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Module Description

This model is known as development economics II (Econ 2072) which is given for 3rd year economics distance students semester based as core course.  It holds three credit hours and five contact hours. The mdel competencey is allowing Lerners to apply economic models to conduct research at various levels and write economic reports apply developmental models to formulate and advice/consult developmental related issues. 

The module provides a brief overview of the development and underdevelopment of nations and outstanding development theories. It explores the principles, concepts and theories of that have been developed and applied by economists for the study of the problems of developing nations. In addition, it examines recent developments in theories of growth and transformation in the context of developing economies and concentrates on key areas of concern to those responsible for development policy.  Furthermore, it will address the main challenges developing world faces and consider alternative polices and modern approaches that may contribute to stimulating growth and speeding economic development in less developed countries. Moreover, it introduces the student to some of the main development issues that have contributed to the development paths pursued by developing countries like Ethiopia.

Module Objective

The general objective of the module II is to understand how to formulate, test and measure economic models to undertake /conduct research. Acquire the fundamental developmental concepts to understand contemporary economic problems of developing countries.  
 This module is concerned with development policies and strategies. The module is divided in to Six  parts. In chapter one deals with Historic Growth and Contemporary Development: Lessons, Controversies and Relevance Chapter two deals with Human Capital: Education and Health in Economic Development.  Chapter three, rural urban interactions, migration and unemployment. Chapter four, agricutrural transformation and rural development. Chapter five, deals with the Trade Policies and Strategies of Industrialization - Import- Substitution and Export Promotion. Chapter six is about financing development: The domestic and external sources of finance such as saving, inflation, foreign direct investment, external loan, and  grants are examined with their advantages and disadvantages.
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CHAPTER ONE

1. POPULATION GROWTH AND ECONOMIC DEVELOPMENT
Introduction 

After a brief historical sketch, we consider population growth in DCs and LDCs and by world regions. Next, we explain the rapid but decelerating growth in LDCs by looking at trends in death and birth rates during a period of demographic (population) transition. With this background, we assess the effect of population growth on economic development and review the work of the classical economist Thomas Robert Malthus, who argues that population growth outstrips economic growth. In this connection, we discuss the present and future balance between food and population. Population growth also affects urbanization, labor force growth, and the number of dependents workers must support; we look at all of these elements, too.

Particularly, we shall be looking at the issue of population growth and economic development: the causes, consequences and controversies. Our main focus will be on the rapid population growth which is more pronounced in developing countries and its serious consequences for the well being of all of humanity. We shall also be looking at the relationship between development and population growth. Finally, we shall discuss the issue of what developing countries can do and how developed countries can assist developing countries with their population problems.

OBJECTIVES

After studying this unit, you should be able to:

· explain why the world population is growing faster than ever before

· describe the structure of world population

· explain the causes and consequences of high fertility in developing countries

· analyze the concept of demographic transition

1.1. The Basic Issue: Population Growth and the Quality of Life

Latest empirical research has shown that there exist some potential negative consequences of population growth on poverty and inequality.

The negative consequences of rapid population growth fall most heavily on the poor because they are the ones, who are made landless, suffer first from cuts in government health and education programmes. They are the main victims of job cuts due to slower growth of the economy. Poor women once again bear the greatest burden of government austerity programs; large families perpetuate poverty and also exacerbate inequality. Further, large family size and low incomes restrict the opportunities of parents to educate all their children. High fertility harms the health of mothers and children. Feeding the world's population is made more difficult by rapid population growth.

Every year, more than 75 million people are being added to the world’s population. Almost all of this net population increase—97%—is in developing countries. Increases of such magnitude are unprecedented. But the problem of population growth is not simply a problem of numbers. It is a problem of human welfare and of development as defined in Chapter 1. Rapid population growth can have serious consequences for the well-being of all of humanity. If development entails the improvement in people’s levels of living—their incomes, health, education, and general well-being—and if it also encompasses their capabilities, self-esteem, respect, dignity, and freedom to choose, then the really important question about population growth is this: How does the contemporary population situation in many developing countries contribute to or detract from their chances of realizing the goals of development, not only for the current generation but also for future generations? Conversely, how does development affect population growth? 

Among the major issues relating to this basic question are the following:

1. Will developing countries be capable of improving the levels of living for their people with the current and anticipated levels of population growth?  To what extent does rapid population increase make it more difficult to provide essential social services, including housing, transport, sanitation, and security?

2.  How will the developing countries be able to cope with the vast increases in their labor forces over the coming decades? Will employment opportunities be plentiful, or will unemployment levels soar?

3. What are the implications of higher population growth rates among the world’s poor for their chances of overcoming the human misery of absolute poverty? Will world food supply and its distribution be sufficient not only to meet the anticipated population increase in the coming decades but also to improve nutritional levels to the point where all humans can have an adequate diet?

4. Will developing countries be able to extend the coverage and improve the quality of their health and educational systems so that everyone can have access to adequate health care and a basic education?

5. Is there a relationship between poverty and family size?

6. Is the inexorable pursuit of increasing affluence among the rich more detrimental to the global environment and to rising living standards among the poor than the absolute increase in their numbers? 

 1.2. Trends of Population Growth and Age Structure
The world is approaching the population milestone of seven billion people. For most of human existence on earth, humanity’s numbers have been few. When people first started to cultivate food through agriculture some 12,000 years ago, the estimated world population was no more than 5 million (see Table 6.1). Two thousand years ago, world population had grown to nearly 250 million, less than a fifth of the population of China today. From year 1 on our calendar to the beginning of the Industrial Revolution around 1750, it tripled to 728 million people, less than three-quarters of the total number living in India today. During the next 200 years (1750–1950), an additional 1.7 billion people were added to the planet’s numbers. But in just four decades thereafter (1950–1990), the earth’s human population more than doubled again, bringing the total figure to around 5.3 billion. The world entered the twenty-first century with over 6 billion people. Figure 6.1 shows how rapidly total population grew after 1950 in comparison with the two centuries before that. It vividly portrays the magnitude of population growth, most of which has been in developing countries, both as a percentage of the total and in terms of absolute numbers. Finally, it provides projections to 2050, when world population is expected to reach 9.2 billion.

Table: Estimated World Population Growth
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Turning from absolute numbers to percentage growth rates, for almost the whole of human existence on earth until approximately 300 years ago, population grew at an annual rate not much greater than zero (0.002%, or 20 per million). Naturally, this overall rate was not steady; there were many ups and downs as a result of natural catastrophes and variations in growth rates among regions. By 1750, the population growth rate had accelerated to 0.3% per year. By the 1950s, the rate had again accelerated, tripling to about 1.0% per year. It continued to accelerate until around 1970, when it peaked at 2.35%.1 Today the world’s population growth rate remains at a historically high rate of about 1.1% per year, but the rate of increase is slowing. However, the population growth rate in Africa is still an extremely high 2.3% per year.

(Note that estimates of population numbers and growth rates differ according to research methods, but the broad trends are similar across major studies.)

Fig: World Population Growth, 1750-2050E 6.1 World–FIGURE 6.1 World Population Growth, 1750–205
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The relationship between annual percentage increases and the time it takes for a population to double in size, or doubling time
  is shown in the rightmost column of the above Table. We see that before 1650, it took nearly 36,000 years, or about 1,400 generations, for the world population to double. Today it would take about 58 years, or two generations, for world population to double at current growth rates. Moreover, whereas it took 1,750 years to add 480 million people to the world’s population between year 1 and the onset of the Industrial Revolution, this same number of people is today being added in less than seven years. 

The reason for the sudden change in overall population trends is that for almost all of recorded history, the rate of population change, whether up or down, had been strongly influenced by the combined effects of famine, disease, malnutrition, plague, and war—conditions that resulted in high and fluctuating death rates. In the twentieth century, such conditions came increasingly under technological and economic control. As a result, human mortality (the death rate) is now lower than at any other point in human existence. It is this decline in mortality resulting from rapid technological advances in modern medicine and the spread of modern sanitation measures throughout the world, particularly within the past half century that has resulted in the unprecedented increases in world population growth, especially in developing countries. In short, population growth today is primarily the result of a rapid transition from a long historical era characterized by high birth and death rates to one in which death rates have fallen sharply but birth rates, especially in developing countries, have fallen more slowly from their historically high levels.

Structure of World's Population

The world's population is very unevenly distributed in the areas of geographic, region, fertility and mortality levels, and structures. In terms of geographic region, more than three – quarters of the world’s people live in developing countries compared to person In four lives in an economically developed nation. Given current population growth rates in different parts of the world, which is significantly higher in the LDCS, the regional distribution of the world’s population will inevitably change by 2050. By that time, it is likely that there will be almost 6.5 billion more people on the earth than in 1950 and about 3 billion more than in 2000. In fertility and mortality trends, natural increase simply measures the excess of births over deaths or in more technical terms, the difference between fertility and mortality. The difference between developing and developed nations in terms of rates of population growth can be explained simply the facts that birth rates (fertility) in developing countries are generally much higher than in the rich nations. LDC death rates (mortality) are also higher. The major source of difference in population growth rates between the less developed and the more developed countries is the sizeable difference in their birthrates.

In the area of age structure and dependency burdens, world population today is very youthful particularly in the developing world. Children under the age of 15 constitute almost 40% of the total population of developing countries, but less than 20% of the population of developed nations. For example 46% of Nigeria's population and 48% of Ethiopia's was under 15 in 1997. The economic implication of this phenomenon is that in countries with such an age structure, the youth dependency ratio – the proportion of youths (under age 15) to economically active adults (ages 15 to 64) is very high. Thus, the workforce in developing countries must support almost twice as many children as it does in wealthier countries.

1.3.The Hidden Momentum of Population 
Growth
Dear distance learners, what is hidden population momentum?

_______________________________________________________________________________________________________________________________________________________________________________________________________________________________.

Have you tried? Good

For any population, changes over time in its size and composition are driven by levels and trends of fertility, mortality and migration. Additionally, a fourth element, the age structure of the population, also has an important impact on population trends, including for trajectories of growth or decline. Perhaps the least understood aspect of population growth is its tendency to continue even after birth rates have declined substantially. Population growth has a built-in tendency to continue, a powerful momentum that, like a speeding automobile when the brakes are applied, tends to keep going for some time before coming to a stop. In the case of population growth, this momentum can persist for decades after birth rates drop. Thanks to a phenomenon known as population momentum, a youthful population with constant levels of mortality and a net migration1 of zero continues to grow even when fertility remains constant at the replacement level. In this situation, a relatively youthful age structure promotes a more rapid growth, because the births being produced by the relatively large number of women of reproductive age outnumber the deaths occurring in the total population, even if the fertility of the average woman stands at the replacement level. 

There are two basic reasons for this. First, high birth rates cannot be altered substantially overnight. The social, economic, and institutional forces that have influenced fertility rates over the course of centuries do not simply evaporate at the urging of national leaders. We know from the experience of European nations that such reductions in birth rates can take many decades. Consequently, even if developing countries assign top priority to the limitation of population growth, it will still take many years to lower national fertility to desired levels. 

The second and less obvious reason for the hidden momentum of population growth relates to the age structure of many developing countries’ populations.

The figure below illustrates the great difference between age structures in less developed

Fig: Population Pyramids: All Developed and Developing Countries and Case of Ethiopia
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and more developed countries by means of two population pyramids 
for 2010.

Each pyramid rises by five-year age intervals for both males and females, with the total number in each age cohort measured on the horizontal axis. The left and middle panels show population pyramids for developed and developing countries, respectively (the age scale is that listed between these two figures). Expressed in millions of people, rather than percentages, the figure clearly reveals that most future population growth will take place in the developing world. The steeper bottom rungs for the developing world as a whole, in contrast to a very low income country such as Ethiopia (right hand-panel), reflects the large declines in population growth in lower-middle income developing countries over the past quarter century, and particularly in China. For developed countries, in the contemporary period the population in middle cohorts is typically greater than that of young cohorts; this is partly but certainly not exclusively viewed as a transitional feature of a period in which women have been delaying births until later in life. From the Ethiopia pyramid expressed as share of population, young people greatly outnumber their parents (the age scale in this case is found to the right of the figure). When their generation reaches adulthood, the number of potential parents will inevitably be much larger than at present. It follows that even if these new parents have only enough children to replace themselves (two per couple, as compared with their parents, who may have had four or more children), the fact that the total number of couples having two children is much greater than the number of couples who previously had more children means that the total population will still increase substantially before leveling off.

1.4. The Demographic Transition    
Dear students, how do you define the term demographic transition? __________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

Have you tried? Good 

Demographic transition is a term used to refer to the process by which fertility rates eventually decline to replacement levels. It attempts to explain why all contemporary developed nations have more or less passed through the same three stages of modem population history. 

 In stage I, these countries for centuries had stable or very slow population growth as a result of the combined effects of high birth rates and almost equally high death rates before their economic modernization. Stage II occurred when modernization in association with improved public health methods, healthier diets, higher incomes and other improvements led to a marked reduction in mortality thus gradually raising life expectancy from under 40 years to over 60 years. It is important to note that this decline in death rates was not immediately followed by a decline in fertility, hence it resulted in a growing divergence between high birth rates and falling death rates. The consequence of this is the sharp increases in population growth compared to past centuries. Stage II marked the beginning of the demographic transition (the transition from stable or show growing populations first to rapidly increasing numbers and then to declining rates).

Finally stage III began when the forces and influences of modernization and development caused the beginning of a decline in fertility, eventually falling birth rates converged with lower death rates, leaving little or no population growth. 

Generally, the process by which fertility rates eventually decline to replacement levels (or below?) — observed in past 200 years or so, as countries develop economically

Three stages:

· stage1. Slow growing population for centuries (high birth rates and high death rates)

· stage2. Modernization (medicine advances, sanitation, nutrition) — 1850-1890 for leading HICs; birth rates stay high but death rates decline; Demographic Transition begins here!

· Stage 3. Further modernization: death rates decline even more; birth rate also starts falling rapidly

Dear students, why does the death rate pick up at the end? ___________________________________________________________________________________________________________________________________________________________________________________________________________________ have you tried? Good, the answer is too simple due to older populations. . 

Figure: The Demographic Transition in Western Europe

[image: image4.emf]
The figure above depicts the three historical stages of the demographic transition around 35 per 1,000 while death rates fluctuated around 30 per 1,000. This resulted in population growth rates of around 5 per 1,000, or less than 0.5% per year. Stage 2, the beginning of Western Europe’s demographic transition, was initiated around the first quarter of the nineteenth century by slowly falling death rates as a result of improving economic conditions and the gradual development of disease and death control through modern medical and public health technologies. The decline in birth rates (stage 3) did not really begin until late in the nineteenth century, with most of the reduction many decades after modern economic growth had begun and long after death rates began their descent. But since the initial level of birth rates was generally low in western

Europe as a result of either late marriage or celibacy, overall rates of population growth seldom exceeded the 1% level, even at their peak. By the end of western Europe’s demographic transition in the second half of the twentieth century, the relationship between birth and death rates that marked the early 1800s had reversed, with birth rates fluctuating and death rates remaining fairly stable or rising slightly. This latter phenomenon is simply due to the older age distributions of contemporary European populations. 

The figure below shows the population histories of contemporary developing countries, which contrast with those of western Europe and fall into two patterns. Birth rates in many developing countries today are considerably higher than they were in preindustrial western Europe. This is because women tend to marry at an earlier age. As a result, there are both more families for a given population size and more years in which to have children. In the 1950s and 1960s, stage 2 of the demographic transition occurred throughout most of the developing world. The application of highly effective imported modern medical and public health technologies caused death rates in developing countries to fall much more rapidly than in nineteenth-century Europe. Given their historically high birth rates (over 40 per 1,000 in many countries), this has meant that stage 2 of the demographic transition has been characterized by population growth rates well in excess of 2.0% per annum in most developing countries. 

With regard to stage 3, we can distinguish between two broad classes of developing countries. In case A in the Figure, modern methods of death control combined with rapid and widely distributed rises in levels of living have resulted in death rates falling as low as 10 per 1,000 and birth rates also falling rapidly, to levels between 12 and 25 per 1,000. These countries, including Taiwan, South Korea, Costa Rica, China, Cuba, Chile, and Sri Lanka, have thus entered stage 3 of their demographic transition and have experienced rapidly falling rates of overall population growth.

