries have rich resources. Some of them also export these resources. But these countries have not developed. There are, for example, petroleum-exporting countries which have been selling oil to many countries, in particular to high – income countries. 

There are then countries like Liberia, Brazil, and India which export iron ore in considerable quantities. Countries like Chile, Zambia and Zaire are the largest producers of copper next only to the U.S.A. so is the case, Burma, which has resources in abundance. The potential for development of these countries in terms of natural resources can be realized only if other conditions are fulfilled. These are, for example, a proper management of export earnings, suitable technologies to make use of the resources within the countries, and above all an appropriate set of institutions and attitudes to realize benefits from these resources. 

In brief, natural resources are important for development. Since these are of key significance in the early phase of development, their availability is of special relevance for the less – developed countries which are beginning to develop. However, they are helpful only if these are properly made use of. Despite their scarcity, their inadequacy does not constitute a barrier to development.

Human resources, (Physical labor, skilled labor, managerial ability and entrepreneurship) is thus of basic significance so far as no production can take place without it. In the initial stages of growth, as is the case of the less – developed countries at present, it is the physical labor that alone is responsible for extracting material things from nature. 

As surpluses accumulate, the human factor plays still more important role when it becomes more healthy, educated and trained. Another aspect of the contribution of human resources to development in when it acts as manager and entrepreneur. 

Another factor of growth/development is physical capital. This consists of buildings, machines, equipment and inventories. These are the producer goods which help in the production of further goods. These are durable or long-lived goods with a life longer than a single accounting period (usually one year). This should be distinguished from human capital which also helps in further production, but is embodied in human beings. It should also be differentiated from financial capital which is constituted of liquid assets that can be exchanged for goods but which are not themselves physical goods.  Capital goods are of great help in raising the capacity of a country to produce more goods. First, these permit capital-deepening i.e., giving each worker more capital to work with.


Secondly, the availably of capital can promote specialization and division of labor to a much larger extent than the increase in the labor-force can by it self do. Capital may also be the main factor for the introduction of technical progress in the productive system. Capital contributes to growth by overcoming the handicaps of agriculture. For example, an important constraint on agricultural growth is the limited availability of fertile land for cultivation. Since available land cannot be increased agricultural production can be raised by intensive farming only. This is possible with such capital equipment as tractors, metal ploughs, dams for irrigation etc.

Technology pertains to methods of production. Technology is defined as “any systematized practical knowledge based on experimentation and/or scientific theory, which enhances the capacity of a society to produce goods and services.” Improved technology can add to growth rate in several spheres which involves no or minimal additions to factor – inputs. Besides economic factors, (technical inputs), appropriate institutional and social factors contribute a lot to development. These factors have to be of right quantity and right quality to ensure a proper utilization of economic factors, (technical inputs), and to provide a favorable atmosphere for development. 

Culture, attitudes, to work and growth, motives, aspirations, (entrepreneurship), are some of the most important social factors which can influence growth/development.

Check your progress – I 

1. List the major economic and social factors, which enhance economic growth and economic development. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Availability of natural resources, however, abundant in a country is not by itself a sufficient condition of economic growth. Explain this statement. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

7.3 summary 

Both economic and social factors are equally important for economic growth and development of a country. Where economic resources are available naturally or manmade, and social factors are conducive for development, high level of economic growth or development can be achieved. Where these two factors are lacking growth and development is lagging behind. 

7.4 answers to check your progress exercises

1. The major economic factors are natural resources, human resources, physical capital and technology. These resources are of key significance, particularly in the beginning phase of economic growth of a country or nation. Time has passed, in the present day development of an economy non availability of natural resources cannot limit the development or the growth process of a nation, simply because of the availability of manmade resources or inputs and many wyes of getting resources for development from the rest of the world, when not available within a country.

Availability of economic factors alone cannot ensure economic growth and development in an economy. Besides economic factors, (technical inputs), appropriate institutional and social factors like cultural values, attitudes to work and growth, motivations and aspirations, (entrepreneurships and innovation reactivity), are some of the most important social factors that enhance and promote the growth and development processes of a country’s economy. 

2. As already explained above, both the economic factors and social factors are equally enhance and promote economic growth and development. When there is a deficiency in any one of them the growth and development process lags behind. Hence, availability of natural resources alone cannot bring growth and development in a country or in any economy. It is like the two fingers of a scissor, that if one of the two fingers has a problem, the scissor cannot cut into pieces what we wanted to cut. 
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8.0 aims and objectives

This unit discusses, the classical, neo-classical, the Marxian and the Keynesian growth theories and analyses the applicability of these growth theories to today’s developing counties. 

8.1 introduction

The classical growth theories are the first growth theories that appeared in the 17th century in England, the known contributors were Adam Smith, David Ricardo, Malthus and John Stewart Mill and others. 

The theory analyses the causes of development and underdevelopment. The neo-classical are from different countries, and they mainly support the views of the classical economists except on some issues like the stationary state, and further developed the ideas of the classists. 

The Marxian theory which is based on the writings of Karl Marx, and which analyzed the growth of capitalism, and the causes of its growth. The Keynesian theory analyses, the relationships between income, employment, investment through the interest rate and capital output ratio or profits. It purely applies to the advanced economies or capitalist economies. 

8.2 The classical growth theories 

In the sphere of economic development, the classical economists tried to discover the causes of the long-run growth in national income, and the process where by this growth takes place. According to the classists, the key factor that promotes growth is capital accumulation. This makes available to a society machines, tools and equipment which raise output. The use of such technology at the time was facilitated by the increasing division of labor which marked the early capitalism of those days. This in turn raises the productivity of labor, and therefore leads to increase in output. Machines and tools were however, considered complements of labor rather than substitutes for them. Apart from capital it was also said that technical improvements, better arts of production could also be helpful at least in so far as these prevent a decline in output per unit of labor on the poor quality marginal land which the society is forced to cultivate under pressure of population.

As for saving for capital accumulation, the classical school considered profits to be its source. It is so because it is the profit earners who save. Out of the total output of the country, a part is paid as wages, a part is paid as rent, and apart as profits. Hence, so longas  profits are rising savings rise. Since it is assumed that all that is saved is invested, it is inferred that saving and investment get adjusted automatically. In other words, there could be no increase in investment unless it is preceded by an increase in saving. Thus, profits are taken as the determinant of capital accumulation or investment. 

In the process of growth, (or increase in production), marked by division of labor and the use of machinery, the extension of market and an increase in the demand for consumption, are also important. Extension of markets facilitates both the division of labor and the use of machinery. The limits to domestic market can be overcome by securing overseas markets (or increasing the exports). This helps further the growth process to continue. The classics stressed the great importance of a social and institutional environment that are conducive for the economy to grow. These include, “a sound administrative system, a stable government, well organized financial agencies, a legal system which is capable of ensuring the security of persons and property, efficient organization of the means of production, a simple and well-defined system of land-holding and inheritance and a favorable social attitudes.

While the classical economists analyzed the causes of growth, they also visualized the ultimate end of the system. They theorized this in terms of the inevitability of the stationary state or a situation of no-growth. However, different classical economists (Ricardo, Malthus, Adam Smith etc.) considered the causes for no growth to different factors. They are, however, all unanimous about one thing: that capitalism was fated to decay. The competition among the capitalists was one factor that would result in lowering profits. Another factor was the exhaustion of natural resources which would narrow the scope for profitable investments. In such situation interest rate would also fall because of a decrease in the demand for savings. The stationary state that Smith envisaged is marked by low rate of profit, subsistence-level wages and high rents.

Ricardo’s vision of the movement of an economy towards the stationary state is different and in a way more logical. With the assumption of diminishing returns in land, he argues that a time comes when the returns per unit of labor and capital inputs decline. Since -wage – rate cannot go below the subsistence – level, and the labor supply increases with rise in population, the total wage – bill increases. Rent of land also goes up, because to provide for the rising population, land of poor quality is cultivated more intensively. In Ricardo’s framework, total income is distributed among three factors as wages, rent and profits. Since wages and rent rise profits get squeezed or highly reduced. This drives up the sources and incentives for further accumulation. This relentless march towards the stationary state may be slowed down for sometime by technological progress, which may postpone the operation of the law of diminishing returns on land or soften its vigor. But as Ricardo contends this cannot continue in the long run when an economy reaches a mature stage and diminishing returns set in.