Figure: The Demographic Transition in Developing Countries

[image: image5.emf]
But some developing countries fall into case B of the Figure. After an initial period of rapid decline, death rates have failed to drop further, largely because of the persistence of widespread absolute poverty and low levels of living and more recently because of the AIDS epidemic. Moreover, the continuance of still quite high birth rates as a result of these low levels of living causes overall population growth rates to remain relatively high. These countries, including many of those in sub-Saharan Africa and the Middle East, are still in stage 2 of their demographic transition. Though fertility is declining, it remains very high in these parts of the world. 

Dear distance learners!! When and under what conditions are developing nations likely to experience falling birth rates and a slower expansion of population?

________________________________________________________________________________________________________________________________________________________________________________________________ .have you tried? Good!! To answer this question, we need to ask a prior one. What are the principal determinants or causes of high fertility rates in developing countries, and can these determinants of the “demand” for children be influenced by government policy? To try to answer this critical question, we turn to a very old and famous classical macroeconomic and demographic model, the Malthusian “population trap,” and a contemporary and highly influential neoclassical microeconomic model, the household theory of fertility in the next sub section.

1.5. The Causes of High Fertility in Developing Countries: The Malthusian and Household Models


The Malthusian Population Trap

More than two centuries ago, the Reverend Thomas Malthus put forward a theory of the relationship between population growth and economic development that is influential today. Writing in his 1798 Essay on the Principle of Population and drawing on the concept of diminishing returns, Malthus postulated a universal tendency for the population of a country, unless checked by dwindling food supplies, to grow at a geometric rate, doubling every 30 to 40 years. At the same time, because of diminishing returns to the fixed factor, land, food supplies could expand only at a roughly arithmetic rate. In fact, as each member of the population would have less land to work, his or her marginal contribution to food production would actually start to decline. Because the growth in food supplies could not keep pace with the burgeoning population, per capita incomes (defined in an agrarian society simply as per capita food production) would have a tendency to fall so low as to lead to a stable population existing barely at or slightly above the subsistence level. Malthus therefore contended that the only way to avoid this condition of chronic low levels of living or absolute poverty was for people to engage in “moral restraint” and limit the number of their progeny. Hence we might regard Malthus, indirectly and inadvertently, as the father of the modern birth control movement. 

Modern economists have given a name to the Malthusian idea of a population inexorably forced to live at subsistence levels of income. They have called it the low-level equilibrium populations trap or, more simply, the Malthusian population trap
. Diagrammatically, the basic Malthusian model can be illustrated by comparing the shape and position of curves representing population growth rates and aggregate income growth rates when these two curves are each plotted against levels of per capita income. An example of this is presented in the Figure below.

Figure : The Malthusian Population Trap
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On the vertical axis, we plot numerical percentage changes, both positive and negative, in the two principal variables under consideration (total population and aggregate income). On the horizontal axis are levels of per capita income. The Figure depicts the basic ideas. The x-axis shows the level of income per capita. The y-axis shows two rates—of population growth and of total income growth. Per capita income growth is, by definition, the difference between income growth and population growth—hence the vertical difference between these two curves. Thus, as you saw in development economics-I in our discussion of the Harrod-Domar (or AK) model, whenever the rate of total income growth is greater than the rate of population growth, income per capita is rising; this corresponds to moving to the right along the x-axis. Conversely, whenever the rate of total income growth is less than the rate of population growth, income per capita is falling, moving to the left along the x-axis. When these rates are equal, income per capita is unchanging. We can then explore the shapes of population growth and growth of income to understand potential implications of this relationship. 

First consider population growth. When income is very low, say, below $250 per year at purchasing power parity, nutrition is so poor that people become susceptible to fatal infectious diseases, pregnancy and nursing become problematic; and, ultimately, outright starvation may occur. This is shown on the left in the Figure . But after this minimum level of income per capita is reached, population begins to grow, eventually reaching a peak rate (perhaps at 3% to 4% per year); and then the population growth rate begins to fall until at last a fairly stable population is reached (a growth rate close to zero). Note that this pattern of population growth first increasing and then decreasing as per capita income rises corresponds to the pattern of the demographic transition.

 In the Figure, total income growth becomes greater as the economy develops (and income per capita rises). An economic reason for this positive relationship is the assumption that savings vary positively with income per capita. Countries with higher per capita incomes are assumed to be capable of generating higher savings rates and thus more investment. Again, given a Harrod-Domar type model of economic growth (see Chapter 3),  higher savings rates mean higher rates of aggregate income growth. Eventually, however, growth levels off at a maximum. (Incomes of middle-income countries might grow fastest as they borrow technology to catch up—not shown in this diagram—but these higher rates cannot be continued once the technology frontier is reached.) 

As drawn, the curves first cross at a low level of income, labeled S (for subsistence). This is a stable equilibrium: If per capita income levels became somewhat larger than (were to the right of) S, it is assumed that population size will begin to increase in part because higher incomes improve nutrition and reduce death rates. But then, as shown in the figure, population is growing faster than income (the ΔP/P curve is vertically higher than the ΔY/Y curve), so income per capita is falling, and we move to the left along the x-axis. The arrow pointing in the direction of S from the right therefore shows per capita income falling back to this very low level. On the other hand, if income per capita were a little less than S, the total income curve would be above the population growth curve and so income per capita would be rising. This corresponds to a move to the right along the x-axis. Thus our conclusion is that point S represents a stable equilibrium. This very low population growth rate along with a very low income per person is consistent with the experience of most of human history. 

According to modern-day neo-Malthusians, poor nations will never be able to rise much above their subsistence levels of per capita income unless they initiate preventive checks (birth control) on their population growth. In the absence of such preventive checks, Malthusian positive checks (starvation, disease, wars) on population growth will inevitably provide the restraining force. However, if per capita income can somehow reach a threshold level, labeled T in the Figure, from that point population growth is less than total income growth, and thus per capita income grows continually, at a rate such as 2% per year (the approximate U.S. per capita growth rate from 1870 to 2008). 

      Countries or regions in such a population trap can also escape it by achieving technological progress that shifts the income growth rate curve up at any level of per capita income. And it may be able to achieve changes in economic institutions and culture (“social progress”) that shifts the population growth curve down. In this way, the population trap equilibrium is eliminated altogether, and the economy is able to proceed with self-sustaining growth. An example of such a result is depicted in the Figure below under the criticism of the model. Total income growth is now greater than population growth at each level of per capita income. As a result, income per capita now grows steadily.

  1.5.1.1: Criticisms of the Malthusian Model

The Malthusian population trap provides a theory of the relationship between population growth and economic development. Unfortunately, it is based on a number of simplistic assumptions and hypotheses that do not stand the test of empirical verification. We can criticize the population trap on two major grounds. 

First, the model ignores the enormous impact of technological progress in offsetting the growth-inhibiting forces of rapid population increases. As you saw the history of modern economic growth has been closely associated with rapid technological progress in the form of a continuous series of scientific, technological, and social inventions and innovations. Increasing rather than decreasing returns to scale have been a distinguishing feature of the modern growth epoch. While Malthus was basically correct in assuming a limited supply of land, he did not—and in fairness could not at that time— anticipate the manner in which technological progress could augment the availability of land by raising its quality (its productivity) even though its quantity might remain roughly the same.

 In terms of the population trap, rapid and continuing technological progress can be represented by an upward shift of the income growth (total product) curve so that at all levels of per capita income it is vertically higher than the population growth curve. This is shown in Figure 6.8. As a result, per capita income will continue to grow over time. All countries therefore have the potential of escaping the Malthusian population trap.

Fig:  How Technological and Social Progress Allows Nations to Avoid the Population Trap
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The second basic criticism of the trap focuses on its assumption that national rates of population increase are directly (positively) related to the level of national per capita income. According to this assumption, at relatively low levels of per capita income, we should expect to find population growth rates increasing with increasing per capita income. But research indicates that there appears to be no clear correlation between population growth rates and levels of per capita income. As a result of modern medicine and public health programs, death rates have fallen rapidly and have become less dependent on the level of per capita income. Moreover, birth rates seem to show no rigid relationship with per capita income levels. Fertility rates vary widely for countries with the same per capita income, especially below $1,000. It is not so much the aggregate level of per capita income that matters for population growth but rather how that income is distributed. It is the level of household income, not the level of per capita income that seems to matter most. 

In sum, Malthusian and neo-Malthusian theories as applied to contemporary developing nations have severely limited relevance for the following reasons:

1. They do not take adequate account of the role and impact of technological progress.

2. They are based on a hypothesis about a macro relationship between population growth and levels of per capita income that does not stand up to empirical testing of the modern period.

3. They focus on the wrong variable, per capita income, as the principal determinant of population growth rates. A much better and more valid approach to the question of population and development centers on the microeconomics of family size decision making in which individual, and not aggregate, levels of living become the principal determinant of a family’s decision to have more or fewer children. 

We continue to study the Malthusian trap even though evidence shows that it is not currently relevant for three main reasons: First, because many people still believe it holds in poor countries today, despite the recent evidence; and people working in the development field should understand the model and the elements of it that do not currently apply so that they can engage the debate effectively. Second, because it seems clear that such traps have occurred in the historical past and may have been factors in population collapses including in the pre-Columbian Americas. Third—as we will explore in the remainder of this chapter—the fact that this model no longer applies underlines the importance of factors that can prevent its emergence. These include efforts to continue steady and sustainable rises in agricultural productivity; moreover, they encompass increases in women’s empowerment and freedom to choose—along with their incomes—which reduce the old-age security motive behind high fertility.

     1.5.2: The Microeconomic Household Theory of Fertility

In recent years, economists have begun to look more closely at the microeconomic determinants of family fertility in an attempt to provide a better theoretical and empirical explanation for the observed falling birth rates associated with stage 3 of the demographic transition. In doing this, they have drawn on the traditional neoclassical theory of household and consumer behavior for their basic analytical model and have used the principles of economics and optimization to explain family size decisions.

 The conventional theory of consumer behavior assumes that an individual with a given set of tastes or preferences for a range of goods (a “utility function”) tries to maximize the satisfaction derived from consuming these goods subject to his or her own income constraint and the relative prices of all goods. In the application of this theory to fertility analysis, children are considered as a special kind of consumption (and in developing countries, particularly low income countries, investment) good so that fertility becomes a rational economic response to the consumer’s (family’s) demand for children relative to other goods. The usual income and substitution effects are assumed to apply. That is, if other factors are held constant, the desired number of children can be expected to vary directly with household income (this direct relationship may not hold for poor societies; it depends on the strength of demand for children relative to other consumer goods and to the sources of increased income, such as female employment), inversely with the price (cost) of children, and inversely with the strength of tastes for other goods relative to children. Mathematically, these relationships can be expressed as follows: Cd = f(Y, Pc, Px, tx), x = 1,.. , n where Cd, the demand for surviving children (an important consideration in low-income societies where infant mortality rates are high), is a function of the given level of household income (Y), the “net” price of children (the difference between anticipated costs, mostly the opportunity cost of a mother’s time, and benefits, potential child income and old-age support, Pc), the prices of all other goods (Px), and the tastes for goods relative to children (tx). Under standard neoclassical conditions, we would expect the following (expressed both mathematically and in words):
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The Figure below provides a simplified diagrammatic presentation of the microeconomic theory of fertility
. The number of desired (surviving) children, Cd, is measured along the horizontal axis, and the total quantity of goods consumed by the parents, Gp, is measured on the vertical axis. 

Household desires for children are expressed in terms of an indifference map representing the subjective degree of satisfaction derived by the parents for all possible combinations of commodities and children. Each individual indifference curve portrays a locus of commodity-child combinations that yield the same amount of satisfaction. Any point (or combination of goods and children) on a “higher” indifference curve—that is, on a curve farther out from the origin—represents a higher level of satisfaction than any point on a lower indifference curve. But each indifference curve is a “constant satisfaction” locus.

Fig: microeconomic theory of fertility: illustration
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In the above Figure, only four indifference curves, I1 to I4, are shown; in theory, there is an infinite set of such curves, filling the whole quadrant and covering all possible commodity-child combinations. The household’s ability to “purchase” alternative combinations of goods and children is shown by the budget constraint line, ab. Thus all combinations on or below line ab (within the triangular area 0ab) are financially attainable by the household on the basis of its perceived income prospects and the relative prices of children and goods, as represented by the slope of the ab budget constraint. The steeper the slope of the budget line, the higher the price of children relative to goods. 

According to the demand-based theory of fertility, the household chooses from among all attainable combinations the one combination of goods and children that maximizes family satisfaction on the basis of its subjectively determined preferences. Diagrammatically, this optimal combination is represented by point f, the tangency point between the budget constraint, ab, and indifference curve I2. Therefore, C3 children and G2 goods will be demanded. 

A rise in family income, represented in Figure 6.9 by the parallel outward shift of the budget line from ab to a b , enables the household to attain a higher level of satisfaction (point h on curve I4) by consuming more of both commodities and children—that is, if children, like most commodities, are assumed to be normal goods (demand for them rises with income), an important if in low income countries where children are often in demand primarily as a source of future financial security. Note that as income rises, parents may spend more on each child, preferring a smaller number of children, each of higher “quality,” for example, healthier and better educated. 

Similarly, an increase in the price (opportunity cost) of children relative to other goods will cause households to substitute commodities for children. Other factors (namely, income and tastes) being constant, a rise in the relative price of children causes the household utility-maximizing consumption combination to occur on a lower indifference curve, as shown by the movement of the equilibrium point from f to e when the budget line rotates around point a to ab”. 

Note, finally, that if there is a simultaneous increase in household income and net child price as a result of, say, expanding female employment opportunities and a rise in wages coupled with a tax on children beyond a certain number per family, there will be both an outward shift and downward rotation of the budget constraint line of Figure 6.9 to, say, dashed line cd. The result is a new utility-maximizing combination that includes fewer children per family (point g compared with point f). In other words, higher levels of living for low income families in combination with a relative increase in the price of children (whether brought about directly by fiscal measures or indirectly by expanded female employment opportunities) will motivate households to have fewer children while still improving their welfare. This is just one example of how the economic theory of fertility can shed light on the relationship between economic development and population growth as well as suggest possible lines of policy.

    1.5.2.1: The Demand for Children in Developing Countries 

The economic theory of fertility assumes that the household demand for children is determined by family preferences for a certain number of surviving (usually male) children (i.e., in regionsof high mortality, parents may produce more children than they actually desire in the expectation that some will not survive), by the price or “opportunity cost” of rearing these children, and by levels of family income. Children in poor societies are seen partly as economic investment goods in that there is an expected return in the form of both child labor and the provision of financial support for parents in old age. However, in many developing countries, there is a strong intrinsic psychological and cultural determinant of family size, so the first two or three children should be viewed as “consumer” goods for which demand may not be very responsive to relative price changes. 

The choice mechanism in the economic theory of fertility as applied to developing countries is assumed, therefore, to exist primarily with regard to the additional (“marginal”) children who are considered as investments. In deciding whether or not to have additional children, parents are assumed to weigh private economic benefits against private costs, where the principal benefits are the expected income from child labor, usually on the farm, and eventual financial support for elderly parents. Balanced against these benefits are the two principal elements of cost: the opportunity cost of the mother’s time (the income she could earn if she were not at home caring for her children) and the cost of educating children—the financial trade-off between having fewer “high quality,” high-cost, educated children with high-income-earning potential versus more “low-quality,” low-cost, uneducated children with much lower earnings prospects. 

Using the same thought processes as in the traditional theory of consumer behavior, the theory of family fertility concludes that when the price or cost of children rises as a result of, say, increased educational and employment opportunities for women or a rise in school fees or the establishment of minimum-age child labor laws or the provision of publicly financed old-age social security schemes, parents will demand fewer additional children, substituting, perhaps, quality for quantity or a mother’s employment income for her child-rearing activities. It follows that one way to induce families to desire fewer children is to raise the price of child rearing by, say, providing greater educational opportunities and a wider range of higher-paying jobs for young women. 

Recent research on household behavior has led to a major improvement of this theory. Households in developing countries generally do not act in a “unitary” manner depicted with this traditional model. Instead, men and women have different objective functions; for example, husbands may prefer to have more children than wives. Household behavior is then explained as a result of bargaining between husbands and wives. Although the broad impacts we have just described continue to hold, the process includes increased bargaining power of women. Non unitary, bargaining-based models of household behavior also improve our understanding of otherwise puzzlingly inefficient household behaviors, such as higher investment in husbands’ farm plots than wives’ farm plots even when a more even investment could lead to higher family incomes

    1.5.2.2: Implications of Women’s Education for Development and Fertility

Dear distance learners!! How women’s education lowers rate of fertility? 
________________________________________________________________________________________________________________________________________________________________.Have you tried? Good 

All of the foregoing can be summarized by saying that the effect of social and economic progress in lowering fertility in developing countries will be the greatest when the majority of the population and especially the very poor share in its benefits. Specifically, birth rates among the very poor are likely to fall where the following socioeconomic changes come to pass:

1. An increase in the education of women and a consequent change in their role and status

2. An increase in female nonagricultural wage employment opportunities, which raises the price or cost of their traditional child-rearing activities

3. A rise in family income levels through the increased direct employment and earnings of a husband and wife or through the redistribution of income and assets from rich to poor

4. A reduction in infant mortality through expanded public health programs and better nutritional status for both mother and child and better medical care

5. The development of old-age and other social security systems outside the extended family network to lessen the economic dependence of parents, especially women, on their offspring

6. Expanded schooling opportunities so that parents can better substitute child “quality” for large numbers of children

In short, expanded efforts to make jobs, education, and health more broadly available to poverty groups in general and women in particular will not only contribute to their economic and psychic well-being (i.e., to their development) but also contribute substantially to their motivation for smaller families (i.e., their freedom to choose), which is vital to reducing population growth rates. Where such motivation exists, well-executed family-planning programs can then be an effective tool. But before discussing policy issues and what government might or might not do, we should point out that while there seems to be considerable agreement regarding the determinants or causes of population growth, substantial disagreement and controversy remain regarding its consequences.

1.6. Consequences of High fertility: Some Conflicting Opinions

For many years, development economists and other social scientists have debated the seriousness of the consequences of rapid population growth. On the one hand, we must recognize that population growth is not the only, or even the primary, source of low levels of living, eroding self-esteem, and limited freedom in developing nations. On the other hand, it would be equally naive to think that rapid population growth in many countries and regions is not a serious intensifier and multiplier of those integral components of underdevelopment, especially the first and third. The following discussion summarizes some of the main arguments for and against the idea that the consequences of rapid population growth lead to serious development problems.

It then considers whether some consensus can be reached so that specific policy goals and objectives can be postulated. 

Dear students!! Is population growth good or bad?

___________________________________________________________________________________________________________________________________________________________________________________________________________________.Have you tried? Good read the following sections and compare with your answer.


   1.6.1: Population Growth is Not a Real Problem

We can identify three general lines of argument on the part of people who assert that population growth is not a cause for concern:

· The problem is not population growth but other issues.

· Population growth is a false issue deliberately created by dominant rich country agencies and institutions to keep developing countries in their dependent condition.

· For many developing countries and regions, population growth is in fact desirable.

Other Issues Many observers from both rich and poor nations argue that the real problem is not population growth per se but one or all of the following four issues.

1. Underdevelopment. If correct strategies are pursued and lead to higher levels of living, greater self-esteem, and expanded freedom, population will take care of itself. Eventually, it will disappear as a problem, as it has in all of the present economically advanced nations. According to this argument, underdevelopment is the real problem, and development should be the only goal. With it will come economic progress and social mechanisms that will more or less automatically regulate population growth and distribution. As long as people in developing countries remain impoverished, uneducated, and unhealthy and the social safety net remains weak, the large family will constitute the only real source of social security (i.e., parents will continue to be denied the freedom to choose a small family if they so desire). Some proponents of the underdevelopment argument then conclude that birth control programs will surely fail, as they have in the past, when there is no motivation on the part of poor families to limit their size. 2. World Resource Depletion and Environmental Destruction. Population can only be an economic problem in relation to the availability and utilization of scarce natural and material resources. The fact is that developed countries, with less than one-quarter of the world’s population, consume almost 80% of the world’s resources. In terms of the depletion of the world’s limited resources, therefore, the addition of another child in the developed countries is as significant as the birth of many times as many additional children in the underdeveloped countries. According to this argument, developed nations should curtail their excessively high consumption standards instead of asking less developed nations to restrict their population growth. The latter’s high fertility is really due to their low levels of living, which are in turn largely the result of the overconsumption of the world’s scarce resources by rich nations. This combination of rising affluence and extravagant consumption habits in rich countries and among rich people in poor countries, and not population growth, should be the major world concern. 

3. Population Distribution. According to this third argument, it is not the number of people per se that is causing population problems but their distribution in space. Many regions of the world (e.g., parts of sub-Saharan Africa) and many regions within countries (e.g., the northeastern and Amazon regions of Brazil) are viewed as under populated in terms of available or potential resources. Others simply have too many people concentrated in too small an area (e.g., central Java or most urban concentrations). Governments should therefore strive not to moderate the rate of population growth but rather to bring about a more natural spatial distribution of the population in terms of available land and other productive resources. 

4. Subordination of Women. Perhaps most important, as noted previously, women often bear the disproportionate burdens of poverty, poor education, and limited social mobility. In many cases, their inferior roles, low status, and restricted access to birth control are manifested in their high fertility. According to this argument, population growth is a natural outcome of women’s lack of economic opportunity. If women’s health, education, and economic well-being are improved along with their role and status in both the family and the community, this empowerment of women will inevitably lead to smaller families and lower population growth. 

It’s a Deliberately Contrived False Issue

The second main line of argument denying the significance of population growth as a major development problem is closely allied to the neocolonial dependence theory of underdevelopment. Basically, it is argued that the over concern in the rich nations with the population growth of poor nations is really an attempt by the former to hold down the development of the latter in order to maintain an international status quo that is favorable to the rich nations’ self-interests. Rich nations are pressuring poor nations to adopt aggressive population control programs even though they themselves went through a period of sizable population increase that accelerated their own development processes.

 A radical neo-Marxist version of this argument views population control efforts by rich countries and their allied international agencies as racist or genocidal attempts to reduce the relative or absolute size of the poor, largely nonwhite populations of the world who may someday pose a serious threat to the welfare of the rich, predominantly white societies. Worldwide birth control campaigns are seen as manifestations of the fears of the developed world in the face of a possible radical challenge to the international order by the people who are its first victims

It’s a Desirable Phenomenon
A more conventional economic argument is that of population growth as an essential ingredient to stimulate economic development. Larger populations provide the needed consumer demand to generate favorable economies of scale in production, to lower production costs, and to provide a sufficient and low-cost labor supply to achieve higher output levels. Population “revisionist” economists of the neoclassical counterrevolution school argue, for example, that free markets will always adjust to any scarcities created by population pressures. Such scarcities will drive up prices and signal the need for new cost-saving production technologies. In the end, free markets and human ingenuity (Julian Simon’s “genius” as the “ultimate resource”) will solve any and all problems arising from population growth. This revisionist viewpoint was clearly in contrast with the traditional “orthodox” argument that rapid population growth had serious economic consequences that, if left uncorrected, would slow economic development. 

At the other end of the political spectrum, it has been argued by some developing-world neo Marxist pronatalists that many rural regions in developing countries are in reality under populated in the sense that much unused but arable land could yield large increases in agricultural output if only more people were available to cultivate it. Many regions of tropical Africa and Latin America and even parts of Asia are said to be in this situation. With respect to Africa, for example, some observers have noted that many regions had larger populations in the remote past than after independence. Their rural depopulation resulted not only from the slave trade but also from compulsory military service, confinement to reservations, and the forced-labor policies of former colonial governments. For example, the sixteenth-century Kongo kingdom is said to have had a population of approximately 2 million. But by the time of the colonial conquest, which followed 300 years of slave trade, the population of the region had fallen to less than one-third of that figure. After independence, parts of the Democratic Republic of Congo (formerly known as the Belgian Congo and later as Zaire) had barely caught up to the sixteenth-century numbers. Other regions of western and eastern Africa provide similar examples—at least in the eyes of advocates of rapid population growth in Africa.

 In terms of ratios of population to arable land (land under cultivation, fallow land, pastures, and forests), Africa south of the Sahara is said by these supporters of population expansion to have a total of 1.4 billion arable hectares. Land actually being cultivated amounted to only a fraction of this potential. Thus only 12% of all potential arable land is under cultivation, and this low rural population density is viewed as a serious drawback to raising agricultural output.15 Similar arguments have been expounded with regard to such Latin American countries as Brazil and Argentina. 

Three other noneconomic arguments, each found to some degree in a wide range of developing countries, complete the “population growth is desirable” viewpoint. First, many countries claim a need for population growth to protect currently under populated border regions against the expansionist intentions of neighboring nations. Second, there are many ethnic, racial, and religious groups in less developed countries whose attitudes favoring large family size have to be protected for both moral and political reasons. Finally, military and political powers are often seen as dependent on a large and youthful population. 

Many of these arguments have certain realism about them—if not in fact, then at least in the perceptions of vocal and influential individuals in both the developed and developing worlds. The important point is that they represent a considerable range of opinions and viewpoints and therefore need to be seriously weighed against the counterarguments of theorists who believe that rapid population growth is indeed a real and important problem for underdeveloped countries. Let us now look at some of these counterarguments.

        1.6.2: Population Growth is a Rea l Problem

Positions supporting the need to curtail population growth because of the negative economic, social, and environmental consequences are typically based on one of the following three arguments. 

The Extremist Argument: Population and Global Crisis The extreme version of the population-as-problem position attempts to attribute almost all of the world’s economic and social evils to excessive population growth. Unrestrained population increase is seen as the major crisis facing humankind today. It is regarded as the principal cause of poverty, low levels of living, malnutrition, ill health, environmental degradation, and a wide array of other social problems. Value-laden and incendiary terms such as “population bomb” and “population explosion” are tossed around. Indeed, dire predictions of world food catastrophes and ecological disaster are often attributed almost entirely to the growth in population numbers.16 Such an extreme position leads some of its advocates to assert that “world” (i.e., developing country) population stabilization or even decline is the most urgent contemporary task even if it requires severe and coercive measures such as compulsory sterilization to control family size in some of the most populated developing countries, such as India and Bangladesh. 

The Theoretical Argument: Population-Poverty Cycles and the Need for Family-Planning Programs The population-poverty cycle theory is the main argument advanced by economists who hold that too rapid population growth yields negative economic consequences and thus should be a real concern for developing countries. Advocates start from the basic proposition that population growth intensifies and exacerbates the economic, social, and psychological problems associated with the condition of underdevelopment. Population growth is believed to retard the prospects for a better life for the already born by reducing savings rates at the household and national levels. It also severely draws down limited government revenues simply to provide the most rudimentary economic, health, and social services to the additional people. This in turn further reduces the prospects for any improvement in the levels of living of the existing generation and helps transmit poverty to future generations of low-income families. 

The basic model that economists use to demonstrate these adverse consequences of rapid population growth is a simplification of the standard Solow type neoclassical growth equation.17 Using the standard production function, Y =f(K, L, R, T)—that is, output is a function of capital, labor, resources, and technology— and holding the resource base fixed, we can derive the result

That y - l = a(k - l) + t where y rate of GNI growth, l = rate of labor force (population) growth, k rate of growth of the capital stock, α capital elasticity of output (usually found to be constant), and t the effect of technological change (the Solow residual in empirical studies of sources of economic growth. 

Assuming constant returns to scale, the Equation simply states that the rate of per capita income growth (y - l) is directly proportional to the rate of growth of the capital-labor ratio (k - l) plus the residual effects of technological progress (including improved human and physical capital). Therefore, in the absence of technological change, the higher the rate of population growth (l), the more rapid the rate of capital stock growth (k) must be and thus the greater the concomitant savings and investment rate just to maintain constant levels of per capita income. Moreover, because k may not be independent of l as is traditionally assumed in neoclassical growth models but may in fact be inversely related due to the reduced savings impact implied by the higher dependency burden effects of rapid population growth, it follows that the negative economic impact of population growth may even be greater than these models imply. Finally, if low incomes induce poor families to have more children as a source of cheap labor and old-age security, then we have another vicious circle in progress—poor people have large families partly to compensate for their poverty, but large families mean greater population growth, higher dependency burdens, lower savings, less investment, slower economic growth, and ultimately greater poverty. In an extreme case, a neo-Malthusian population trap can emerge. Population growth is thus seen as both a cause and a consequence of underdevelopment!

Because widespread absolute poverty and low levels of living are thus seen as a major cause of large family size, and large families retard economic growth, it follows that economic and social development is a necessary condition for bringing about an eventual slowing or cessation of population growth at low levels of fertility and mortality. But according to this argument, it is not a sufficient condition—that is, development provides people with the incentives and motivations to limit their family size, but family-planning programs are needed to provide them with the technological means to avoid unwanted pregnancies.

Even though countries such as France, Japan, the United States, Great Britain, and, more recently, Taiwan and South Korea were able to reduce their population growth rates without widespread family-planning clinics, it is argued that the provision of these services will enable other countries desiring to control excessive population growth to do so more rapidly than if these family planning services were not available.  Population growth can tell only part of the story of economic growth. In this regard, William Easterly argued that “even if population growth lowered per capita growth one for one (the general view of the population alarmists), this would explain only about one-third of the variation in per capita growth.

1.7: The Empirical Argument: Seven Negative Consequences of Population Growth

According to the latest empirical research, the potential negative consequences of population growth for economic development can be divided into seven categories: its impact on economic growth, poverty and inequality, education, health, food, the environment, and international migration. 

1. Economic Growth. Evidence shows that although it is not the culprit behind economic stagnation, rapid population growth lowers per capita income growth in most developing countries, especially those that are already poor, dependent on agriculture, and experiencing pressures on land and natural resources.

2. Poverty and Inequality. Even though aggregate statistical correlations between measures of poverty and population growth at the national level are often inconclusive, at the household level the evidence is strong and compelling. The negative consequences of rapid population growth fall most heavily on the poor because they are the ones who are made landless, suffer first from cuts in government health and education programs, and bear the brunt of environmental damage. Poor women once again bear the greatest burden of government austerity programs, and another vicious circle ensues. To the extent that large families perpetuate poverty, they also exacerbate inequality.

3. Education. Although the data are sometimes ambiguous on this point, it is generally agreed that large family size and low incomes restrict the opportunities of parents to educate all their children. At the national level, rapid population growth causes educational expenditures to be spread more thinly, lowering quality for the sake of quantity. This in turn feeds back on economic growth because the stock of human capital is reduced by rapid population growth.

4. Health. High fertility harms the health of mothers and children. It increases the health risks of pregnancy, and closely spaced births have been shown to reduce birth weight and increase child mortality rates.

5. Food. Feeding the world’s population is made more difficult by rapid population growth—a large fraction of developing country food requirements are the result of population increases. New technologies of production must be introduced more rapidly, as the best lands have already been cultivated. International food relief programs become more widespread.

6. Environment. Rapid population growth contributes to environmental degradation in the form of forest encroachment, deforestation, fuel wood depletion, soil erosion, declining fish and animal stocks, inadequate and unsafe water, air pollution, and urban congestion. 

7. International Migration. Many observers consider the increase in international migration, both legal and illegal, to be one of the major consequences of developing countries’ population growth. Though many factors spur migration an excess of job seekers (caused by rapid population growth) over job opportunities is surely one of them. However, unlike the first six consequences listed here, some of the economic and social costs of international migration fall on recipient countries, increasingly in the developed world. It is not surprising, therefore, that this issue has recently taken on political importance in North America and Europe.

 1.8 Some Policy Approaches
In spite of what may appear to be seriously conflicting arguments about the positive and negative consequences of population growth, a common ground has emerged on which many people on both sides of the debate can agree. This position is best characterized by Robert Cassen in Population Policy: A New Consensus:
After decades of controversy over the issue of population policy, there is a new international consensus among and between industrial and developing countries that individuals, countries, and the world at large would be better off if population were to grow more slowly. The consequences of rapid population growth should be neither exaggerated nor minimized. Some past expressions of alarm have been counterproductive, alienating the very audiences they were intended to persuade; at the same time, claims that population growth was not all that important have had the effect of diminishing a proper concern for the subject

The following three propositions constitute the essential components of this intermediate or consensus opinion.
1. Population growth is not the primary cause of low levels of living, extreme inequalities, or the limited freedom of choice that characterize much of the developing world. The fundamental causes of these problems must be sought, rather, in the plight of poor families, especially women, and the failure of other aspects of domestic and international development policy.