Malthus has an altogether different version of how an economy is pushed into a state of stationary equilibrium. In so far as the factor causing a stop or halt to growth is concerned, he stresses the significance of deficiency of demand, rather than any weakness on the supply side  Smith and Ricardo did. The deficiency in demand occurs when the intended/planned saving (i.e., exante saving or saving before the act of investment) exceeds the requirements of investments. And since saving comes from “abstinence” from consumption, it reduces the demand for goods. And since expansion in output is dependent on investment and aggregate demand, a reduction in consumption brakes or ceases the growth – process. Malthus also worked out the inevitability of the coming of the stationary state in terms of his population theory. While the process of growth is on, wages rise above the subsistence level. This further increases population which in turn pushes the wages to the subsistence – level. If wages go below this level, population would decrease, because of an increase in the death rate. 

This would force the wages up to the subsistence level. Hence, the lasting equilibrium could only beat the subsistence – level which is synonymous with the stationary state.  The classical economists also dwelt on the policy that the governments need to pursue in the interest of what the utilitarians of their time proclaimed to be “the greatest good for the greatest number.” The policy they thought was best criticized into a non-intervention doctrine of laissez-faire. Laissez-faire (“Leave us alone”), the doctrine of which amounted to asking the government to keep its hands off or not to interfere in economic activities taking place in the market.

The writings of the classical school, have much significance for the less – developed countries. They throw light on the causes of retardation of their growth as also on the factors that can help in their development. When one is looking for reasons for the backwardness of the developing economies, one may find the principal explanations in some basic elements of the classical stationary state. From the angle of depicting the state of underdevelopment, the stationary state can be interpreted as one characterized by very little investment, little growth, over population and subsistence – living for the mass of the people. One basic reason of the back-wardness of these countries to which references were made by a number of classical economists was the inadequacy of capital. The emphasis infact was such as to regard even over – population as manifestation of underdevelopment. Another cause of backwardness towards which the classists drew attention was the absence of incentives and inadequacy of demand to produce in these economies. It was also stressed, particularly by Malthus, as to how population – growth negates efforts at growth. It was argued that increase in wages above the subsistence level is associated with such a rapid rise in population that the economy is again pushed back to the subsistence level.

Malthus was deeply concerned about the difficulty of raising the masses of the English poor from their level of desperate poverty, because of their tendency, as he believed to absorb any increase in productivity in an increase in their numbers instead of using it to raise their standard of living.

The classists were also of the opinion that the institutions and the people’s attitudes in the developing countries were not conducive to growth in income. J.S.Mill, for example, while discussing the backwardness of the Asiatic people, drew attention to the fact that these suffered from poverty because of inefficiency in administration, lack of stable government, heavy taxation and foolish customs and superstitions.

Writings of Karl Marx, which form the basis of the Marxian theory, explain essentially the process of capital accumulation under capitalism. His theory also works out the logic of the inevitable collapse of the capitalist system and its replacement by socialism.

Under the capitalist mode of production, the capitalists exploit the labor of the worker and appropriate the surplus value produced by labor and increase their capital. The motive of the capitalist is the urge to make more profits for increasing the level of capital accumulation.

The capitalist mode of production is a social mode of production of material things based on private ownership of the means of production by capitalists and the hiring of labor on wages. The wage payment to the worker is only part of the surplus produced during the production process, while part of the surplus is appropriated by the capitalists as profits or reward for the risk taking by the capitalists.

According to Marx, the capitalist employs labor and means of production to carry out produciton. Out of the total product, the worker gets part of it in the form of wages and part of this product is appropriated by the capitalists. Such appropriation of the surplus produced in production, is what Marx considered as the exploitation of labor. Marx has expressed this exploitation in the form of a money circuit as follows. The capitalist initially advances money (as wages), to labor and materials cost and production is carried out and output obtained, then the capitalist sells the product and gets back revenue which is more than the original money advanced. Marx analyzed that this surplus or excess is what the capitalist takes or appropriates for his/her capital accumulation. 

Expressed in the following symbols:

M - C – M’, where M’ > M, and the difference M’ – M = surplus value, which is the outcome of the workers’ labor but appropriated by the capitalist.

The amount of surplus – value when expressed as percentage of the variable capital is the rate of surplus value or the degree of exploitation of labor. In an equation form it is written as: 

           S =  
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Where S is the rate of surplus value or the degree of exploitation and V is variable capital, (wage – bill). 

Hence, the larger, the degree of exploitation the greater the surplus – value and the rate of surplus (s).

As for the capitalist is concerned, he is interested in surplus – value in relation to the total capital (total capital = constant capital plus variable capital), that he invests, rather than to a part of the total that he pays as wages. It is so because, this relation of surplus value to the total capital gives the rate of profit. In the form of an equation, it is written as: 
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The theory of Marx is essentially about the development and the end of capitalism and its replacement by a superior form of social organization, namely socialism. The theory envisages the breakdowns of capitalism when it exhausts its progressive character, so that the relations of production become fetters or chains on the further development of the society’s productive forces. This fate is built into the very system and is routed in the basic contradiction between production which is social in character and the appropriation of its results by the capitalist which is private in character. 

In view of the social character of production it is obviously necessary that production should be regulated by society and that it should satisfy the requirements of the entire society. But this is not true in the case under capitalism where production serves private interests of a class of property – owners. 

As for the causes of backwardness of todays’ developing countries are concerned Marx’s writings provides vital clues to the subject. Take for instance,the class relations in a capitalist society where according to Marxist theory, exploitation takes place in the labor – market, through unequal exchange between capital and labor. In a pre-capitalist society, which is capitalist oriented, which is true of most of the present underdeveloped countries), exchange has become a necessity for, small peasants partly to make payments in cash e.g., land revenue and others, and partly to meet their own market purchases. In such a situation peasants make distress selling of their agricultural produce. Being very poor very often they sell so large a proportion of their produce that they are left with very little to survive till the next harvest.

The merchants’ usurers’ capital exploits the peasants through what may be called commercial exploitation, which takes place in the form of unequal exchange in the product market. The merchants, the usurers, the middle class workers and similar others in these capitalist oriented countries, however, unlike the capitalist class, do not use the surpluses thus acquired through unequal exchange for capital accumulation of the productive type i.e., one that is used for acquiring machines, equipment and for employing labor. Instead, these “essentially parasitical classes landlords, money lenders, speculators etc., “indulge in unproductive consumption in the form of excessive or unnecessary expenditures on social and religious ceremonies, acquiring gold and land, luxury living etc. It is this factor that largely accounts for the fact that in these countries even when the rate of saving was 5 percent of the national product, the productive investment was as low as two to three percent. 

The colonial exploitation of many of these developing countries has also been a key factor in their non-development. The advanced capitalist countries has also forced the underdeveloped countries to be supplier of raw and cheap agricultural products and buyers of manufactured products from the developed capitalist countries. At present, many of these underdeveloped countries are undergoing social and political changes. 

In some of these countries, much of the feudal relations, (i.e., between the land lord and the serfs), have been eliminated. As a result, many of these countries are in a state of change towards a capitalist society. As such these countries are getting amenable or responsible to Marx’s analysis. For example, conditions, which were anticipated to prevail in the capitalist countries are emerging in a sharp manner in these countries. There is, for instance, the ruthless exploitation of labor, (in particular of the landless agricultural labor, workers in the informal sectors, etc.), with wages hardly sufficient for their physical subsistence. There is again the large mass unemployed, which can be seen like the industrial reserve army of Marx, which are drawn upon to depress wages.

As for development is concerned, the Marxian approach requires, as a prior condition, the abolition of the inhibiting production – relations, and breaking away from the colonial past and its hangover at present. This will make possible to pursue a non-capitalist course of development based on planning, as under socialism. This will ensure a fuller use of surpluses for capital accumulation and balanced development. As a result a rapid and crisis – free growth becomes attainable. 

8.4 the Marxian growth theory 

Marxian theory can also be helpful in properly viewing the problem of rapid population growth of the less developed countries. Four major points can be made in this regard, (i) the population growth is taken as a factor influencing the size of the labor force at the disposal of capitalist industry. The unemployed, drawn from this natural growth as also from the non-capitalist spheres of production like the peasants handicrafts etc., are termed as relative surplus population.

Two, the rapid growth of population is taken as conducive to the expansion of variable capital, which in turn is meant for increase in employment. (iii) The growth of population is taken not only as bearing on labor supply and employment but also as related to consumption. In other words, population is like two sides of a coin, as producers and as consumers. As mentioned above the growth of population is associated with the growth of variable capital. It follows from this that “the growth of variable capital constitutes an outlet for accumulation and at the same time signifies a growth in consumption. “ (iv) The problem in its present state of large unemployed population / surplus population is a reflex of the socio-economic factors inherited from the past, and that which operates even today in these capitalist / semi-capitalist societies. Its solution therefore, lies in following a non-capitalist path of development that is one which is not dependent upon the rate of profit.

Thus viewed from the Marxian frame, one can explain the causes of underdevelopment in terms of the class – relations within these countries and their colonial exploitation. One can also get at the substance of underdevelopment as also of population problem in terms of this thinking. For development, it is obviously necessary to break the inhibiting class relations as also to shed off the colonial past. This will pave the way for an independent non-capitalist development. 

There are a number of new classical economists who have written much on economic development and have devised a variety of growth models. They, however, differ among themselves, but their general approach is basically the same. We put together what is common among them as a format for a theory of development. We also take up their relevance to today’s’ developing countries.  

The essential ingredient of growth is taken as capital accumulation, and savings are regarded as of great importance for capital formation. The rate of interest is described as the key to savings as also to investment. Other factors promoting output expansion mentioned are population, technology and international trade. Development is conceived as being continuous, gradual, harmonious and cumulative. In the neo-classical frame, increase in capital stock takes place with increase in savings, which in turn are dependent upon the rate of interest and the level of incomes. 

8.5 The Keynesian growth theory 

The Keynesian theory is not applicable or its applicability is limited to underdeveloped countries. It only applies to advanced democratic capitalist economies. It is based on the following assumptions  

1. Cyclical unemployment: The Keynesian theory is based on the existence of cyclical unemployment, which occurs during a depression. It is caused by deficiency in effective demand. Unemployment can be removed by an increase in the level of effective demand. But the nature of unemployment in an undeveloped country is quite different from that in a developed economy. In such economies unemployment is chronic rather than cyclical. It is not due to lack of effective demand but is the result of deficiency in capital resources. Apart from chronic unemployment, underdeveloped countries suffer from disguised unemployment. Keynes was not concerned with the removal of involuntary unemployment and the problem of economic instability. So he did not refer to disguised unemployment and its solution. The remedy to the chronic and disguised unemployment is economic development to which Keynes paid no attention at all. The Keynesian economics is a short period analysis in which Keynes takes “ as given the existing skill and quantity of available equipment, the existing technique, the degree of competition the tastes and habits of the consumer, the activities of supervision and organization as well as social structure. Development economics, however, is a long period analysis in which the basic factors assumed by Keynes as given, change over time.

The Keynesian theory is based on the assumption of a closed economy. But underdeveloped countries are not closed economies. They are open economies in which foreign trade plays a dominant role in developing them. Such economies primarily depend on the exports of agricultural and industrial raw materials and the imports of capital goods.

The Keynesian theory assumes an excess supply of labor and other complementary resources in the economy. The analysis refers to a depression economy where “the industries, machines, managers and workers as well as consumption habits, are all there, only wanting to resume their temporarily suspended functions and role. But in underdeveloped economies there is no temporary suspension of economic activity. Economic activity is static. Capital, skills, factor supplies and economic infrastructure are highly lacking.

Thus, the assumption on which the Keynesian theory is based are not applicable to the conditions prevailing in underdeveloped countries. 

Check your progress – II

1. Briefly explain the classical growth theory

……………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………….

2. Explain the relevance of the classical growth theory to today’s’ developing economies. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

3. Explain the Marxian growth theory 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

4. Explain the relevance of the Marxian growth theory to today’s’ developing countries. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

5. Briefly explain the Keynesian growth theory and comment on its relevance to today’s developing economies.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

6. Explain how the neo-classical growth theory is different from the classical growth theory.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

8.6 summary 

In this unit, economic growth theories starting from the classical growth theories to Marxian, Neo-classical and the Keynesian growth theories have been discussed and analyzed and their relevance to today’s’ developing countries have been analyzed.

8.7 answers to check your progress exercises 

1. The classical growth theory is based on (i) Laissez faire policy, capital accumulation is the key to development, profits are the sources of capital accumulation and, (ii) there is a tendency for profits to decline and the inevitability of the coming of the stationary state – a stage where there is no growth and no profits the collapse of capitalism. The jaint contributors to the classical growth theories are Adam Smith David Ricardo, Malthus and others, used different approaches to their analysis of economic growth, but they readied their to same conclusion of the formation of the stationary state.

2. As to the relevance of the classical growth theory to today’s’ developing countries is seen in their analysis of  capital accumulation, as a key to economic progress. Hence, deficiency of capital or shortage of capital in developing economies is a major factor to their backwardness together with technology backwardness, lack of division of labor and development of skills. According to the classical economists to improve economic conditions in the developing countires means to improve those conditions sighted above.

3. The Marxian Growth Theory is based on the writings of Karl Marx. According to this theory, economic growth particularly in the advanced capitalist counties is achieved through the exploitation of labor by capital and produce surplus in the capitalist production process, and appropriate part of the surplus produced in the capitalist production process by capitalists. The surplus produced and the part appropriated by the capitalists adds to their capital accumulation. The accumulated capital is repeatedly invested and reinvested and which leads to further high or accumulation of capital and leads to concentration of capital. That is how Marx analyzed and clearly explained the economic growth achieved under capitalism. He has further explained the degree of exploitation of labor by capita which he called it the “Rate of surplus value” in his analysis of capitalist growth in the theory of surplus value.

4. The Marxian growth theory also explains why the underdeveloped countries remained underdeveloped. If fully answers this question of the causes of underdevelopment of the developing countries and as to how they can grow and develop their economies too using the Marxist theory. Internal class relation and the colonial exploitations and the presentities between the former colonialists and the colonized states are taken as the major causes for the underdevelopment of most of the developing contrives. 

To improve economic and political conditions in these developing countries, requires removing hostile class relations and creating of conducive environments in their internal class relations, break ties with former colonizers and Multi-lateral corporations are very necessary tasks.

5. The Keynesian theory is not applicable to every socio-economic set-up. It only applies to advanced democratic capitalist economies. The Keynesian economics is based on assumptions which limit its applicability to underdeveloped countries. For instance, the Keynesian theory is based on the existence of cyclical unemployment which occurs during a depression. It is caused by deficiency in effective demand. Unemployment can be removed according to Keynesian theory by an increase in the level of effective demand. But the nature of unemployment in an underdeveloped country is quite different from that in a developed economy. In such economies unemployment is chronic rather than cyclical. It is not due to lack of effective demand but is the result of deficiency in capital resources. Apart from chronic unemployment, underdeveloped countries suffer from disguised unemployment. Keynes was concerned with the removal of involuntary unemployment and the problem of economic instability. So, he did not refer to disguised unemployment and its solution.

The Keynesian economics is a short period analysis in which Keynes takes “as given the existing skill and quantity of available equipment, the existing technique the degree of competition, the tastes and habits of the consumer, etc., The development economics however, is a long period analysis in which all the basic factors assumed by Keynesian theory is based on the assumption of a closed economy. But underdeveloped countries are not closed economies. Thus, the assumptions on which the Keynesian theory is based are not applicable to the conditions prevailing in underdeveloped countries.

6. The Neo-classical economists believe in most of the thinking of the classical-economists with the exception of the stationary state, which theory have improved some of the ideas of the classics. 

unit 9: the schumpeterian growth theory 
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9.3 Summary

9.4 Answers to Check Your Progress Exercises  

9.0 aims and objectives

The unit discusses, “The Schumpeterian Growth Theory” and analyses its relevance to today’s’ developing countries. 

9.1 introduction

Development according to Schumpeter” is spontaneous and discontinuous change in the channels of the circular How, disturbance of equilibrium, which for ever alters and displaces the equilibrium state previously existing.