2. The problem of population is not simply one of numbers but involves the quality of life and material well-being. Thus developing country population size must be viewed in conjunction with developed-country affluence in relation to the quantity, distribution, and utilization of world resources, not just in relation to developing countries’ indigenous resources.

3. Rapid population growth does serve to intensify problems of underdevelopment and make prospects for development that much more remote. As noted, the momentum of growth means that, barring catastrophe, the population of developing countries will increase dramatically over the coming decades, no matter what fertility control measures are adopted now. It follows that high population growth rates, though not the principal cause of underdevelopment, are nevertheless important contributing factors in specific countries and regions of the world.

In view of these three propositions, we may conclude that the following three policy goals and objectives might be included in any realistic approach to the issue of population growth in developing countries.

 1. In countries or regions where population size, distribution, and growth are viewed as an existing or potential problem, the primary objective of any strategy to limit further growth must deal not only with the population variable per se but also with the underlying social and economic conditions of underdevelopment. Problems such as absolute poverty, gross inequality, widespread unemployment (especially among women), limited female access to education, malnutrition, and poor health facilities must be given high priority. Their amelioration is both a necessary concomitant of development and a fundamental motivational basis for the expanded freedom of the individual to choose an optimal—and in many cases, smaller—family size.

 2. To bring about smaller families through development-induced motivations, family-planning programs providing both the education and the technological means to regulate fertility for people who wish to regulate it should be established. 

3. Developed countries should help developing countries achieve their lowered fertility and mortality objectives not only by providing contraceptives and funding family-planning clinics but, even more important, by curtailing their own excessive depletion of nonrenewable world resources through programs designed to cut back on the unnecessary consumption of products that intensively use such resources; by making genuine commitments to eradicating poverty, illiteracy, disease, and malnutrition in developing countries as well as their own; and by recognizing in both their rhetoric and their international economic and social dealings that development is the real issue, not simply population control.

SUMMARY
In this unit, we looked at population growth and economic development. Our major focus was on the causes and consequences of the rapidly growing population of developing countries on economic growth. This is more so that rapid population growth can have serious consequences for the well being of all of humanity. Areas covered in respect of this phenomenon include the history and structure of world population; the effect of population growth on quality of life, the concept of demographic transition. We wrapped up the unit by looking at the consequences of high fertility in developing countries and policy options available to developing countries towards receiving high fertility rate. In the next unit, we shall look at education as part of human capital in economic development.

             Review Questions  

1. To what extent does rapid population increase make it more difficult to provide essential social services, including housing, transport, sanitation and security?

2.  Why do fertility and population growth rates vary from one country to another?

3. Describe briefly the theory of the demographic transition. At what stage in this transition do most developing countries seem to be? Explain your answer.
4. What is the relationship between the age structure of a population and its dependency burden? Is the dependency burden higher or lower in developing countries? Why?
5. Outline and comment briefly on some of the arguments in support of the idea that population growth is a serious problem in developing nations.
6. List and briefly describe the principal causes of high population growth in developing countries and the major consequences.
CHAPTER TWO

2. Human Capital: Education and Health in Economic Development
Introduction
In the last unit we discussed the issues of population growth and its effect on economic development with particular reference to developing countries. We looked at the consequences of a rapidly growing population for the well being of all of humanity. We concluded that the developed countries need to play vital roles in providing expanded development assistance aimed at greatly reducing the incidence of poverty which remains the biggest cause of fertility.

 In this unit, we shall be looking at Education as a vital component of Human capital in Economic Development. Our main focus shall be on education as a basic objective of development. We shall also examine, the role of education in economic development, more so that recent decades have witnessed on historically unprecedented extension of literacy and other basic education to a majority of people in the developing world. Arguments have been advanced that most human capital is built up through education or training that increases a person’s economic productivity and thus “arming a higher income. Education therefore can be seen as a vital component of growth and development. 

The point was made that plays a key role in the ability of a developing country to absorb modern technology and to develop the capacity for self -sustaining growth and development. We also advanced the argument that the educated populace being a part of national stock of human capital is critical to a country's level and rate of economic development. A better educated population will also contribute to faster and more sustainable development. In this unit, we shall also be looking at the role health plays in a country’s economic development. Health is fundamental to the broader notion of expanded human capabilities that lice at the heart of the meaning of development. It can be seen as a vital component of growth and development in that it constitutes an input into the aggregate production function. The role as both input and output gives education its central importance in economic development.

OBJECTIVES

After studying this unit, you should be able to:

· explain the role of education in economic development

· analyze the best ways to build a country's human capital

· Describe the educational gender gap in all LDCs.

· explain the central role health plays in economic development

2.1. Education and health in developing countries 

Education and health are basic objectives of development; they are important ends in themselves. Health is central to well-being, and education is essential for a satisfying and rewarding life; both are fundamental to the broader notion of expanded human capabilities that lie at the heart of the meaning of development. At the same time, education plays a key role in the ability of a developing country to absorb modern technology and to develop the capacity for self-sustaining growth and development. Moreover, health is a prerequisite for increases in productivity, and successful education relies on adequate health as well. Thus both health and education can also be seen as vital components of growth and development—as inputs to the aggregate production function. Their dual role as both inputs and outputs gives health and education their central importance in economic development.

 It is hard to overstate how truly dramatic the improvements in world health and education have been. In 1950, some 280 of every 1,000 children in the developing world as a whole died before their fifth birthday. By 2008, that number had fallen to 118 per 1,000 in low-income countries and 57 per 1,000 in middle-income countries (though now compared with 7 per 1,000 in high income countries and just 4 in many European countries). Some important killers have been completely or nearly eradicated. Smallpox used to kill more than 5 million people every year; the virus no longer exists outside a few laboratory samples. Major childhood illnesses such as rubella and polio have been largely controlled through the use of vaccines. In addition, recent decades have witnessed a historically unprecedented extension of literacy
 and other basic education to a majority of people in the developing world. The United Nations reports that although there were still a staggering 780 million illiterate people aged 15 or older in the world in 2004, the good news is that 82% of all people are literate today, compared to just 63% as recently as 1970.2 But almost two-thirds of the world’s illiterate people are women.

Despite such outstanding achievements, developing countries continue to face great challenges as they seek to continue to improve the health and education of their people. The distribution of health and education within countries is as important as income distribution; life expectancy may be quite high for better-off people in developing countries but far lower for the poor. Child mortality rates in developing countries remain more than ten times higher than those found in the rich countries. These deaths generally result from conditions that are easily treatable, including millions who continue to die needlessly each year from dehydration caused by diarrhea. If child death rates in developing countries fell to those prevailing in the developed countries, the lives of more than 8 million children would be saved each year. Many children who survive nonetheless suffer chronic problems of malnutrition, debilitating parasitic infections, and other recurrent illnesses. Problems caused by lack of key micronutrients such as iodine, as well as protein, affect nearly 2 billion people, but children are particularly vulnerable. Whereas a child in Europe, North America, or Japan can expect to receive more than 12 years of schooling, the average child in sub-Saharan Africa and South Asia can expect to spend less than five years in school—before taking account of teacher absenteeism and making no adjustment for the lack of schoolbooks and other resources even when a teacher is present. 

In this chapter, we examine the roles of education and health in economic development. These two human capital 
issues are treated together because of their close relationship. Our look at the connections between health and education include similar analytical treatment, because both are forms of human capital; the dual impacts of effects of health spending on the effectiveness of the educational system and vice versa; and the fundamental fact that when we speak of investing in a person’s health and investing in a person’s education, we are after all talking about the same person. We then consider the relationships between income on the one hand and health and education on the other. Despite their close relationship, you will see that higher household income is no guarantee of improved health and education: Human capital must be given direct attention in its own right, even in economies that are growing rapidly. Health and education may be distributed very unequally, just as income and wealth are. But improved health and education help families escape some of the vicious circles of poverty in which they are trapped. Finally, we take a close look at educational and health systems in developing countries, to identify the sources of the severe inequalities and inefficiencies that continue to plague them. The evidence reveals that investments in human capital have to be undertaken with both equity and efficiency for them to have their potential positive effects on incomes.

2.2. Investing in Education and Health: The Human Capital Approach
The analysis of investments in health and education is unified in the human capital approach. Human capital is the term economists often use for education, health, and other human capacities that can raise productivity when increased. An analogy is made to conventional investments in physical capital: After an initial investment is made, a stream of higher future income can be generated from both expansion of education and improvements in health. As a result, a rate of return can be deduced and compared with returns to other investments. This is done by estimating the present discounted value of the increased income stream made possible by these investments and then comparing it with their direct and indirect costs. Of course, health and education also contribute directly to well-being. For example, education increases empowerment and autonomy in major matters in life, such as capacity for civic engagement, making decisions concerning one’s own health care, and freedom to choose one’s own spouse over arranged marriage. But the basic human capital approach focuses on their indirect ability to increase well-being by increasing incomes. In this section, we will generally illustrate points with educational investments, but the same principles apply to health investments. 

The impact of human capital investments in developing countries can be quite substantial. The Figure below shows the age-earnings profiles by levels of education in Venezuela. The chart shows how incomes vary over the life cycle for people with various levels of education. Note that those with higher levels of education start full-time work at a later age, but as the graph shows, their incomes quickly outpace those who started working earlier. But such future income gains from education must be compared with the total costs incurred to understand the value of human capital as an investment. Education costs include any direct tuition or other expenditures specifically related to education, such as books and required school uniforms, and indirect costs, primarily income forgone because the student could not work while in school.

 Formally, the income gains can be written as follows, where E is income with extra education, N is income without extra education, t is year, i is the discount rate
, and the summation is over expected years of working life:
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Fig: Age earnings profile by level of education. Level of Education
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An analogous formula applies to health (such as improved nutritional status), with the direct and indirect cost of resources devoted to health compared with the extra income gained in the future as a result of higher health status.

The Figure below provides a typical schematic representation of the trade-offs involved in the decision to continue in school. It is assumed that the individual works from the time he or she finishes school until he or she is unable to work, retires, or dies. This is taken to be 66 years. Two earnings profiles are presented— for workers with primary school but no secondary education and for those with a full secondary (but no higher) education. Primary graduates are assumed to begin work at age 13, secondary graduates at age 17. For an individual in a developing country deciding whether to go on from primary to secondary education, four years of income are forgone. This is the indirect cost, as labeled in the diagram. The child may work part time, a possibility ignored here for simplicity, but if so, only part of the indirect-cost area applies. There is also a direct cost, such as fees, school uniforms, books, and other expenditures that would not have been made if the individual had left school at the end of the primary grades. Over the rest of the person’s life, he or she makes more money each year than would have been earned with only a primary education. This differential is labeled “Benefits” in the diagram. Before comparing costs with benefits, note that a dollar today is worth more to an individual than a dollar in the future, so those future income gains must be discounted accordingly, as is done in the above Equation. The rate of return will be higher whenever the discount rate is lower, the direct or indirect costs are lower, or the benefits are higher.

Fig: financial tradeoff in the decision to continue in school 
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2.1  Improving Health and Education: Why Increasing Income Is Not Sufficient?
Health and education levels are much higher in high-income countries. There are good reasons to believe that the causality runs in both directions: With higher income, people and governments can afford to spend more on education and health, and with greater health and education, higher productivity and incomes are possible. Because of these relationships, development policy needs to focus on income, health, and education simultaneously.

 People will spend more on human capital when income is higher. But the evidence shows clearly that even if we were able to raise incomes without a large improvement in health and education, we could not count on that income increase being used to adequately invest in children’s education and health. The market will not solve this problem automatically, and in many cases, household consumption choices themselves may lead to a surprisingly small link between income and nutrition, especially for children. The income elasticity of the demand for calories (that is, the percentage change in calories consumed for a percentage change in family incomes) among low-income people range from near zero to about 0.5, depending on the region and the statistical strategy used by the researchers.6 This less than proportional response is due to two factors: Income is spent on other goods besides food, and part of the increased food expenditures is used to increase food variety without necessarily increasing the consumption of calories. If the relationship between income and nutrition is indeed quite low, as some studies suggest, then development policies that emphasize increasing incomes of the poor without attention to the way these additional resources are expended within the family may not lead to improved health and successful development more generally, at least not very quickly in recent years. In this case, credit may help the poor improve their nutrition, for example, because seasonal price fluctuations are also shown to be an important determinant of calorie consumption along with average income among the very poor, but credit will not be sufficient if nutrition remains inadequate and does not improve automatically with higher income.

 Note that even if income elasticity for calories are higher than the traditional very low estimates imply—say, on the order of 0.3 to 0.58—calories are not the same as nutrition, and the nutrition of earners is not the same as the nutrition of their children. The income elasticity of “convenience” foods is greater than unity. An increase in income frequently allows families in developing countries to switch consumption from nutritious foods such as beans and rice to non nutritious “empty calories” such as candy and soda, which may be perceived as modern and symbolic of economic success. Parents may then fail to place restrictions on children’s consumption of such items or to place positive restrictions on consumption of nutritious foods. 

There is considerable evidence that the better the education of the mother, the better the health of her children .Usually, formal education is needed in complementary relationship with ongoing access to current information. Paul Glewwe found in an analysis of data from Morocco that a mother’s basic health knowledge had a positive effect on her children’s health. Several mechanisms were possible, such as that “formal education directly teaches health knowledge to future mothers; literacy and numeracy skills acquired in school assist future mothers in diagnosing and treating child health problems; and exposure to modern society from formal schooling makes women more receptive to modern medical treatments.” But, Glewwe concludes, “mother’s health knowledge alone appears to be the crucial skill for raising child health. In Morocco, such knowledge is primarily obtained outside the classroom, although it is obtained using literacy and numeracy skills learned in school. . . . Teaching of health knowledge skills in Moroccan schools could substantially raise child health and nutrition in Morocco. There are still opportunities for improving health through simple activities in school that have not been utilized. 

Health status, once attained, also affects school performance, as has been shown in studies of many developing countries. Better health and nutrition leads to earlier and longer school enrollment, better school attendance, and more effective learning. For example, it has been found that the probability of attending school among nutritionally stunted children in Nepal is far lower than for non stunted students. Undernourished children were found to lag 20% in test score gains in northeast Brazil, one of the worst pockets of poverty in Latin America. Children with low height for their age, an indicator of under nutrition, have been found to lag in school grade attainment in many parts of the world, including rural China and Thailand. Thus to improve the effectiveness of schooling, we must improve the health of children in developing countries. Indeed, advances in statistical methods are showing that the links from health to educational attainment in developing countries are stronger than had been believed. These effects are large for both boys and especially for girls.

 Finally, there are other important spillover benefits to investment in one’s health or education. An educated person provides benefits to people around him or her, such as reading for them or coming up with innovations that benefit the community. As a result, there are significant market failures in education. Moreover, a healthy person is not only less contagious but can also benefit the community in many ways that a sick person cannot. Because of such spillover effects, the market cannot be counted on to deliver the socially efficient levels of health and education. Thus, as the World Health Organization (WHO) concluded, “Ultimate responsibility for the performance of a country’s health system lies with government. Developing-country officials are drawing lessons from the many studies showing the interrelationships among health, education, and incomes and are devising integrated strategies. 

2.3. Educational Systems and Development 

Much of the literature and public discussion about education and economic development in general, and education and employment in particular, revolves around two fundamental economic processes: (1) the interaction between economically motivated demands and politically responsive supplies in determining how many quality school places are provided, who gets access to these places, and what kind of instruction they receive and (2) the important distinction between social and private benefits and costs of different levels of education and the implications of these differentials for educational investment strategy.

Educational Supply and Demand: The Relationship between Employments  
              Opportunities and Educational Demands
The amount of schooling received by an individual, although affected by many nonmarket factors, can be regarded as largely determined by demand and supply, like any other commodity or service.37 On the demand side, the two principal influences on the amount of schooling desired are (1) a more educated student’s prospects of earning considerably more income through future modern-sector employment (the family’s private benefits of education) and (2) the educational costs, both direct and indirect, that a student or family must bear. The amount of education demanded is thus in reality a derived demand for high-wage employment opportunities in the modern sector. This is because access to such jobs is largely determined by an individual’s education. 

On the supply side, the quantity of school places at the primary, secondary, and university levels is determined largely by political processes, often unrelated to economic criteria. Given mounting political pressure throughout the developing world for greater numbers of school places at higher levels, we can for convenience assume that the public supply of these places is fixed by the level of government educational expenditures. These are in turn influenced by the level of aggregate private demand for education. 