9.2 The Schumpetrian growth theory 

Schumpeter first presented his theory of economic growth in the Theory of Economic development published in Germany in 1911.

Schumpeter assumes a perfectly competitive economy which is in stationary equilibrium. In such a stationary state, there is perfect competitive equilibrium; no profits, no interest rates, no savings, no investments and no involuntary unemployment. This equilibrium is characterized by what Schumpeter terms the “circular flow” which continues to repeat itself in the same manner year after year similar to the circulation of the blood in an animal organism. In the circular flow, the same products are produced every year in the same manner. To Schumpeter, “The circular flow is a stream that is fed from the continually flowing springs of labor – power and land, and flows in every economic period into the reservoir which we call income, in order to be transformed into the satisfaction of wants.” Development according to him,” is spontaneous and discontinuous change in the channels of the circular flow, disturbance of equilibrium, which for ever alters and displaces the equilibrium state previously existing.” These spontaneous and discontinuous’ changes in economic life are not forced upon it from without but are by its own initiative from within the economy and appear in the sphere of industrial and commercial life. Development consists in the carrying out of new combinations for which possibilities exist in the stationary state. New combinations come about in the form of innovations. 

An innovation may consist of : (i) the introduction of a new product; (ii) the introduction of a new method of production; (iii) the opening up of a new market; (iv) the conquest of a new source of supply of raw materials or semi manufactured goods; and (v) the carrying out of the new organization of any industry like the creation of a monopoly. According to Schumpeter, it is the introduction of a new product and the continual improvements in the existing ones that lead to development. The entrepreneur is not a man of ordinary managerial ability, but one who introduces something entirely new. He does not provide funds but directs their use. An entrepreneur innovates to earn profits. Profits are conceived” as a surplus over costs: a difference between the total receipts and outlay – as a function of innovation.” According to Schumpeter, under competitive equilibrium the price of each product just equals, its cost of production and there are no profits. Profits arise due to dynamic changes resulting from an innovation. They continue to exist till the innovation becomes general.

Schumpeter’s model starts with the breaking up of the circular flow with an innovation in the form of a new product by an entrepreneur for the purpose of earning profits. 

In order to break the circular flow, the innovating entrepreneurs are financed by bank credit expansion. Since investment in innovations is risky, they must pay interest on it. Once the new innovation becomes successful and profitable, other entrepreneurs follow it in “swarm – like clusters.” Innovation in one field may induce other innovations in related fields.

The emergence of a motor car industry may in turn stimulate a wave of new instruments in the construction of highways, rubber tyre and petroleum products etc. The applicability of Schumpeter’s theory to underdeveloped countries is limited for the following reasons: 

(a) Schumpeter’s theory corresponds to a particular socio-economic order that existed in Western Europe and America of the 18th and 19th centuries. In that period, some of the prerequisites of growth already existed. In underdeveloped countries the socio-economic conditions are altogether different and the prerequisites for development in the form of economic and social overheads are non-existent. The schumperian analysis depends upon the existence of an entrepreneurial class. However, in underdeveloped countries, adequate entrepreneurship is lacking. In such economies there are low profit expectations and low state of technologies, which do not encourage innovational investments in new plant and equipment. Moreover, the lack of adequate power, transport, skilled personnel, etc. act as disincentives to entrepreneurial activity. 

Schumpeter’s innovator is a private entrepreneur, who does not fit in the  present day mixed economies. In an underdeveloped country, government is the biggest entrepreneur. The main impetus for development comes from the public and the semi-public sectors. Thus, Schumpeter’s innovator has a limited role to play in an underdeveloped country.

To start the development process and to market itself-sustaining it is not innovation alone but a combination of several factors like organizational structures, business practices, skilled labor and appropriate values, attitudes and motivations which are required. 

Check your progress – III

1. Briefly explain Schumpeterian Growth theory.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Briefly explain the relevance of Schumpeterian Growth theory to today’s developing countries. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

9.3 summary

In this unit, the Schumpeterian Growth Theory is explained. Development, according Schumpeter and how development is achieved, the roles of innovation and the entrepreneur have been clearly explained. Schumpeterian Growth Theory corresponds to a particular socio-economic order that existed in Western Europe and America in the 18th and 19th centuries. In underdeveloped countries the socio-economic conditions are altogether different and the prerequisites for development in the form of economic and social overheads do not exist.   

9.4 answers to check your progress exercises 

1. Start with, Schumpeter assumes a perfectly competitive economy which is stationary equilibrium. In such a stationary state, there is perfect competitive equilibrium: no profits, no interest rates, no savings, no investments and no involuntary unemployment. This equilibrium is characterized by what Schumpeter terms the “circular flow” which continues to repeat itself in the same manner year after year, similar to the circulation of the blood in an animal organism. In the circular flow, the same products are produced every year in the same manner. In other words, all economic activities are repetitive in a time less economy. “The circular flow is a stream that is fed from the continually flowing springs of labor-power and land, and flows in every economic period into the reservoir, which we call income, in order to be transformed into the satisfaction of wants.” Development according to Schumpeter, “is spontaneous and discontinuous change in the channels of the circular flow, disturbance of equilibrium, which for ever alters and displaces the equilibrium state previously existing.” These spontaneous and discontinuous” changes in economic life are not forced upon it from without but arise by its own initiative from within the economy and appear int eh sphere of industrial and commercial life. Development consists in the carrying out of new combinations for which possibilities exist in the stationary state. New combinations come about in the form of innovations.      

2. The applicability of Schumpeter’s theory to underdeveloped countries is limited because of the following:
(i) Different Socio-Economic order: Schumpeter’s theory corresponds to a particular socio-economic order that existed in Western Europe and America of the 18th and 19th centuries. During that period, some of the prerequisites of growth already existed. In underdeveloped countries prerequisites of growth already existed. 

(ii) Lack of entrepreneurship: The Schumpeterian analysis depends upon the existence of an entrepreneurial class. However, in underdeveloped countries adequate entrepreneurship is lacking. In such economies there are low profit expectations and low state of technologies which do not encourage innovational investments in new plant and equipment. Moreover, the lack of adequate power transport, skilled personnel etc. act as disincentives to entrepreneurial activity.
(iii) Not applicable to Mixed Economies:
Moreover, Schumpeter’s innovator is a private entrepreneur who does not fit in the present day mixed economies. In an underdeveloped country, government is the biggest entrepreneur. The main impetus for development comes from the public and the semi-public sectors. Thus, Schumpeter’s innovators has a limited role to play in an underdeveloped country. Many other differences are given here.
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10.0 aims and objectives

This unit explains “The stages Theory of Economic Growth.” After looking through five stages of growth and development, the student will be able to understand the qualitative and quantitative changes in development when passing from one stage to another. 

10.1 introduction 

Many economists believe that development passes through stages, known as the “Stage Theory of Economic growth and development.” Marx and Rostow have only actually analyzed in details the “Stage Theory of Economic Development.” K. Marx considered development as disharmonious and discontinuous, because he analyzed development from “class struggle” point of view or Marxist views, while W.W. Rostow from the west, saw development as harmonious and continuous, because he analyzed it from the point of views of peaceful, democratic based on free competition. 

10.2 the stages theory of economic growth/development 

Many economists have conceived economic development as a process i.e., that development passes through certain stages. However, except for Karl Marx and W.W. Rostow, no one else has discussed these stages with the necessary in depth analysis. Marx believed that the growth process as being disharmonious and discontinuous. Rostow believes that it can be continuous and harmonious. According to Rostow, transformations from one stage to the next can take place peacefully and smoothly and not through antagonistic class struggle between the haves and the have-nots as Marx conceived it or analyzed. 

Professor Rostow has taken a historical approach to the process of economic development. He distinguishes five stages of economic growth: (i) Traditional society or preindustrial stage: Rostow indicated that the world was in this stage before the 19th century ‘Industrial Revolution.’ All stages of development from the stage of savagery to horticulture, animal husbandry, primitive agriculture, feudalism etc., are covered by this stage. Technical and economic conditions were static. Birth rates and death rates used to be high. 