Because the amount of education demanded largely determines the supply (within the limits of government financial feasibility), let us look more closely at the economic (employment-oriented) determinants of this derived demand. 

The amount of schooling demanded that is sufficient to qualify an individual for modern-sector jobs appears to be related to or determined by the combined influence of four variables: the wage or income differential, the probability of success in finding modern-sector employment, the direct private costs of education, and the indirect or opportunity costs of education. 

Supply and amount demanded are equated not by a price-adjusting market mechanism but rather institutionally, largely by the state. The social benefits of education (the payoff to society as a whole) for all levels of schooling fall short of the private benefits. 

Governments and formal-sector private employers in many developing countries tend to reinforce this trend by educational certification—continuously upgraded formal educational entry requirements for jobs previously filled by less educated workers. Excess educational qualification becomes formalized and may resist downward adjustment. Moreover, to the extent that trade unions succeed in binding going wages to the educational attainments of jobholders, the going wage for each job will tend to rise (even though worker productivity in that job does not significantly increase). Existing distortions in wage differentials will be magnified, thus stimulating the amount of education demanded even further. 

Note that this political economy process pulls scarce public resources away from the limited and often low-quality basic education available for the many and toward more advanced education for the few. This is both inequitable and economically inefficient.

                             Social versus Private Benefits and Costs
Typically in developing countries, the social costs of education (the opportunity cost to society as a whole resulting from the need to finance costly educational expansion at higher levels when these limited funds might be more productively used in other sectors of the economy) increase rapidly as students climb the educational ladder. The private costs of education (those borne by students themselves) increase more slowly or may even decline.

 This widening gap between social and private costs provides an even greater stimulus to the demand for higher education than it does for education at lower levels. But educational opportunities can be accommodated to these distorted demands only at full social cost. 

The Figure below provides an illustration of this divergence between private and social benefits and costs. It also demonstrates how this divergence can lead to a misallocation of resources when private interests supersede social investment criteria. In Figure ( a) , expected private returns and actual private costs are plotted against years of completed schooling. As a student completes more and more years of schooling, expected private returns grow at a much faster rate than private costs, for reasons explained earlier. To maximize the difference between expected benefits and costs (and thereby the private rate of return to investment in education), the optimal strategy for a student would be to secure as much schooling as possible.

 Now consider Figure (b), where social returns and social costs are plotted against years of schooling. The social benefits curve rises sharply at first, reflecting the improved levels of productivity of, say, small farmers and the self employed that result from receipt of a basic education and the attainment of literacy, arithmetic skills, and elementary vocational skills. Thereafter, the marginal social benefit of additional years of schooling rises more slowly, and the social returns curve begins to level off. By contrast, the social cost curve shows a slow rate of growth for early years of schooling (basic education) and then a much more rapid growth for higher levels of education. This rapid increase in the marginal social costs of post-primary education is the result both of the much more expensive capital and recurrent costs of higher education (buildings and equipment) and the fact that much post-primary education in developing countries is heavily subsidized.

 Fig: Private versus Social Benefits and Costs of Education: An Illustration
FIGURE 8.6 Private versus Social Benefits and Costs of Education:
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It follows from Figure (b) that the optimal strategy from a social viewpoint, the one that maximizes the net social rate of return to educational investment, would be one that focuses on providing all students with at least B years of schooling. Beyond B years, marginal social costs exceed marginal social benefits, so additional public educational investment in new, higher-level school places will yield a negative net social rate of return. The value of B, such as nine years of school, would vary according to economic conditions and will be controversial both because of difficulties in calculating earnings gains and debate over which types of social benefits should be considered. Figure (b) also illustrates the inherent conflict between optimal private and social investment strategies—a conflict that will continue to exist as long as private and social valuations of investment in education continue to diverge as students climb the educational ladder. 

To a large degree, the problem of divergent social versus private benefits and costs has been artificially created by inappropriate public and private policies with regard to wage differentials, educational selectivity, and the pricing of educational services. As a result, private calculations of the value of education exceed its social value, which must take account of unemployment. As long as artificial and nonmarket incentives in the form of disproportionate expected benefits and subsidized costs continue to exist and place a premium on the number of years one spends getting an education, the individual will decide that it is in his or her best private interests to pursue a lengthy formal education process.       

Basic education, which has been steadily approaching the target of universal primary school enrollment, has made great contributions to development, broadly conceived. Moreover, despite the substantial distortions just reviewed, it seems clear that the expansion of educational opportunities has contributed to aggregate economic growth by (1) creating a more productive labor force and endowing it with increased knowledge and skills; (2) providing widespread employment and income-earning opportunities for teachers, school and construction workers, textbook and paper printers, school uniform manufacturers, and related workers; (3) creating a class of educated leaders to fill vacancies left by departing expatriates or otherwise vacant or prospective positions in governmental services, public corporations, private domestic and foreign businesses, and professions; and (4) providing the kind of training and education that would promote literacy and basic skills while encouraging “modern” attitudes on the part of diverse segments of the population.40 Even if alternative investments in the economy could have generated greater growth, this would not detract from the important contributions, noneconomic as well as economic, that education can make and has made to promoting aggregate economic growth. However, we must also consider the structure and pattern of that economic growth and its distribution implications—who benefits.                                                                                                                                                                                                                                                                                                                                                                                                                                                                         

Education, Inequality, and Poverty

Studies have also demonstrated that contrary to what might have been assumed, the educational systems of many developing nations sometimes act to increase rather than to decrease income inequalities. 

The basic reason for this perverse effect of formal education on income distribution is the positive correlation between level of education and level of lifetime earnings. This correlation holds especially for workers who are able to complete upper secondary and university education where income differentials over workers who have completed only part or all of their primary education can be on the order of 300% to 800%. And as levels of earned income are clearly dependent on years of completed schooling, it follows that large income inequalities will be reinforced if students from the middle- and upper-income brackets are represented disproportionately in secondary and university enrollments. In short, if for financial or other reasons the poor are effectively denied access to secondary and higher educational opportunities, the educational system can actually perpetuate and even increase inequality across as well as within generations in developing countries. 

The private costs of primary education (especially in view of the opportunity cost of a child’s labor to poor families) are higher for poor students than for more affluent students, and the expected benefits of (lower-quality) primary education are lower for poor students. Together, the higher costs and lower expected benefits of education mean that a poor family’s rate of return from investment in a child’s education is lower than it is for other families. The poor are therefore more likely to drop out during the early years of schooling. 

As a result of these higher opportunity costs, school attendance, and therefore school performance, tends to be much lower for children of poor families than for those from higher-income backgrounds. This is greatly compounded by the lower quality of schools attended by the poor, plagued by poor teaching and teacher truancy and inadequate facilities. Thus in spite of the (often very recent) existence of free and universal primary education in many developing countries, children of the poor, especially in rural areas, are often unable to proceed beyond the first few years of schooling. 

This financial process of eliminating the relatively poor during their first few years of schooling is often compounded by the substantial tuition charged at the secondary level. Despite the recent rapid proliferation of private schools for non elites in South Asia and other developing regions, their quality is generally not high, and their teacher qualifications are often lower than those in the public schools. In many cases, parents do not appear to be getting what they think they are paying for. The cost of quality education therefore becomes prohibitive to lower-income families, who are often unable to borrow funds to finance their children’s education. Child labor can be understood as a substitute for a loan as a way to bring money to the family now at later cost—a very high cost in the case of child labor. This in effect amounts to a system of educational advancement and selection based not on any criteria of merit but strictly on family income levels. It thus perpetuates concentration of income within certain population groups and means that earned income will accrue primarily to people who already possess the bulk of unearned income and wealth—those whose assets already place them in the upper deciles of the personal income distribution scale. 

The inegalitarian nature of many developing-country educational systems is compounded even further at the university level, where the government may pay the full cost of tuition and fees and even provide university students with income grants in the form of stipends. Because most university students already come from the upper-income brackets (and were so selected at the secondary level), highly subsidized university education using public funds often amounts to a transfer payment from the poor to the wealthy in the name of “free” higher education!

2.4. The Gender Gap: Women and Education

In almost every developing country, young females receive considerably less education than young males. In 66 out of 108 countries, women’s enrollment in primary and secondary education is lower than that of men by at least 10 percentage points. The educational gender gap is the greatest in the poorest countries. For all developing countries taken together, the female literacy rate was 29% lower than male literacy. The relevant to be higher for primary education than for other levels of study, most government are committed to providing free access to primary school to all children. We note that primary school enrollments are generally lower for girls than for boys. This gender gap is widest in South Asia, sub-Saharan Africa and the Middle East. However, Latin America and the Caribbean have already managed to do away with the gender gap in primary and even secondary education. Narrowing the gender gap requires supportive national policies, such as reducing the direct and indirect costs of girls; schooling for their parents and building more schools for girls in education systems that are segregated by sex.

2.5. Consequences of Gender Bias in Health and Education

Studies from around the developing world consistently show that expansion of basic education of girls earns among the very highest rates of return of any investment—much larger, for example, than most public infrastructure projects. One estimate is that the global cost of failing to educate girls is about $92 billion a year. This is one reason why discrimination against girls in education is not just inequitable but very costly from the standpoint of achieving development goals. 

Education of girls has also been shown to be one of the most cost-effective means of improving local health standards. Studies by the United Nations, the World Bank, and other agencies have concluded that the social benefits alone of increased education of girls is more than sufficient to cover its costs—even before considering the added earning power this education would bring.

However, evidence from Pakistan, Bangladesh, and other countries shows that we cannot assume that education of girls will increase automatically with increases in family income. 

Inferior education and health care access for girls shows the interlinked nature of economic incentives and the cultural setting. In many parts of Asia, a boy provides future economic benefits, such as support of parents in their old age and possible receipt of a dowry upon marriage, and often continues to work on the farm into adulthood. A girl, in contrast, may require a dowry upon marriage, often at a young age, and will then move to the village of her husband’s family, becoming responsible for the welfare of her husband’s parents rather than her own. A girl from a poor rural family in South Asia will in many cases perceive no suitable alternatives in life than serving a husband and his family; indeed, a more educated girl may be considered “less marriageable.” For the parents, treatment of disease may be expensive and may require several days lost from work to go into town for medical attention. Empirical studies demonstrate what we might guess from these perverse incentives: Often more strenuous efforts are made to save the life of a son than a daughter, and girls generally receive less schooling than boys. 

The bias toward boys helps explain the “missing women” mystery. In Asia, the United Nations has found that there are far fewer females as a share of the population than would be predicted by demographic norms. Estimating from developed-country gender ratios, Nobel laureate Amartya Sen concluded that worldwide “many more than” 100 million women are “missing.” Evidence shows that these conditions are continuing to worsen in China and India, implying that tens of millions of young males will be unable to marry, increasing the chances of future social instability. As Sen notes, that dearth of women is not just a matter of poverty per se because in Africa, where poverty is most severe, there are actually about 2% more women than men. Although this number is not as high as in Western Europe and North America, it is still much higher than in Asia, which has higher income on average. A large part of the explanation is poorer treatment of girls. Figure 8.5 shows the female-male ratios in the total population in selected regions and countries as of 1999. As of 2010, the estimated ratio of males to females in China and India was 1.0 and 1.08 respectively, compared with 0.98 in the United States, United Kingdom, and Canada. The problem may be worsening in several countries including China, where the Chinese Academy of Sciences estimated in a 2010 report that 119.5 boys were born for every 100 girls in 2009; sex-selective abortion is an important cause.34 In India, this ratio is also a very high 112. These averages obscure much higher ratios in some regions. The evidence on gender bias in Africa is mixed, with some studies finding a small pro-female bias and others a small and possibly rising pro-male bias.

 Greater mothers’ education, however, generally improves prospects for both her sons’ and daughters’ health and education. Studies show that mothers’ level of child stunting, a valid indicator of child under nutrition, is much lower with higher education attainment of the mother at every income level. Harold Alderman and Marito Garcia report that the incidence of child stunting would be reduced by a quarter of current levels (from 63.6% to 47.1% in their sample in Pakistan) if women were to obtain a primary-level education. They note that this is almost ten times the projected impact of a 10% increase in per capita income. Coupled with the result that in many countries, mothers’ education tends to make a disproportionately larger health difference toward daughters than sons, as Duncan Thomas has reported, we can expect major benefits for girls. Taken together, the evidence shows that increases in family income do not automatically result in improved health status or educational attainment. If higher income cannot be expected to necessarily lead to higher health and education, as we will show in subsequent sections, there are no guarantees that higher health or education will lead to higher productivities and incomes.

Much depends on the context, on whether gains from income growth and also the benefits of public investments in health and education and other infrastructure are shared equitably.

2.6. Policies for Health, Education, and Income Generation
  In order to generate economic returns, education and training have to meet the ever-changing demands of the labour market ie they have to equip graduates with the knowledge and skills reached at each stage of a country's economic development. For example, countries moving from planned to market economies usually need more people trained in economics and business management to work in emerging private sectors as well as in reformed public sectors.

 Investing in education is not only an important way to build a country's human capital and move it closer to the knowledge economy, thus improving in prospects for economic growth and higher living standard. For every individual, education also has a value in its own right because education broadens people's horizons and helps them to live healthier, more financially secure and more fulfilling question to ask here is why is female education important? The answer is that there now exists ample empirical evidence that educational discrimination against women hinders economic development in addition to reinforcing social inequality.

 The point to note in this discussion is that closing the educational gender gap by expanding educational opportunities for women in economically desirable for the following reasons at the rate of return on women's education is higher than that in men's in most developing countries (ii) increasing women's education not only increases their productivity on the farm and in the factory but also results in greater labour participation (iii) improved child health and nutrition and more educated mothers bad to multiplier effects on the quality of a nation’s human resources for many generations to come. (iv) because women carry a disproportionate burden of poverty and landlessness that permeates developing societies, any significant improvements in their role and status in education can have an important impact on breaking the vicious cycle of poverty and inadequate schooling.
                 SUMMARY 

In this unit we discussed human capital development. You have been exposed to the role which education plays in economic development. 

Developing nations are confronted with two basic alternatives in their policy approaches to problems of education. They can continue automatically to expand formal systems at the fastest possible pace with perhaps some minor modifications in curricula, teaching methods, and examinations, while retaining the same institutional labor market structures and educational costing policies. Or they can attempt to reform the overall educational system by modifying the conditions of demand for and the supply of educational opportunities and by reorienting curricula in accordance with the real resource needs of the nation. Evidences leads to the conclusion that the first alternative is likely to exacerbate the problems of unemployment, poverty, inequality, rural stagnation, and international intellectual dominance that now define the conditions of underdevelopment in much of Africa, Asia, and Latin America and that the second alternative should therefore be pursued. 

Review Questions

1. Discuss the role of education in human capital development.

2. What is meant by the statement “The demand for education is a ‘derived demand’ for high-paying modern-sector job opportunities”? 
3. Does the education of women tend to reduce their fertility? Why?
4.  Do educational systems typical of most developing countries tend to reduce, exacerbate, or have no effect on inequality and poverty? Explain with specific reference to Ethiopia.
5.  Distinguish carefully between private and social benefits and costs of education.
CHAPTER THREE
3. Rural-Urban Interaction, Migration, and Unemployment

“Cities will increasingly become the main players in the global economy”.

—Kofi Annan, former secretary general of the United Nations and Nobel laureate for Peace

By fostering economic growth, urbanization helped reduce absolute poverty
in the aggregate but did little for urban poverty.
—Martin Ravallion, Shaohua Chen, and Prem Sangraula, 2008

                                           Introduction 
After the end of this chapter, students be able to:

· Explain urbanization  and its role for development 

· Investigate urban giants and the cause  of urban giants

· Examine  Harris – Todaro  rural  -urban  migration model 

· Elaborate the policy implication of rural  -urban migration models 

· Assess informal sector development and its role for development  

3.1. Migration and urbanization dilemma

Dear students! In this chapter, we focus on one of the most complex and nuanced dilemmas of the development process: the phenomenon of massive and historically unprecedented movements of people from the rural countryside to the burgeoning cities of Africa, Asia, and Latin America. 

According to United Nations estimates, the world became more urban than rural in 2008, for the first time in human history. By 2050, world population could reach 9.4 billion people, and nowhere will population growth be more dramatic than in the major cities of the developing world.