(ii) Pre-conditions for Take off

The introduction of the urge to development, which came from within the elite class and the elite classes of the foreign countries was very important. Hence, an entrepreneurial class emerged which mobilized savings for investment. Unification of the country and some infrastructure facilities like, transport, education and organized medical care were set up. Agriculture started developing, death rates and birth rates started to fall. Investment ranged around 5 percent of the GNP in this stage.

(iii) The ‘Take-off’ stage
Investment increased from around 5 percent to 10 percent of the GNP. Quick emergence of political, social and institutional frame-work which exploited the high impulses to economic expansion in the modern sector to growth on an going character.

Entrepreneurs, corporations sand the government acquire the technique of mobilization of financial and real resources for further development. The take-off is defined as an industrial revolution tied directly to radical changes in methods of production, having their decisive consequences over a relatively short period of time. It is the interval during which, rate of investment, and real output per capita, the will and capacity to develop the entire institutional set up undergoes a change for further development and innovations.

(iv) Stage of “Drive to Maturity” 

In this stage, the rate of investment increases from 10 percent of the GNP to higher limits up to 20 percent even. Important industries come up, including many imports  replacement and exports replacement industries. Technical knowledge spreads to the rest of the economic sectors. Production of anything if not everything, becomes possible.

(v) Age of high mass consumption

In this stage, per capita real income becomes so high that the consumption grows beyond food, clothes and shelter to goods of comforts and luxuries on a mass scale. Urbanization and industrialization change the values of the society and development consciousness increases. Leading sectors change the basic structure of the society and new types of durable consumer goods industries become the leading sectors, very high levels of consumption and physical quality of life are achieved. 

Criticisms of the stages of economic growth 

Rostow’s, “The Stages of Economic Growth,” is the most widely circulated and highly commented piece of economic literature in recent years. Economists are the one who are  doubting the genuineness or truth of the division of economic history into five stages of growth as presented by Rostow. Are these “stages” inevitable like birth and death or do they follow a set sequence like childhood, adolescence, maturity and old age? Can one tell with sufficient precision that one stage is incomplete and the other has began?

A number of nations such as the U.S., Canada, New Zealand and Australia were born free of traditional societies and they derived the preconditions from Britain, a country already advanced. So, it is not essential for growth that a country must pass through the first stage.

In fact, the experience of most countries tells us that development in agriculture continued even in the take-off stage. The take-off in the case of New Zealand and Denmark is attributed to agricultural development. Similarly, social overhead capital in transport, especially in railways has been of the leading sectors in the take-off, as Rostow himself tells us. It shows that there is considerable overlapping in the different stages.

The concept of take-off, is ideally suited for the industrialization of underdeveloped countries. The term “Take-off” lacks precision and yet it is suggestive and can be given interpretation which is useful for an understanding of the process of economic development of an underdeveloped country. Of the three necessary conditions for take-off, the first two, namely, capital formation over 10 percent of national income and the development of one or more leading sectors, are helpful in the process of industrialization of underdeveloped countries. The leading sectors can be in agriculture or in the production of primary products for exports. 

Check your progress –IV

1. Briefly explain Rostow’s five stages of economic growth.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Discuss the relevance of Rostow’s stages of economic growth to today’s developing countries. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

10.3 summary

In this unit, “The Stage Theory of Economic growth” is explained. It is known that economists believe that development passes from one stage to another through time. It is Karl Marx and W.W. Rostow from the West who did detailed analysis of this theory. However, their approach to the analysis of the “Stage Theory of Economic Development” is different because K. Marx analyzed the theory from Marxist point of view of class struggle, while W.W. Rostow analyzed the same theory from democratic point of view, of peaceful transformation from one stage to the other.  

10.4 answers to check your progress exercises 

1. Professor Rostow analyzed the five stages that a country’s economy passes in its development effort as (i) Traditional society or economy (ii) Pre-industrial stage or pre-conditioning for Take-off stage (iii) Take-off stage (iv) “Drive to Maturity stage.” (v) Age of High Mass consumption 

In each stage there are conditions that are required to develop before transformation to the next stage. Rostow has provided in his analysis the time spend of the already highly developed countries like U.K., U.S.A., France, Canada, and others for their “take-off” and “Maturity stage” periods. However, he is not again free from certain criticisms.

2. Particularly, the “Take-off stage” of Rostow is believed to be applicable to today’s developing economies, because it deals with mobilization of available resources for development and the selection of “leading sectors” in an economy to produce surplus and increase investment in the industrial sector in particular to bring a sustained development. With this, an economy can grow its output and bring structural changes which is the “Take-off stage.” 

unit 11: the modern Marxists and the dependency theory advocates 

Contents

11.0 Aims and Objectives 

11.1 Introduction

11.2 Modern Marxists and the Dependency Theory Advocates 

11.3 Summary

11.4 Answers to Check Your Progress Exercises 

11.0 aims and objectives

This unit explains what “Modern Marxists and Dependency Theory advocates” mean, how do they operate, what are their advises particularly to the developing world.

11.1 introduction 

Their out looks towards development and underdevelopment, their teachings to the developing countries are very significant.

11.2 Modern Marxists and the Dependency Theory advocates 

Dependency theories of underdevelopment have arisen in Latin America. Unlike the implications of neoclassical development economics, the dependency school argues that conditions of dependency in world markets of commodities, capital and labor power are unequal and combine to transfer resources from dependent countries to dominant countries in the international system. Historically, the dependent country was a colony and the dominant country, the imperial power. Now, asymmetrical power relationships are between the center, (Western Europe, Britain, and the US), and the periphery. Dependency results  in underdevelopment of the periphery.

Accordingly, it is contended that the development problems of the periphery are to be understood in terms of their insertion in to the international capitalist system, rather than in terms of domestic considerations. In general, dependency ideas combine variants of Marxian and nationalism.

Even if the LDC is industrializing and is not simply a primary producing country, nonetheless, it is argued that the advanced capitalist countries are still the chief gainers from any kind of international relationship with LDCs - whether in trade, investment or technology. The advanced countries possess the dominant technology, hold a monopoly  over Research and Development and are the homes of the multinational corporations. 

Even if industrializing, the LDC is still dependent on the superior power of the advanced countries, and the periphery is still exploited by the center. The underdevelopment of the periphery is a function of its external dependence as affected by the operation of transnational capitalism.

Chronic underdevelopment of the periphery is explained (origin, cause), to a Marxist theory of capitalism not to pre-capitalist traditions or institutions. The present economic, social and political conditions prevailing in the periphery are not the reflection of an ‘original under-developed state of affairs, but have been created by a historical international process; the same process of capitalism that brought development to the presently advanced capitalist economies resulted in the underdevelopment of the dependent periphery. The global system is such that the development of part of the system occurs at the expense of other parts. The driving force in this process is a capital  seeking profit motive – which existed in the imperialistic period of capitalist. It merchants and capitalist bankers and is carried on in the present period of multinational corporations. 

As a Marxist analyst of Latin American affairs, Andre ‘Gunder Frank, states:’ It is capitalism, world and national which produced underdevelopment in the past and still generates underdevelopment in the present.”
 Underdevelopment according to Frank is not simply nondevelopment, but it is a unique type of socioeconomic structure that results from the dependency of the underdeveloped country on advanced capitalist countries. This results from the foreign capital, removing a surplus from the dependent economy to the advanced economy in an “external orientation” that is characterized by the export of primary commodities, the import of manufactures and dependent industrialization, Structural bottlenecks within the underdeveloped economy may also act as “mechanisms of dependence.” The Chilean economist Osvaldo Sunkel focused on the peripheral country’s stagnation of agriculture, its high commodity concentration of exports its high foreign exchange content of industrialization and its growing fiscal deficit all of which intensified the need for foreign financing: “It is this aspect the overbearing and that cannot do without foreign financing which finally sums up the situation of dependence; which is the crucial point in the mechanisms of dependence.”

Dependency theorists further explain that the developing metropolis exploits the underdeveloped periphery in various ways by biasing its structure of production toward the supplying of raw materials by the external drain of foreign capital, and by obstructing to autonomous national development. Center – periphery trade is also characterized by “unequal exchange.” This may refer to deterioration in the peripheral country’s terms of trade. It may also refer to unequal bargaining power in investment transfer of technology, taxation, and relations with multi national corporations. Considering relations between multinational corporations and host countries dependency theorists commonly allege that the multinationals siphen off an economic surplus that could otherwise be used to finance domestic development, and that foreign investment causes both economic distortions and political distortions in the host society. 