Dear students! What do you think about the influence of urbanization on economic growth? Do it foster or not?----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

                                          Urbanization: Trends and Projections

One of the most accepted “stylized fact” in the development process is there is strong correlation (positive) between urbanization and per capita income.  This implies that, the more developed a country with per capital income, the greater share of population live in the urban area.  Now a day, in developing country urbanization growth with the faster rate.       

One of the most significant of all postwar demographic phenomena and the one that promises to loom even larger in the future is the rapid growth of cities in developing countries. In 1950, some 275 million people were living in Third World cities, 38% of world urban population.

According to U.N. estimates, the world's urban population had reached 2.6 billion by 1995, with 66% (1.7 billion) living in metropolitan areas of developing countries. The United Nations projects that in 2025, over 4.1 billion, or 80%, of the urban dwellers of the world will reside in less developed regions. 

A central question related to the unprecedented size of these urban agglomerations is how these LDC cities will cope economically, environmentally, and politically-with such acute concentrations of people. While it is true that cities offer the cost-reducing advantages of agglomeration economies and economies of scale and proximity as well as numerous economic and social externalities (e.g., skilled workers, cheap transport, social and cultural amenities), the social costs of a progressive overloading of housing and social services increased crime, pollution, and congestion, tend gradually to outweigh these historical urban advantages. 

These sizes are such that any economies of location are dwarfed by costs of congestion. The rapid population growth that has produced them will have far outpaced the growth of human and physical infrastructure needed for even moderately efficient economic life and orderly political and social relationships, let alone amenity for their residents. 
A long with the rapid spread of urbanization and the urban bias in development strategies,  has come the prolific growth of huge slums and shantytowns. Today slum settlements represent over one-third of the urban population in all developing countries. Most of settlements are without clean water, sewage systems, or electricity. For example, metropolitan Cairo is attempting to cope with a population of 10 million people with a water and sanitation system built to serve 2 million.

Dear students! What do you know about urban bias? --------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Good. It is a situation that government create widen gap between urban and rural economies or urban government favor urban sector in their development policy. 

Dear students!  Sub-Saharan Africa is the world’s most rapidly urbanizing region, and almost all of this growth has been in slums, where new city residents face overcrowding, inadequate housing, and a lack of water and sanitation. In Western Asia, as well, most of the urban growth is occurring in slums. The rapid expansion of urban areas in Southern and Eastern Asia is creating cities of unprecedented size and complexity and new challenges for providing a decent environment for the poor. Northern Africa is the only developing region where the quality of urban life is improving: In this region, the proportion of city dwellers living in slums has decreased by 0.15 per cent annually. Although population growth and accelerated rural-to-urban migration are chiefly responsible for the explosion in urban shantytowns, part of the blame rests with LDC governments. 

Their misguided policies regarding urban planning and outmoded building codes often mean that 80% to 90% of new urban housing is illegal. Given the widespread dissatisfaction with rapid urban growth in developing countries, the critical issue that needs to be addressed is the extent to which national governments can formulate development policies that can have a definite impact on trends in urban growth.

Dear student!  Can you define rural – urban migration? ---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Rural-urban migration: The movement of people from rural villages, towns, and farms to urban centers (cities) in search of jobs.

3.2 The Role of Cities and the Urban Giantism Problem

Dear student! What do urbanization / growth of cities contribute to  development ?--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Growth of cities provides cost advantage to both consumers and producer through agglomeration economies. An agglomeration economy comes in two forms. These are urbanization economies and localization economies. 

Urbanization economies:  Agglomeration effects associated with the general growth of a concentrated geographic region.

Localization economies: Agglomeration effects captured by particular sectors of the economy, such as finance or autos, as they grow within an area. It takes forward and backward linkage. When transportation costs are significant, users of the outputs of an industry may benefit from a nearby location to save on these costs. This benefit is a type of forward linkage. In addition, firms of the same or related industries may benefit from being located in the same city, so they can all draw on a large pool of workers with the specific skills used in that sector or from specialized infrastructure. This is a type of backward linkage. Workers with specialized skills appropriate to the industry prefer to be located there as well so that they can easily find a new job or be in a position to take advantage of better opportunities. 

                 Industrial Districts and Clustering

An economic definition of a city is “an area with relatively high population density that contains a set of closely related activities.” Firms often also prefer to be located where they can learn from other firms doing similar work. Learning takes place in both formal relationships, such as joint ventures, and informal ones, such as from tips learned in evening social clubs or over lunch. These spillovers are also agglomeration economies, part of the benefits of what Alfred Marshall called “industrial districts,” and they play a big role in Michael Porter’s “clusters” theory of competitive advantage. Firms located in such industrial districts also benefit from the opportunity to contract out work easily when an unusually large order materialize.

Quality of clusters, or Industrial Districts, is a key to sectoral efficiency Firms often also prefer to be located where they can learn from other firms doing similar work Unfortunately a majority of developing countries have made only limited progress social capital is also critical, especially group trust and a shared history of successful collective action, which requires time to develop social capital is the productive value of a set of social institutions and norms, including group trust, expected cooperative behaviors with predictable punishments for deviations, and a shared history of successful collective action, that raises expectations for participation in future cooperative behavior. China: a country that has made huge strides in generating industrial districts over the last decade

                                    Urbanization Costs and Efficient Urban Scale

· For efficient urban scaling, there is congestion cost. 

Dear students! Can you define  what congestion  mean?--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

That is great!  Congestion:  An action taken by one agent that decreases the incentives for other agents to take similar actions.

 Dear students! Economically efficient urban scale (from point of view of productive efficiency) found were average costs for industries are lowest. Generally, differing efficient scales for different industrial specializations imply different city sizes. Smaller cities may be expected in labor-intensive developing countries. The higher the urban density, the higher the costs of real estate.

                                   The Urban Gigantism Problem

Dear students! Have you heard about urban giantism?  What cause urban giantintism problem? ----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------- 

That is great! In the case of developing countries, the main transportation routes are often a legacy of colonialism.  Theorists of the dependence school have compared colonial transportation networks to drainage systems, emphasizing ease of extraction of the country’s natural resources. In many cases, the capital city will be located near the outlet of this system on the seacoast.  This type of transportation system is also called a “hub-and-spoke system,” which is especially visible when the capital city is located in the interior of the country. Many nations inherited a hub-and-spoke system from colonial times, including many in Africa and Latin America, which also facilitated movement of troops from the capital to the outlying towns to suppress revolts. 

                                            First City Bias
Dear learner! what do you mean first urban bias?-------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

That is good! A form of urban bias that has often caused considerable distortions might be termed first-city bias. 
The country’s largest or “first-place” city receives a disproportionately large share of public investment and incentives for private investment in relation to the country’s second-largest city and other smaller cities. As a result, the first city receives a disproportionately and inefficiently large share of population and economic activity. Some other developing countries have remarkably outsized first cities, notably Thailand, where Bangkok has a population about 20 times the size of the second city.

                                   Causes of Urban Giantism

Dear learner! Do you know what causes urban gaintism?-------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

That is great! Generally, urban gigantism probably results from a combination of a hub-and-spoke transportation system and the location of the political capital in the largest city. This is further reinforced by a political culture of rent seeking and the capital market failures that make the creation of new urban centers a task that markets cannot complete. 

Under Import substitution industrialization, with a high level of protection, there is much less international trade, and population and economic activity have an incentive to concentrate in a single city, largely to avoid transportation costs. Thus firms wish to set up operations in the city where the most consumers already live, which attracts more people to the region in search of jobs and perhaps lower prices.  Another explanation for urban giants focuses on the consequences of dictators’ efforts to remain in power. A study shows that, on average, a much larger share of a country’s urbanized population (37%) lives in the first city in unstable dictatorships than in stable democracies (23%).  Another political economy factor contributes to capital city gigantism: It becomes advantageous for firms to be located where they have easy access to government officials, to curry political favor from a regime that can be induced to give companies special favors for a price or that simply demands bribes to function at all. 

                               3.3. The Urban Informal Sector

Dear learner! What does it means informal sector? ---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Thai is good!  Informal sector: The part of the urban economy of developing countries characterized by small competitive individual or family firms, petty retail trade and services, labor-intensive methods, free entry, and market-determined factor and product prices.

One of the major focuses of development theory has been on the dualistic nature of developing countries' national economies – the existence of a modern urban capitalist sector geared toward capital-intensive, large-scale production and traditional rural subsistence sector geared toward labor-intensive, small-scale production. In recent years, this dualistic analysis has also been applied specifically to the urban economy, which has been decomposed into a formal and an informal sector. 

The informal sector continues to play an important role in developing countries. In many developing countries, about half of the employed urban population works in the informal sector. We find a high informal-sector employment in cities throughout the developing world. For example, in India, the urban informal sector comprises 28.5% of employment in Kolkata, 46.5% in Ahmed abad, 49.5% in Mumbai, 53.8% in Chennai, 61.4% in Delhi, and 65.5% in Bangaluru. 

The informal sector is characterized by a large number of small-scale production and service activities that are individually or family owned and uses labor intensive and simple technology.
The usually self-employed workers in this sector have little formal education, are generally unskilled, and lack access to financial capital.  As a result, worker productivity and income tend to be lower in the informal sector than in the formal sector. Moreover, workers in the informal sector do not enjoy the measures of protection afforded by the formal modern sector in terms of job security, decent working conditions, and old age pensions.  Most workers entering this sector are recent migrants from rural areas unable to find employment in the formal sector. Their motivation is usually to obtain sufficient income for survival, relying on their own indigenous resources to create work. Most inhabit shacks that they themselves have built in slums and squatter settlements, which generally lack minimal public services. 
                      Policies for the Urban Informal Sector

In terms of its relationship with other sectors, the informal sector is linked with the rural sector in that it allows excess labor to escape from rural poverty and underemployment. The formal sector depends on the informal sector for cheap inputs and wage goods for its workers, and the informal sector in turn depends on the growth of the formal sector for a good portion of its income and clientele. Informal-sector incomes have remained persistently higher than those in the poorest rural regions despite the continued flow of rural-urban migration. The informal sector also often subsidizes the formal sector by providing raw materials and basic commodities for its workers at artificially low prices maintained through the formal sector's economic power and legitimacy granted by the government.

The important role that the informal sector plays in providing income opportunities for the poor is open to debate. There is some question as to whether the informal sector is merely a holding ground for people awaiting entry into the formal sector - transitional phase until it is self absorbed by the formal sector or whether it is here to stay and should in fact be promoted as a major source of employment and income for the urban labor force. There seems to be a good argument in support of the latter view. The formal sector in developing countries has a small base in terms of output and employment. In order to absorb future additions to the urban labor force, the formal sec​tor must be able to generate employment at a very high rate of at least 10% per annum. But this much growth seems highly unlikely in view of current trends. Thus the burden on the informal sector to absorb more labor will continue to grow unless other solutions to the urban unemployment problem are provided.

One of the major disadvantages in promoting the informal sector lies in the strong relationship between rural-urban migration and labor absorption in the informal sector. Promoting income and employment opportunities in the informal sector could aggravate the urban unemployment problem by attracting more labor than either the informal or the formal sector could absorb.

 Furthermore, there is concern over the environmental consequences of a highly concentrated informal sector in the urban areas. Many informal-sector activities cause pollution and congestion and inconvenience to pedestrians. Moreover, increased densities in slums and low-income neighborhoods, coupled with poor urban services, could cause enormous problems for urban areas. Any policy measures designed to promote the informal sector must be able to cope with these various problems.

                            3.4 Economic Model of Rural-Urban Migration

Dear learner!  Do you know economic models that emphasizing rural –urban migration? ---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------- 

That is great!. There are different economic models that deal about rural o urban migration. Of which, Michel Todaro verbal description models and Harris – Todaro models are taken as example. 

                                     A Verbal Description of the Todaro Model

Basically, the assumption of verbal description model take account in migration is primarily an economic phenomenon, which for the individual migrant can be a quite rational decision.

 Despite the existence of urban unemployment, the Todaro model postulates that migration proceeds in response to urban-rural differences in expected income rather than actual earnings. The fundamental premise is that migrants consider the various labor market opportunities available to them in the rural and urban sectors and choose the one that maximizes their expected gains from migration. 

 Expected gains are measured by the difference in real incomes between rural and urban work and the probability of a new migrant's obtaining an urban job.   In essence, the theory assumes that members of the labor force compare their expected incomes for a given time horizon in the urban sector (the difference between returns and costs of migration) with prevailing average rural incomes and migrate if the former exceeds the latter. 

· It is important to recognize, however, this migration models were developed largely in the context of advanced industrial economies and hence implicitly assume the existence of full or near-full employment.  In a full-employment environment, the decision to migrate can be based solely on the desire to secure the highest-paid job wherever it becomes available. Simple economic theory would then indicate that such migration should lead to a reduction in wage differentials through the interaction of the forces of supply and demand, in areas of both emigration and immigration. 

Unfortunately, such an analysis is not realistic in the context of the institutional and economic framework of most developing nations. First, these countries are beset by a chronic unemployment problem that a typical migrant cannot expect to secure a high paying urban job immediately. 

Consequently, in deciding to migrate, the individual must balance the probabilities and risks of being unemployed or underemployed for a considerable period of time against the positive urban-rural real income differential. 

Generally Todaro migration models: explains rural-urban migration as an economically rational process despite high urban unemployment. Migrants calculate (present value of) urban expected income (or its equivalent) and move if this exceeds average rural income.
                                  Harris -Todaro models of migration 

 Harris-Todaro model: it is an equilibrium version of the Todaro migration model that predicts that expected incomes will be equated across rural and urban sectors when taking into account informal sector activities and outright unemployment. 

Dear learner!   Can you list some of the assumption of Harris- Todaro migration model? ------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------ 

That is excellent!   To draw the model diagrammatically, the following assumption s were considered.

1. Migration is an individual rational decision
2. Only two sectors : rural agriculture & urban manufacturing 

3. Migration proceeds in response to urban-rural differences in expected income rather than actual earnings
4. Compare of expected incomes for a given time horizon in the urban sector (returns minus costs of migration) with prevailing average rural incomes in a context of a urban job lottery

[image: image14.png]



           Fig 3.1 if the labor market is perfectly competitive (wage is flexible)

From the graph, if wages were perfectly flexible, equal wages would be paid in industry and agriculture and there would be no involuntary unemployment.  
Dear students! What are the factors that make workers in urban formal sectors paid higher than equilibrium wage? ---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------- 

That is great. These are some of the factors: 
· Unions

·  Government policy

· Incentives to workers to expend effort when labor cannot be directly supervised without tremendous costs.

· The threat being fired. Then one would have to return to the country or find work in the urban informal sector

         Generally, Todaro migration model has four basic characteristics 

1. Migration is stimulated primarily by rational economic considerations of relative benefits and costs, mostly financial but also psychological.

2.  The decision to migrate depends on expected rather than actual urban rural real-wage differentials where the expected differential is determined by the interaction of two variables, the actual urban-rural wage differential and the probability of successfully obtaining employment in the urban sector 

3. The probability of obtaining an urban job is directly related to the urban employment rate and thus inversely related to the urban unemployment rate.

4.  Migration rates in excess of urban job opportunity growth rates are not only possible but also rational and even likely in the face of wide urban rural expected income differentials. High rates of urban unemployment are therefore inevitable outcomes of the serious imbalance of economic opportunities between urban and rural areas in most underdeveloped countries. 

                                      Five policy implication

Dear learner! Can you mention the policy implication of rural urban migration ?--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------- 

That is great! Although the Todaro theory might at first seem to devalue the critical importance of rural-urban migration by portraying it as an adjustment mechanism by which workers allocate themselves between rural and urban labor markets, it does have important policy implications for development strategy with regard to wages and incomes, rural development, and industrialization.

First, imbalances in urban-rural employment opportunities caused by the urban bias, particularly first-city bias, of development strategies must be reduced. Because migrants are assumed to respond to differentials in expected incomes, it is vitally important that imbalances between economic opportunities in rural and urban sectors be minimized. When urban wage rates rise faster than average rural incomes, they stimulate further rural-urban migration in spite of rising levels of urban unemployment. This heavy influx of people into urban areas not only gives rise to socioeconomic problems in the cities but may also eventually create problems of labor shortages in rural areas, especially during the busy seasons.

Second, urban job creation is an insufficient solution for the urban unemployment problem.  The traditional (Keynesian) economic solution to urban unemployment (the creation of more urban modern-sector jobs without simultaneous attempts to improve rural incomes and employment opportunities) can result in the paradoxical situation where more urban employment leads to higher levels of urban unemployment. Because migration rates are assumed to respond positively to both higher urban wages and higher urban employment opportunities (or probabilities), it follows that for any given positive urban-rural wage differential (in most developing countries, urban wages are typically three to four times as large as rural wages), higher urban employment rates will widen the expected differential and induce even higher rates of rural-urban migration. For every new job created, two or three migrants who were productively occupied in rural areas may come to the city. Thus if 100 new jobs are created, there may be as many as 300 new migrants and therefore 200 more urban unemployed. Hence a policy designed to reduce urban unemployment may lead not only to higher levels of urban unemployment but also to lower levels of agricultural output due to induced migration.

NB. Induced migration Process in which the creation of urban jobs raises expected incomes and induces more people to migrate from rural areas. 

Third, indiscriminate educational expansion will lead to further migration and unemployment. The Todaro model also has important policy implications for curtailing public investment in higher education. The heavy influx of rural migrants into urban areas at rates much in excess of new employment opportunities necessitates rationing in the selection of new employees. For the same wage, employers will hire people with more education in preference to those with less, even though extra education may not contribute to better job performance. Jobs that could formerly be filled by those with a primary education now require secondary training; those formerly requiring a secondary certificate must now have a university degree. It follows that for any given urban wage, if the probability of success in securing a modern-sector job is higher for people with more education, their expected income differential will also be higher, and they will be more likely to migrate to the cities.

Fourth, wage subsidies and traditional scarcity factor pricing can be counter- ​productive. a Standard economic policy prescription for generating urban employment opportunities is to eliminate factor-price distortions by using "correct" prices, perhaps implemented by wage subsidies (fixed government subsidies to employers for each worker employed) or direct government hiring. Because actual urban wages generally exceed the market or "correct" wage as a result of a variety of institutional factors, it is often argued that the elimination of wage distortions through price adjustments or a subsidy system will encourage more labor- intensive modes of production. 

Finally, programs of integrated rural development should be encouraged. 

Policies that operate only on the demand side of the urban employment picture, such as wage subsidies, direct government hiring, elimination of factor-price distortions, and employer tax incentives, are probably far less effective in the long run in alleviating the unemployment problem than policies designed directly to regulate the supply of labor to urban areas. Clearly, however, some combination of both kinds of policies is most desirable Policies of rural and agricultural development are crucial to this aim. This call for the restoration of a proper balance between rural and urban incomes and for changes in government policies that currently give development programs a strong bias toward the urban industrial sector (e.g., policies in the provision of health, education, and social services).
3.5. Comprehensive strategies for employment and migration

Dear learner! Can you mention some of the comprehensive strategy for migration and employment?-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

That is excellent! Based on the consensus most economist, there are seven key compressive strategy for migration and employment.

1. Creating an appropriate rural-urban economic balance: A more appropriate balance between rural and urban economic opportunities appears to be indispensable to ameliorating/improve both urban and rural unemployment problems and to slowing the pace of rural-urban migration. The main thrust of this activity should be in the integrated development of the rural sector, the spread of rural nonfarm employment opportunities, improved credit access, better agricultural training, the reorientation of social investments toward rural areas, improving rural infrastructure, and addressing shortcomings of rural institutions (including corruption, discrimination, and stratification), the presence of which has the effect of raising the cost of delaying out-migration. 

2. Expansion of Small-scale, Labor-intensive Industries: Expansion of these mostly small-scale and labor-intensive industries in both urban and rural areas can be accomplished in two ways: directly, through government investment and incentives and improved access to credit, particularly for activities in the urban informal sector, and indirectly, through income redistribution to the rural poor, whose structure of consumer demand is both less import-intensive and more labour-intensive than that of the rich.
3. Eliminating Factor Price Distortions:  There is ample evidence to demonstrate that correcting factor price distortions—primarily by eliminating various capital subsidies and curtailing the growth of urban wages through market-based pricing—would increase employment opportunities and make better use of scarce capital resources. But by how much or how quickly these policies would work is not clear. Moreover, their migration implications would have to be ascertained. Correct pricing policies by themselves are insufficient to fundamentally alter the present employment situation. 
4. Choosing appropriate labor-intensive technologies of production: One of the principal factors inhibiting the success of any long-run program of employment creation in both urban industry and rural agriculture is the almost complete technological dependence on (typically laborsaving) machinery and equipment from the developed countries. Domestic and international efforts can help reduce this dependence by developing technological research and adaptation capacities in developing countries. Such efforts might first be linked to the development of small-scale, labor-intensive rural and urban enterprises. They could focus on developing low-cost, labor-intensive methods of meeting rural infrastructure needs, including roads, irrigation and drainage systems, and essential health and educational services. This is an area where scientific and technological assistance from the developed countries could prove extremely helpful. 
5. Modifying The Linkage Between Education And Employment:  The emergence of the phenomenon of the educated unemployed is calling into question the appropriateness of the massive quantitative expansion of educational systems, especially at the higher levels. Formal education has become the rationing tunnel through which all prospective jobholders must pass. Although a full discussion of educational problems and policies must await the next chapter, one way to moderate the excessive demand for additional years of schooling (which in reality is a demand for modern-sector jobs) would be for governments, often the largest employers, to base their hiring practices and their wage structures on other criteria. Moreover, the creation of attractive economic opportunities in rural areas would make it easier to redirect educational systems toward the needs of rural development. At present, many of the skills needed for development remain largely neglected.
6. Reducing population growth: This is most efficiently accomplished through reductions in absolute poverty and inequality, particularly for women, along with the expanded provision of family-planning and rural health services. The labor force size for the next two decades is already determined by today’s birth rates, and hidden momentum of population growth applies as well to labor force growth. Together with the demand policies identified in points 1 through 5, the population and labor supply reduction policies described in this chapter provide an essential ingredient in any strategy to combat the severe employment problems that developing countries face now and in future years. 
7. Decentralizing authority to cities and neighborhoods: Experience shows that decentralization of authority to municipalities is an essential step in the improvement of urban policies and the quality of public services. Local conditions vary greatly among small and large cities, as well as across different national regions, and policies need to be designed to reflect these differences. Local officials have greater information about evolving local conditions; and when officials are held accountable for local fiscal performance and know they must answer to recipients of the services they provide, they also have greater incentives to carry out their responsibilities effectively. Decentralization, with increased authority of cities and regions, has been a major international trend in the organization of government.   
                                                          SUMMARY
· Development of cities / urbanization provides cost advantages with agglomeration. There are two forms of agglomeration .i.e.  Urbanization agglomeration and localization agglomeration. 

· Economies of location are dwarfed by costs of congestion.the costs are growth of huge slums and shantytowns, without clean water, sewage systems, or electricity. 
· City has the various roles for the development. Such as sharing of skills,  developed saving benefit infrastructure like; transport and knowledge . 

· Economically efficient urban scale (from point of view of productive efficiency) found were average costs for industries are lowest.
· A form of urban bias that has often caused considerable distortions might be termed first-city bias. 
· There are different factors that cause urban giants. Such as political culture of rent seeking and the capital market failures, high level of protection, and dictators’ efforts to remain in power.
· The existence of a modern urban capitalist sector geared toward capital-intensive, large-scale production and traditional rural subsistence sector geared toward labor-intensive, small-scale production.
· The informal sector is characterized by a large number of small-scale production and service activities that are individually or family owned and uses labor intensive and simple technology. 
· One of the major disadvantages in promoting the informal sector lies in the strong relationship between rural-urban migration and labor absorption in the informal sector. 
· Promoting income and employment opportunities in the informal sector could aggravate the urban unemployment problem by attracting more labor than either the informal or the formal sector could absorb.
· Many informal-sector activities cause pollution and congestion and inconvenience to pedestrians.
· In verbal description models of rural urban migration, migration is assumed to be primarily an economic phenomenon and rational decision. 
· The reasons for workers in the urban formal sector are paid higher than equilibrium wages are Unions, government policy and incentives to workers to expend effort.
· The four characteristics of Todaro model is: 
A.  Migration is stimulated primarily by rational economic considerations of relative benefits and costs, mostly financial but also psychological.

B.  The decision to migrate depends on expected rather than actual urban rural real-wage differentials where the expected differential is determined by the interaction of two variables, the actual urban-rural wage differential and the probability of successfully obtaining employment in the urban sector

C. The probability of obtaining an urban job is directly related to the urban employment rate and thus inversely related to the urban unemployment rate.
D.  Migration rates in excess of urban job opportunity growth rates are not only possible but also rational and even likely in the face of wide urban rural expected income differentials 
· The five policy implication of rural –urban migration model is: 

· Imbalances in urban-rural employment opportunities caused by the urban bias, particularly first-city bias, of development strategies must be reduced
· urban job creation is an insufficient solution for the urban unemployment problem
· indiscriminate educational expansion will lead to further migration and unemployment
· wage subsidies and traditional scarcity factor pricing can be counter- ​productive
· Programs of integrated rural development should be encouraged.
The seven compressive strategies of migration and employment are the following.

I. Creating an appropriate rural-urban economic balance
II. Expansion of Small-scale, Labor-intensive Industries
III. Eliminating Factor Price Distortions
IV. Choosing appropriate labor-intensive technologies of production
V. Modifying The Linkage Between Education And Employment
VI. Reducing population growth
VII. Decentralizing authority to cities and neighborhoods
                                               Review questions 

1). Discuss about the economic definition and the socio economic role of cities

2). Explain briefly the concepts of urban giants and its causes 

3). what is the role of informal sectors& discus the disadvantage of informal sector growth on economic development

4). Explain the general idea of verbal description of Todaro rural urban migration model. 

5). what is meant by the expression “getting prices right”? Under what conditions will eliminating factor price distortions generate substantial new employment opportunities?

6). Why might the problem of rapid urbanization be a more significant population policy issue than curtailing population growth rates over the next two decades for most developing countries?

7). Explain the notion of Harris – Todaro rural urban migration model and its policy implication.

8). List and discuss the compressive strategies of migration and employment 

9). Why are primate cities—generally the capital—often disproportionately large in many developing countries? Which factors can be addressed with better policies? 

10). what is an industrial district? How might governments of developing countries help them succeed?

                                         CHAPTER  FOUR 
                   4.  Agricultural Transformation and Rural Development

It is in the agricultural sector that the battle for long-term economic development will be won or lost.

Gunnar Myrdal, Nobel laureate in economics

Many development policies continue to wrongly assume that farmers are men.
—World Bank, World Development Report, 2008
Africa is the only region where overall food security and livelihoods are deteriorating. We will reverse this trend by working to create an environmentally sustainable, uniquely African Green Revolution. When our poorest farmers finally prosper, all of Africa will benefit.
—Kofi Annan, former secretary general of the United Nations, Nobel laureate for peace, and
first chairman of the Alliance for a Green Revolution in Africa.

                                Introduction

 The major objective of this chapter to examine how agricultural transformation and rural development influence    

                           Learning objectives 

After the end of this chapter, students are able to: 

· Understand  the basic idea of agricultural progress and the essential question that would be asked to agriculture and rural development 

· Examine the agrarian system in developing  countries and  the role of agriculture in the economic development 

·  Discuss the role of women in agriculture and its contribution  to nations development 

· Explain challenge and opportunity of agricultural productivity and what remedial measure should be taken to foster agricultural productivity. 

4.1. Agricultural Progress and Rural Development

Traditionally in economic development, agriculture has been assumed to play a passive and supportive role. Its primary purpose was to provide sufficient low-priced food and manpower to the expanding industrial economy, which was thought to be the dynamic “leading sector” in any overall strategy of economic development. Lewis’s famous two-sector model is an example of a theory of development that places heavy emphasis on rapid industrial growth with an agricultural sector fueling this industrial expansion by means of its cheap food and surplus labor. Nobel laureate Simon Kuznets introduced an early schema, noting that agriculture made four “contributions to economic development”: the product contribution of inputs for industry such as textiles and food processing, the foreign-exchange contribution of using agricultural export revenues to import capital equipment, the market contribution of rising rural incomes creating more demand for consumer products, and the factor market contribution, divided between the labor contribution (Lewis’s manpower)workers not needed on farms after agricultural productivity was raised could then work in industry—and the capital contribution (some farm profits could be reinvested in industry as agriculture became a steadily smaller fraction of national income). The capital contribution has been misapplied as a “squeezing of the peasantry,” but it meant investing first in agriculture and later reaping profits that would be partially reinvested in industry. As can be seen from this description, however, the framework implicitly and ironically—still treats industrialization rather than rural modernization as the core development goal.

An agriculture- and employment-based strategy of economic development requires three basic complementary elements: (1) accelerated output growth through technological, institutional, and price incentive changes designed to raise the productivity of small farmers; (2) rising domestic demand for agricultural output derived from an employment-oriented urban development strategy; and (3) diversified, nonagricultural, labor-intensive rural development activities that directly and indirectly support and are supported by the farming community. 

Dear learner! Here is the basic question that we need to ask about agriculture and rural development as it relates to overall national development

1.  How can total agricultural output and productivity per capita be substantially increased in a manner that will directly benefit the average small farmer and the landless rural dweller while providing a sufficient food surplus to promote food security and support a growing urban, industrial sector?

2. What is the process by which traditional low-productivity peasant farms are transformed into high-productivity commercial enterprises?

3.  When traditional family farmers and peasant cultivators resist change, is their behavior stubborn and irrational, or are they acting rationally within the context of their particular economic environment?

 4. What are the effects of the high risks faced by farmers in low-income countries, how do farm families cope with these risks, and what policies are appropriate to lessen risk.
5. Are economic and price incentives sufficient to elicit output increases among peasant agriculturalists, or are institutional and structural changes in rural farming systems also required?

6.  Is raising agricultural productivity sufficient to improve rural life, or must there be concomitant off-farm employment creation along with improvements in educational, medical, and other social services? In other words, what do we mean by rural development, and how can it be achieved
Generally, progress in agriculture and rural development contribute to development through: 

· Enhancing food security 

· Gain access to agricultural productive resources; 

·  Gain access to income and job opportunities to enhance their power to purchase food; 

·  Are empowered to eat nutritious and safe food 

· Providing a conducive environment for agricultural production and economic returns 

· The Farmer Support Program provides support to promote economic and market development 

· to sustain adequate on-farm incomes which promotes stability, 

· competitiveness, growth and transformation in the agricultural sector 

· Reducing poverty through rural development 

· program which are being implemented to improve the health care, education, water and sanitation and other social welfare services in an attempt to alleviate poverty in rural areas 

· Most rural development program which aim to ensure income generation, implement additional objectives such as erecting useful community infrastructure or protection of water resources 

· Reducing the environmental impact of agricultural production 

· Land degradation, water scarcity and pest control are the most significant environmental issues facing in agriculture 

· The Sustainable Resources Management and Use program develops implements and monitors policies on managing and using land and water resources in agriculture. 

· Community-Based Natural Resource Management

· Improving access to international agricultural markets 

· Free Trade Agreement (FTA)

4.2. The structure of Agrarian system in the Developing world
· In respect of agriculture production and agriculture development the economists present three stage, which are as:- 

· The subsistence farming: It is most primitive type of farming which is characterized with low productivity and the produced output is just for the sake of subsistence.   

· The mixed farming: Where the farmers not only produce for their personal consumption but also for the sale in the market.  
·   The commercialized farming: In such stage of farming the agri. productivity is higher and whole of the produced output is sold in the market.
Dear leaner! Do you know the characteristics of the three stage of agriculture system? -------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
   Stage I: Subsistence Farming:   
  This type of farming has following salient features:   

·  Most of the output is produced for family consumption. 

· The agri. production is mostly consisted of a few staple food crops like wheat, barley, sorghum, rice and corn etc. 

· The traditional methods and tools are used - leading to a lower level of output and productivity. 

· Land and labor are the only factors of production, and the capital investment is minimal. Accordingly, law of diminishing return applies in agri. sector as more labor is employed with fixed lands.  

· The farmers are always worried of inadequacy of rains, appropriation of their lands and appearance of the money lenders to collect outstanding loans.

· The agriculture labour is fully employed during planting and harvesting seasons while they remain unemployed during most of the year.  

· The peasants cultivate only that much of land which they could manage without hired labour. 

· The agriculture environment is mostly tough, harsh and static. It is threaten by failure in rainfall.  