Some of the alleged economic distortions are that the multinational corporations use inappropriate capital-intensive technology that adds to the host country’s unemployment, that they alter consumer tastes and promote a consumer is characteristic of developed societies, that they worsen the distribution of income, and that they centralize research and entrepreneurial decision making in the home country so that subsidiaries and branches of the multinational are not integrated with the local economy.

Political distortions is said to ari8se when the multinational bring the laws, politics and foreign policy of the parent country into the periphery country. Multinationals may even reduce the ability of the government to control the economy, and structure the international (system of finance and trade to respond) to their needs.

A more Marxist analysis of unequal exchange has been presented by SAMIR AMIN, an Egyptian economists who has specialized in African economies. Amin analyses that capitalist relations in the periphery are introduced from outside and peripheral formations are fundamentally different from those of the center because the periphery’s exporting sector dominates over the periphery’s economic structure as a whole which is subject to and shaped by the requirements of the external market.   

Check your progress 

1. Briefly explain the Modern Marxists views of underdevelopment.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Explain the views of dependency, theory advocates. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

11.3 Summary 

In this unit, the thinking of “Modern Marxists and the Dependency theory advocates” of Latin America and Africa have been explained. As a Latin American, Marxist analyst, Andre Gunder Frank, has explained the causes of the under development of developing countries in the past and at present and the continuing of exploitation of these countries to the present period is also explained. Similar conditions of the African developing economies has also been analyzed by SAMIRAMIN, an Egyptian economist specialized in African economy. 

11.4 Answers to check your progress exercises

1. The Modern Marxist Theory of underdevelopment started Latin America and their views on underdevelopment of developing countries are simply that the causes of the underdevelopment of the developing economies in the result of exploitation of the periphery by the center. The center was the colonizer and the periphery was the colony. The exploitation has continued even after independence, because the periphery has continued its ties with the former colonizer or center. The political economic ties have continued, hence so also the exploitation. According to Modern Marxists, today’s underdevelopment of the developing economies is the result of the exploitation of world capitalism through colonialism in the past and the continuation of political and economic ties (dependency on former colonialists’ superior economy) and through Multi-national corporations operations in these developing economies.

2. The developing or the underdeveloped world depends on the economy of the developed world for its development and well-being. It is world capitalism that resulted in the development of the developed world and at the same in the underdevelopment of the developing world – through exploitation of labor by capital and accumulation of the surplus to one part of the Globe at the cost of the other part of the Globe. Dependency, according to Dependency theorists, is not simply lack of means of production, but it has become a way of life, that the dependent has become subordinate to the developed economy with surplus capital, higher technology and owner of research and development.  
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12.0 aims and objectives 

This unit discusses or explains development planning, the need for development planning both in developed and developing countries, different types or levels of development planning, techniques of development planning and the problems or difficulties involved in development planning.

After going through this unit, the student will be able to know

· what development planning means and the need for development planning

· different types or levels of development planning and its applications 

· some techniques of development planning 

· problems or difficulties involved in development planning 

12.1 introduction 

The planning for development is indispensable for removing the poverty of nations. For raising national and per capita income, for reducing inequalities in income and wealth, for increasing employment opportunities, for all round rapid development and for maintaining their newly won national independence, planning is the only path open to underdeveloped countries. 

12.2 need for development planning 

In the initial decades after the Second World War, the pursuit of economic development was reflected in the almost universal acceptance of development planning as the surest and most direct route to economic progress. Particularly in the Third world, planning had become a way of life in government ministries, and every five years or so the latest development plan is paraded out with great cry. Basically, because centralized national planning was widely believed to offer the essential and perhaps the only institutional and organizational mechanism for overcoming the major obstacles to development and for ensuring a sustained high rate of economic growth. In some cases, central planning even because regarded as a kind of economic “Open sesame” that would allow Third world nations to pass rapidly through the barrier to development. An economic plan is simply a specific set of quantitative economic targets to be reached in a given period of time. Economic planning may be described as a deliberate governmental attempt to coordinate economic decision-making over the long run and influence, direct and in some cases even control the level and growth of a nation’s principal economic variables (income, consumption, employment, investment, saving, exports, imports, etc.) to achieve a predetermined set of development objectives. Economic plans may be either comprehensive or partial. 

In developing economies the early widespread acceptance of planning as a development tool rested on a number of fundamental economic and institutional arguments. Out of these arguments, the following four are often put forward.

(i) Market failure: markets in less developed countries, (LDCs), are full of imperfections in structure and operation. Commodity and factor markets are often badly organized and the existence of distorted prices often means that producers and consumers are responding to economic signals and incentives that are a poor reflection of the real cost to society of these goods, services, and resources. It is therefore argued that governments have an important role to play in integrating markets and modifying prices. Moreover, the failure of the market to price factors of production correctly is further assumed to lead to gross disparities between social and private valuation of all alternative investment projects. In the absence of governmental interference, therefore, the market is said to lead to as misallocation of present and future resources, or at least to an allocation that may not be in the best long-run social interests. In fact, this market failure argument is perhaps the most often quoted reasons to the expand role of government in underdeveloped countries.

The second argument for development planning in LDCs based on resource mobilization and allocation. Third world economies cannot afford to waste their limited resources (financial, skilled manpower, etc.) on unproductive sectors or areas. Investment projects must be chosen not only on the basis of partial productivity analysis dictated by individual industrial capital output rations but also in the context of an overall development programs that takes account of external economies indirect repercussions (indirect effects), and long-term objectives. 

Skilled manpower must be employed where its contribution will be most widely felt.

The third argument for planning need in LDCs has been a pre-requisite for getting foreign aid and loan. The formulation of detailed development plans with specific sectored output targets and carefully designed investment projects has often been a necessary condition for the receipt of bilateral and multilateral foreign aid.

The fourth argument for planning need in newly independent LDCs. Have been a sign of independence; sovereignty from the independent LDCs, wanted to get out of their backwardness and achieve rapid development in their respective country. 

Check your progress – I

1. What are the rationales for development planning is LDCs?

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

12.3 TYPES OF DEVELOPMENT PLANNING 

Various types ___ with respect to Time Horizon: These are long-term, medium term and short-term plans. With respect to spatial Horizon. These are regional national and international plans. There are also:

· Subjective types of development planning; indicative planning and imperative planning;

· Systematic types of development planning and centralized and decentralized types of development planning 

Long-term plans/perspective planning/extending over 10, 15 or years or even more. Such planning in meant to provide a perspective of future in terms of society’s objectives. It does not fix precise targets but only presents broad magnitudes respect of major items like the growth of national and percaptia incomes, rates of investment and saving, population growth, changes in the structure of the economy, etc. 

Medium-term plans are for the periods varying from five to ten years. Acts as a link between the long-term and the short-term period plans.

Short-term plans cover the short period of one year. Infact, short-term plans are linked with annual budgets for their actual operation. Regional planning pertains to a region with a homogenous feature. This homogeneity may be in respect of natural conditions like the climate, the soil, the resources etc., or it may be in respect of its population which has similar cultural/social traits. 

Indicative planning or democratic or decentralized planning is practiced in capitalist as also in a number of mixed economies. The essential function of planning in these countries is to co-ordinate the working of innumerable economic units, which are in private hands. The planning authoration lays down the future vision for the economy towards which it is supported to more.

According to shonfield, one may classify co-ordination in three approaches in terms of the forecasting approach, the policy approach and the corporate approach. In the forecasting approach, individuals or group in the economy are provided with information in the form of forecast or projections into the future, along with a specified/ desirable future, which is sought to be achieved. This acts as a guide to their decision-making and provides a secure basis as against the uncertainty to which units in these economies are subject. In the policy approach, co-ordination is enacted through the use of policy variables. Through this two things are attempted.  Directly, it co-ordinates the policy-making of government within a pre-determined model of an economy. Indirectly, the rest of the economy is steered along the guidelines of the government-policy. The corporate-approach practices in France, envisages the coordination function of indicative planning at two levels. At one level it seeks coordination of the behavior of economic groups (like business enterprises, trade unions etc.), which hold market power. At another level it co-ordinates the relation between private and public activities. This two-level co-ordination is attempted in the frame of an outline of a plan that the government prepares prior to the discussion with economic groups, government officials and other experts. It is through these discussions that a final plan emerges. As such the units participating in discussions get committed to the plan____ implementation. This is considered the better type of indicative planning than under policy approach, which involves only government as enforcement machinery.

Imperative planning or centralized planning involves not merely the formulation of a plan, but equally importantly its implementation is provided on a secure basis.

Under centralized planning, plans are prepared by a central authority. (planning agency). Theoretically, one can imagine a central board formulating a plan for the country on its own i.e., without consultation. In practice however, no plan can be realistic or practicable from the angle of implementation, without taking into account the views and wishes of the people.

Check your progress – II

2. Explain the differences between indicative planning and centralized planning.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

12.4 techniques, (Models), of development planning 

Most development plans are based initially on some more or less formalized macroeconomic model. Such economy wide planning models can conveniently be divided into two basic categories: (i) aggregate growth models involving macroeconomic estimates of planned or required changes in principal economic variables and (ii) multi- sector or input – output models, which ascertain (among other things), the production, resource, employment, and foreign – exchange implications of a given set of final demand targets within an internally consistent framework of inter industry product flows. 

Finally, probably the most important component of plan formulation is the detailed selection of specific investment projects within each sector through the technique or project appraisal and social cost benefit analysis. These three “stages” of planning aggregate, sectoral and project, provide the main intellectual tools of the planning authority. 

The aggregate growth model is the first and most elementary planning model used in almost every developing country. It deals with the entire economy in terms of a limited set of macroeconomic variables which is considered most critical to the determination of levels and growth rates of national output savings, investment capital stocks exports, imports, foreign aid, and so on.

Aggregate growth models provide a con method for forecasting output (and perhaps also employment growth over the plan period (three or five growth over the plan period (three or five years period).

Almost all such models represent some variant of the basic Harrow – Domar model. 

Recall that the Harrod – Domar model views limited savings as the major constrain an aggregate economic growth LDCs. Given targeted GNP growth rate and a national capital output ratio, the Harrod Domar model can be used to specify the amount of domestic saving necessary to generate such growth. In most cases, this necessary amount of domestic saving is not likely to be realized on the basis of existing saviners functions, and so the basic policy problem of how to generate additional domestic savings or foreign aid comes into play.

The simplest and best known consistency model for planning is the Harrod – Domar model, g = s/k where g is the annual growth rate of gross domestic product, s is the saving rate, and k is the incremental capital – output ratio. If k is known, then planners can decide on a target rate of growth (g) and calculate the consistent rate of saving (s) needed to obtain that growth rate. Alternatively, they can determine a feasible rate of savings and calculate the growth rate consistent with it. 

Check your progress – III

3. Explain at least two models, (techniques), of development planning. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

12.5 problems or difficulties in development planning

Deficiencies in the formulation and especially the implementation of development plans have become acute in LDCs planning experiences.

The practice of development planning in these countries has the following lists of experience in plan formulation and implementation.

1. The plans tend to be over ambitious; to be based upon in appropriately specified macro – models; to be insufficiently specific about policies and projects; to overlook important non-economic considerations; to fail to incorporate adequate administrative provision for implementation of the plan. All of the above refers to deficiencies in the plans. 

2. Inadequate resources; incomplete and unreliable data; too few economists and other planning personnel.

3. Un anticipated dislocations to domestic economic activity; adverse movements in the terms of trade; irregular flows of development aid; unplanned changes in the private sector.

4. Institutional weaknesses; failures to locate the planning agency appropriately in the machinery of government; failures of communication between planners, administrators; the importation of institutional arrangements unsuited to local conditions. 

5. Failing on the part of the administrative civil service; cumbersome bureaucratic procedures: excessive caution and resistance to innovations; personal and departmental rivalries etc. 

12.6 summary and conclusion

The rationale or need for development planning particularly in LDCs should clearly be analyzed and understood. The various types of development plans should be understood, and the objectives in each type should be clear. The different models (techniques) of development planning should be understood then which method to apply for an LDC and why? The problems involved in development planning should be clear, then what are the deficiencies in development planning and how to minimize these deficiencies could be very important questions to ask oneself.

12.7 answers to check your progress exercises

Answer CYP – I 

1. The rationales for development planning in LDCs are seen as follows:

(i) Mobilization of available resources in the most efficient manner for national development. 

(ii) Markets in less developed countries are full of imperfections in structure and operation. To correct these imperfections planning the economy in such countries have become very essential. 

(iii) LDCs require also to achieve rapid growth of their economies, because they are far back in their development hence to catch up and reduce or minimize their problems they require faster growth. 

(iv) Just after independence from the colonial rule developing countries opted for growth of their backward economies, hence a high need for growth through planning, and donors have recommended also the planning document as a pre-requisite to get loan, aid etc. and the document was also seen as a sign of sovereignty independence in those early days. 

Answer CYP – II

2. Centralized planning is a type of planning that is prepared at the central planning Authority or Agency and sent to lower bodies for implementation. There is little participation in the preparation of the plan by the lower strata of the organization concerned, hence centralized planning is a directive passed from the central authority of the Government.

On the other hand, indicative planning is prepared by the participation of all concerned, goals set and hence implementation is relatively easier, hence it is a democratic planning exercise. It is not a directive passed from central planning agency. 

Answer CYP – III

3. Two models, (techniques) of development planning 

(i) Input output model:

The input – output table tells us about the inter industry inter-relationships between various sectors and the structural relationships within each sector. On the basis of this information, the planning authority can determine the effect of a change in one sector on all other sectors of the economy and thus plan accordingly. The input-output model provides the necessary information about the structural coefficients of the various sectors of the economy during a period of time or at a point of time which can be utilized for the optimum allocation of the economy’s resources towards a desired end. 

The dynamic model is particularly helpful in a developing economy which can estimate through the input-output table the impact of different growth rates of the various sectors of the economy and thus choose the most desired one.  

(ii) Linear programming model

Is a mathematical techniques for the analysis of optimum decisions subject to certain constraints in the form of linear inequalities.

Linear programming as a tool of economic development is more realistic than the input-output approach. In input-output analysis only one method is adopted to produce a commodity. It does not take into consideration the bottlenecks (constraints), which a development project has to face in underdeveloped countries. But in linear programming a definite objective is a set to maximize income or minimize costs. All possible processes or techniques are taken into account for achieving the desired objective. 

12.8 model examination questions 

I. Essay Questions: 

1. Explain the rational for development planning in LDCs.

2. What are the rational for planning development in developed countries?

II. Give brief explanations for each of the following

1. Models of development planning

2. Deficiencies in the formulation and implementation of development plans 

3. Different types of development planning 

12.9 suggested books

· M.L. Ghinghan, The Economics of Development and Planning

· Aggrawal, LAL, Kundan, Development Economics and Planning

· Geral Mier, Leading Issues in Economic Development and Planning 
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13.0 aims and objectives 

The unit explains the role of foreign trade for national development

After going through the unit the student will be able to:

· define and understand what foreign trade means and the activities involved;

· see the role of international trade in economic development;

· identify the concepts of terms of trade and patterns of international trade 

13.1 introduction 

Foreign trade is a major source of foreign exchange revenue for a counry. The foreign exchange earned through exports is used mainly to finance the import expenditure through which we buy our needs from abroad.

13.2 foreign trade and economic development 

The examination of the role of foreign trade in economic development begins with the question as to what economic development is and economic development was equated till recently with economic growth or a rise in the per capita national income. A number of Middle East countries are growing at a fast pace, thanks to oil-exports but this sort of one-dimensional growth can hardly be called development. Development refers to a qualitative change in the basic parameters of society. Development is a broader and richer abstraction than mere growth may leave the majority of the people in an object of poverty. Growth can take place without development for a long period but growth is only an element, though an essential one, of development.

13.3 importance of foreign trade

From the economic history of the now advanced countries, one can clearly make the tremendous importance of foreign trade. Infact, the great geographical discoveries of the 15th – 17th centuries like the opening of the Americas, the sea route to India, etc. were certainly spurred in part by the necessity of finding the missing links in foreign trade in the form of gold, spices, cloth, etc. 

Infact, there was a school of economic thought called the Mercantilists who held that wealth would be created in a country primarily by foreign trade. 

The results of the great geographical discoveries led to the colonization of large parts of Asia, Africa and Latin America. The traders soon became colonizers and exploited these areas in terms of natural resources, markets, etc., in order to generate the industrial revolution in the metropolitan countries, especially Britain and France. 

The importance of foreign trade as one of the motive forces of economic development is now recognized all over the world.

13.4 terms of trade 

One important question in the whole argument around foreign trade is the terms of trade issue. Historically, prices of goods exported by developing countries were till recently rising at a slower pace than prices of the goods of developed countries. 

This led to a deterioration in the terms of trade for the developing countries and consequently, the outflow of resources from the developing countries. But since the Oil crisis of 1973, there is evidence that the tide is changing. Prices, especially those of natural resources, are growing more and more and reflect scarcity. Developing countries are coming together more and more to collectively inhance the markets. The North-South dialogue is also looking into these problems which, it not solved immediately, could in the long-run assume alarming properties. 

The colonial model of international trade condemned the developing countries to the role of agricultural and natural resource exporters. This was based partly on the Ricardian concept of comparative costs where in it was argued that a country must specialize in the production of these commodities in which it had a natural advantage. 

13.5 patterns of international trade

Firstly, international trade is now more and more characterized by trade in the means of production. That is to say that means of production are occupying a larger place in the total trade turnover. This means that the already developed countries are monopolizing a larger part of the trade.

Secondly, trade is becoming more science intensive, i.e. the frontier areas of science and technology etc., are coming to define trade flows in a more definite manner. The role of natural resources in international trade is slowly going down, though not in value, at least by unit use due to spurt in synthetics. 

Check your progress – I 

1. Explain the role of foreign trade for national development of an LDC.

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

2. Explain terms of trade and patterns of International trade. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

13.6 summary 

In this unit, the linkage between foreign trade and economic development, general importance of foreign trade, terms of trade and patterns of international trade have been analyzed.

13.7 answers to check your progress exercise 

1. In an LDC, foreign trade plays a very important role in developing the national economy. Even, if the exports from less developed countries are known to be primary agricultural products, whose prices on international markets are highly fluctuating, the LDC can still be better of in terms of development, if it can promote and diversify, improve quantity and quality of the exports and get better foreign exchange to cover its imports expenditure in the short-run and in the long-run, exports from an LDC can be manufactured products, whose prices on international markets are stable and increasing from time to time.

2. The rate at which one commodity of a country is exchanged from and the commodity of the other country is what is known as terms of trade. Terms of trade is the most important factor which determines the gains from trade, it positive, it is a favorable terms of trade if negative, it called unfavorable terms of trade. 
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14.0 aims and objectives 

The unit discusses foreign trade in LDCs, recent trends in exports and imports of LDCs, balance of payments position and trade polices in LDCs. 

After going this unit, the student will 

· understand the balance of payments position of the LDCs;

· critically analyze import and export policies followed in LDCs.

14.1 introduction 

Foreign trade plays a very important role in developing the economies of the LDCs, however, their exports structure is very weak, this is because, 90 percent of their export products are primary agricultural products whose prices international markets are highly fluctuating and decreases, it lacks also diversification and improvements of the volume or quantity and quality of their exports. One the other hand, the imports of LDCs are manufactured products of very high cost like machinery, equipment, spare parts, fuel, fertilizer and similar other products. Hence, the major problem of LDCs in their trade sector, is how to balance the gap between the imports expenditure and the export revenue, which highly has affected balance of payments position. 

14.2 foreign trade in LDCs

Foreign trade possesses great importance for LDCs. It provides the urge to develop the knowledge and experience that make development possible, and the means to accomplish it. 

When a country specializes in the production of a few goods due to international trade and division of labor, it exports those commodities, which it produces cheaper in exchange for what others can produce at a lower cost. It gains from trade and there is increase in national income, which, in turn, raises the level of output and the growth rate of an economy. Thus, the higher level of output through trade tends to break the vicious circle of poverty and promotes economic development.

International trade widens the market and increases the inducement to invest, income and savings through more efficient resource allocation.

Economists like Prebisch, Singer and Myrdal has criticized that historically international trade has retarded the development of LDCs. Three arguments are usually advanced in support of this view that international trade has strong backwash effects on the LDCs. trade operates, (as a rule), with a fundamental bias in favor of the richer and progressive regions, (and confines), and in disfavor of the less developed countries. 

According to the writings of Myrdal, free trade or unhampered trade between two countries of which one is industrial and the other underdeveloped, strengthens the former and impoverishes the latter. The rich countries have a large base of manufacturing industries with strong spread effects. By exporting their industrial products at cheap rates to LDCs, they have priced out the latter. This has tended to convert the backward countries into the producers of primary products for exports. The demand for primary products being inelastic in the export market, they suffer from excessive price fluctuations.

2. In the opinion of Prebisch there has been a secular deterioration in the terms of trade of the LDCs. It implies that there has been an international transfer of income from the poor to the rich countries and that the gains, from international trade have gone more to developed countries at the expense of the former, there by reducing their level of real income and hence, their capacity for development. 

3. It has been contended that the operation of the international demonstration effect through foreign trade has adversely affected capital formation in LDCs. But all of these criticisms are unfounded. There is no empirical evidence to prove that the development of the export sector has been at the expense of the domestic sector. Foreign trade has not always stood in the way of domestic investment. Nevertheless, as pointed out by Nurkse, “even unsteady growth through foreign trade is surely better than no growth at all.”

The adverse effects of the demonstration effect are also exaggerated. Emulation of higher standards of living and superior consumer goods act as incentives to increased effort and productivity on the part of the people of LDCs.

It encourages the development of service occupations to supply superior goods. It also exercises a healthy influence in stimulating local initiative and enterprise. Again, the adoption of the western consumption standards tends to influence the subsistence sector favorably. 

The incorporation of milk, eggs, vegetables, and fruits in diet induces agriculturists to produce them more for the market in addition to subsistence production. It involves the investment of more capital and making improvements in agriculture, dairy and poultry production. This also provides increased employment, income and leads to further capital formation.

Check your progress 

1. Foreign trade has great importance for LDCs’ development. However, by some economists, foreign trade is seen as retarding or an impediment to the LDCs development. Explain fully the above two different statements. 

………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………………

14.3 trade strategies and policies

14.3.1 Import –policy-import substitution 

A country can cut down its imports by import substitution as well as by directly restricting them. Import substitution means producing the imported goods within the country. Substitutes for imported goods must be identified and steps should be taken to encourage their production within the country. This policy has two advantages. First, it reduces imports, and thus the deficit is reduced. Second, it promotes the development of these industries in the country and thus self – reliance is achieved. It also leads to the industrial development of the country.

14.3.2 Export policy – Export promotion 

Export promotion is considered to be more effective in reducing trade deficit than import reduction. It is known that developing countries like Ethiopia has been exporting mainly primary agricultural products. The demand for these products is generally inelastic in international markets. It is thought that unless there is industrialization, it would not be possible for the LDC to increase its exports. The LDC should switch over from the export of primary mainly agricultural products to that of modern industrial goods. 

14.4 summary and conclusion 

This unit has explained briefly trade in LDCs, its importance for development of the national economy, terms of trade, and trade strategies. In the last part of the unit, two trade strategies, namely, import substitution and export promotion policies are discussed. 

14.5 answers to check your progress exercises 

1. Since LDCs obtain their important needs for their development through international trade (imports) their development fastens if they promote efficiently their exports and import their requirements. If they could get their requirements through imports their development will equally be retarded. The problem the LDCs have in their international trade activities today is, the revenue they obtain through the exports of primary products cannot cover their import expenditures. The only alternative they have to promote their exports as much as possible and change the structure of their exports. 

14.5 model examination questions 

I. Essay Questions:

1. Discuss the import substitution policy and export promotion policy. Which one is believed to be effective? Why?

2. Explain the role of international trade for the economic development of a less developed country. (Hint: benefits of tree trade)

II. Give brief explanations for the following: 

· Terms of trade

· Deteriorating terms of trade

· Trade balance 

14.6 suggested books

· Michael P. Todaro, Economic Development in the Third World (chapters 12 – 14) 
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