· Technological limitations, rigid social institutions, fragmented markets and reduced communication net-work between rural areas and urban centers often inhibit the lower level of production. 

· The farmers are surrounded by uncertainties. They just want to survive. Thus because of rigid behaviour, poverty and illiteracy the farmers exist in the atmosphere of uncertainty. 

· Subsistence farming is highly risky and uncertain venture. They resist the use of new techniques, new seeds and new machinery on farms because they do not want to put their lives at risk.  

                  Stage II: Transition to Mixed and Diversified Farming

· The mixed farming is a first step to commercialized farming from subsistence farming. 

· In such stage of agriculture development, the cash crops like vegetables, tea, coffee, cotton and fruits are produced, rather staple foods. In addition to this, the dairy and live stocks are developed.

·  Those labour which remained unemployed during the major part of the year go on getting employed. In this way, the demand for labour goes on to increase on the farms, particularly at the time of harvesting and sowing. This leads to increase the real wages of farm labor
· Accordingly, in such situation the tractors and threshers are used to substitute labor.  In order to boost the staple crops the fertilizers are used. Along with the more production of foods the stress is laid upon to produce more of cash crops. In this way, the agri. sector goes on to earn 'Surplus'. With such surplus the farmer can uplift the standard of living of its family. 

· When mixed or diversified farming starts the farmers somehow are prepared to take risks. But all this depends upon the abilities and competence of the farmers as well as on the social, commercial and institutional setup where the farmer resides. If the farmer is in a position to get the complementary inputs and he is convinced of that the agri. improvement will benefit him and his family he will welcome the new changes. The farm surplus can also be used to make investment in the farms. 

· Diversified farming will also lead to minimize the impact of staple crop failure, and provide a security of income which was not available earlier. The use of better seeds, fertilizers, and simple irrigation devices will not only enhance the production of staple crops but it will also lead to free the land which would now be available for cash crops. 

· Thus, we conclude that the transition from subsistence farming to diversified farming depends upon reasonable and reliable access to credit, fertilizers, water, crop information, and marketing facilities, fair market price for agriculture produce and provision of extensive services. 

    Stage III: From Diversified to Specialization/ Modern and Commercial Farming

· In the free market economy the specialized farming is the last and final stage in agri. development.

· It is the most prevalent type of farming in advanced industrial nations.

· It comes into being along with the development of other sectors of the economy.

· The biological and mechanical changes, improvement in living standard of the people and extension in domestic and foreign markets played an important role in such type of farming.

· In such farming it is the motive of profit which plays an important role, rather than the personal needs for foods. 

· The farmers are highly aimed at maximizing their outputs per acres. 

· The growers keep in view the costs, fixed as well as variable, the revenues, the support prices and investment in lands while determining the prices of agri. Produce

· The farmers have to be acquainted with the scientific inventions, harvesters, modern fertilizers, cropping techniques and marketing trends

· In most cases, the sophisticated labour saving techniques are followed furnished with air spray, combine harvesters, bulldozers, huge tractors etc. where a single family becomes capable enough to cultivate thousands of hectares of land. The followings are the common features of specialized farming or commercialized farming:  

· A single crop is produced from these farms ranging from staple crops, cash crops, vegetables and fruits.

· The agricultural technology applied on such farms is of capital-intensive or labour-saving nature. 

· The farmers (big) rely upon economies of scale to reduce their costs of production and maximization of profits. 

· The big and specialized farms are in no way different from big industrial concerns. In certain cases such farms known as 'Ranches' are owned or controlled by large agriculture business multi-national corporate enterprises
    4.3   The Important Role of Women in Agriculture

The proportion of women in agricultural production and postharvest activities ranges from 20 to 70%; their involvement is increasing in many developing countries, particularly with the development of export-oriented irrigated farming, which is associated with a growing demand for female labor. But, the largest proportion of rural women worldwide continues to face deteriorating health and work conditions, limited access to education and control over natural resources, insecure employment and low income.                            
 4.4 The Economics of Agricultural Development

Dear learner! Can you list some of the special features of agriculture? ----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------  

That is great!. Generally agriculture has the following special feature in production, consumption and marketing of goods.

· Production-related features of agricultural goods 
The production related features of agricultural products are as follows: 
· Seasonal production 

·  Scattered Production 

·  Marketing-related features of agricultural goods 

The major marketing related features of agricultural goods are as follows:

· Perishable products

· Bulky products 

· Quality and quantity variation

· Consumption-related features of agricultural goods 

The consumption features of agricultural products are as follows: 

· Continuous consumption 

· Inelastic demand 

· Price fluctuation 

Dear leaner! What are the  contribution of agriculture to development ?----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

That is good! The following are some of the contribution of agriculture to development of economy.

1. Providing food to the rapidly expanding population 

2. Increasing the demand for industrial products and thus necessitating the expansion of the secondary and tertiary sectors, i.e. Market Contribution. 

3. Providing additional foreign exchange earnings for the import of capital goods for development through increased agriculture exports, i.e. Product Contribution 

4. Increasing rural incomes to be mobilized by the state 

5. Providing productive employment, i.e. Factor Contribution 

6. Improving the welfare of the rural people 

· According to Kuznets (1960), the contribution of the agricultural sector to economic development constitutes three elements:  these are : 

· Product contribution 

· Market contribution 

· Factor contribution

     Dear leaner! Let we see the three contribution one by one.

1. The product contribution
Developing countries mostly specialize in the production of a few agricultural goods for exports. As output and productivity of exportable goods expand, their exports increased and result in large export earnings. Thus agricultural surplus leads to capital formation when capital goods are imported with foreign exchange. Foreign exchange earnings can be used to build the efficiency of other industries and help the establishment of new industries by importing scarce raw materials, machines, capital equipment and technical know-how. This is what is called the product contribution of agriculture, which first augments the growth of net output of the economy, and then the growth of per capita output. 

2. The market contribution
A rise in rural purchasing power, as a result of the increased agricultural surplus there is a great stimulus to increased development. The market for manufactured goods is very small in developing countries where peasants, farm laborers and their families are too poor to buy factory goods. Increased rural purchasing power caused by expansion of agricultural output and productivity will tend to raise the demand for manufactured goods and extend the size of the market. This will lead to the expansion of the industrial sector. Moreover, the demand for such inputs as fertilizers, better tools, implements, tractors, irrigated facilities in the agricultural sectors will lead to the expansion of the industrial sector. Besides, transport and communications will expand. The long-run effect of these expansions will be higher profits, which tend to increase the rate of capital formation through their investment. 

3. The factor contribution
A developing country needs large amount of capital to finance the creation and expansion of the infrastructure and for the development of basic and heavy industries. In the early stages of development, increasing the marketable surplus from the rural sector without reducing the consumption levels of farm population can provide capital. Labor as the principal input can be a source of capital formation when it is reduced on the farm and employed in other productive works. One major possibility of increasing farm receipts and thus capital formation is by mobilizing increased farm incomes through agricultural taxation, land taxes, agricultural income tax, land registration charges, school fees, fee for providing agricultural technical services and other types that cover the cost of services provided to the farm population.

                         Constraints of Agricultural Productivity

There are different constraints or limiting factor that responsible for low agricultural productivity in agricultural sector.  Some of the factors are ; environmental, technological, socio economic, institutional and water management factors.
· Environmental Constraints 

· Soil salinity 

·  Water logging 

· Soil Erosion and  

· Climate impacts 

· Irrigation Water Management Constraints 

· Inequitable canal water distribution 

· Improper conjunctive use of canal and groundwater 

· Low water use efficiency 

· Agronomic Constraints 

· Traditional methods of cultivation 

· Inadequate availability of improved quality seed 

· Improper use of fertilizers 

· Plant diseases 
· Technological Constraints

· Application of traditional agricultural technology 

· Lack of awareness and poverty of farmers 

· Lack of up scaling of modern agriculture technologies 

· Socio-economic Constraints 

· Fragmented/small land holdings 

· Large Land Holdings 

· Lack of access to improved quality inputs and services 

· Illiteracy and poverty 

· Institutional Constraints 

· Inadequate institutional seed production capacity 

· Inadequate agricultural research and extension 

· Ineffective agricultural education and training 

· Inadequate credit facilities 

             Core Strategies of Agriculture and Rural Development

Dear leaner! what strategy should be applied to increase agricultural productivity ?---------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------- 

That is great! To increase income from smallholder, attain food security and rising productivity and lives, there should be progress or improvement in agriculture. Here are some of the strategies:

1. Improving Small-Scale Agriculture: this can be achieved with technology and innovation. In most developing countries, new agricultural technologies and innovations in farm practices are preconditions for sustained improvements in levels of output and productivity. In many parts of Africa, however, increased output in earlier years was achieved without the need for new technology simply by extending cultivation into unused but potentially productive lands. Almost all of these opportunities have by now been exploited, and there is little scope for further significant or sustainable expansion.

There are two sources of technological innovation that increase farm yields. These are 

A. Mechanization: replace the human labour with machinery because it increases output per workers and save time. But it causes serious unemployment problems.
B. Biological (hybrid seeds and biotechnology): there should be innovation of different agricultural practice like irrigation (water control) and adoption of chemicals like fertilizers, pesticides and insecticides. 
2. Providing the Necessary Economic Incentives: there should be institutional and pricing policy. A developmental innovation with great potential for alleviating rural poverty and raising agricultural output can thus turn out to be antidevelopment if public policies and social institutions militate against the active participation of the small farmer in the evolving agrarian structure. Many governments in developing nations, in their headlong pursuit of rapid industrial and urban development, maintained low agricultural prices in an attempt to provide cheap food for the urban modern sector. Farmers were paid prices below either world competitive or free-market internal prices.
3. Adopting to new opportunity and new constraints
The best opportunities for sales to growing urban Problems and Policies: Domestic areas are generally found in higher value-added activities, particularly horticulture (fruits, vegetables, and cut flowers) and aquaculture. These products, along with organic and perhaps Fair Trade versions of some otherwise traditional developing country exports such as coffee and spices, also provide good opportunities for higher-value exports. But small farmers will need special organization and assistance to take advantage of new opportunities. 

One of the biggest constraints looking ahead is the looming environmental problems driven by global warming and climate change, which are expected to most negatively affect sub-Saharan Africa and South Asia. Smaller and poorer farmers are likely to be affected severely, because of their lower access to irrigation and other inputs and generally lesser capacity to adapt although, ironically, with their smaller use of irrigation and different crop mix, their absolute income declines may be less than those of richer farmers. Although the majority of global warming problems are caused by developed countries, to the extent that cultivated areas in developing countries continue to increase by means of eliminating remaining forested areas, climate change problems will only worsen. 

a. Land reform: A deliberate attempt to reorganize and transform agrarian systems with the intention of fostering a more equal distribution of agricultural incomes and facilitating rural development.
We can draw three conclusions regarding the necessary conditions for the realization of a people-oriented agricultural and rural development strategy.

Conclusion 1: Farm structures and land tenure patterns must be adapted to the dual objectives of increasing food production and promoting a wider distribution of the benefits of agrarian progress, allowing further progress against poverty.

Land reform usually entails a redistribution of the rights of ownership or use of land away from large landowners in favor of cultivators with very limited or no landholdings. It can take many forms: the transfer of ownership to tenants who already work the land to create family farms (Japan, South Korea, and Taiwan); transfer of land from large estates to small farms or rural cooperatives (Mexico) or the appropriation of large estates for new settlement (Kenya). All go under the heading of land reform and are designed to fulfill one central function: the transfer of land ownership or control directly or indirectly to the people who actually work the land. Tenancy reform as in West Bengal can also yield favorable efficiency and distributional benefits.

Conclusion 2: The full benefits of small-scale agricultural development cannot be realized unless government support systems are created that provide the necessary incentives, economic opportunities, and access to needed credit and inputs to enable small cultivators to expand their output and raise their productivity.

Conclusion 3: Rural development, though dependent primarily on small-farmer agricultural progress, implies much more. It encompasses 

a. efforts to raise both farm and nonfarm rural real incomes through job creation, rural industrialization, and other nonfarm opportunities and the increased provision of education, health and nutrition, housing, and a variety of related social and welfare services; 

b.  a decreasing inequality in the distribution of rural incomes and a lessening of urban rural imbalances in incomes and economic opportunities; 
c.  successful attention to the need for environmental sustainability—limiting the extension of farmland into remaining forests and other fragile areas, promoting conservation, and preventing the harmful misuse of agrochemicals and other inputs; and 
d. The capacity of the rural sector to sustain and accelerate the pace of these improvements over time. 
The achievement of these four objectives is vital to national development. More than half of the population of the developing world is still located in rural areas. By restoring a proper balance between urban and rural economic opportunities and by creating the conditions for broad popular participation in national development efforts and rewards, developing nations will have taken a giant step toward the realization of the true meaning of development. Generally, to increase agricultural productivity, there should be;  
· Modern Agricultural Biotechnology 

· Drainage and Reclamation 

· Land Reforms 

· Improved Agricultural Credit Facilities 

· Effective Communication 

· Enhanced Good Quality Seed Production 

· Improved Availability and Use of Inputs 

· Supportive  Price Policies 

· Farmers’ Education and Training 

· Improved Irrigation Water Management 

· Effective Research and Extension Services 

· Improved Agriculture-Education-Training-Research-Extension-Nexus

SUMMARY
· Agriculture progress and rural development has different role in economic development of a nation. It enhances food security, create conducive environment for agricultural production, reduce environmental impact, reduce poverty and improve access to international trade. 

· In developing nation, the agrarian sectors have three stages / forms. These are; subsistence farming, commercial farming and mixed farming.

· The proportion of women in agricultural production and postharvest activities ranges from 20 to 70%; their involvement is increasing in many developing countries, particularly with the development of export-oriented irrigated farming, which is associated with a growing demand for female labor. 

· Agricultural product has three special features: these are production related, marketing related and consumption related. 

· According to Kuznet (1960), the contribution of the agricultural sector to economic development constitutes three elements: 

· Product contribution 

· Market contribution 

· Factor contribution 

· But the contribution of agriculture to the development of economy can be constraint with different factors .such as: socio economic, institutional, technological, and environmental and water management.

· To increase agricultural productivity, the government should adopt different strategies, such as land reform, economic incentives. Technological innovation and improve agricultural credit facility.  

Review questions
1. Discuss three main systems of agriculture found in the developing world. 
2. Why should any analysis of development problems place heavy emphasis on the study of agricultural systems, especially peasant agriculture, and the rural sector?
3. In addition to price incentives what other measures should be taken to bring development of the agricultural sector?
4. Describe the major reasons for the low per capita agricultural production in Africa.
5. What are the dominant characteristics of African agriculture systems/? 
6. Describe shortly the characteristics of subsistence agriculture
Examine the constraint of agricultural productivity and what strategy should be taken  to escape from this challenge.
CHAPTE FIVE
5. International trade and economic development: The trade policy debate and Industrialization

Introduction

Looking in to international trade for economics development in the spheres of obtaing profit, technological transfere and skilled man power and knowing trade debt for and against   foreign trade and industrialization strategy is crucial for the development of a nation and to have abetter under standing about choosing export promotion or import substitution industrial strategy for the growth of LDCs based on economic structure and setting of the nation.

Objectives 

After studying this chapter, you will be able to ;

· Examine the role played by international trade in the economic growth of nations.   
· Explain why natioans are enfored to have trade with each other. 
· Understand the optimistic trade and trade pessimistic arguemnts.
· Discuss the arguments for and against export promotion vs import substitution trade strategies of development.

· Examine the impact of foreign exchange for economic development of   a nation.
· Explain the importance of south south economic integration for LDCs.
5.1. Role of foreign trade in development

No country in the world is completely self-sufficient, i.e., no country produces all the goods and services that it requires andhence there is aneed to have a trade among nations so called international trade. A given nation is enforced to make a trade with aonther nation due to the following factors;

Unequal Distribution of Natural Resources: Natural resources are not equally distributed over the world. These resources are in the form of agricultural land, mineral deposits, forests, seas, rivers, climatic conditions, etc. For example, Ethiopia is rich in natural resources. On
1) the other hand Japan is deficient in natural resources. A land-abundant country may specialise in the production of agricultural products, minerals, timber, fish, etc. 

2) Unequal Distribution of Population: Population is the source of labour supply. Labour-scarce countries prefer to import labour-intensive products from labour-abundant countries. 

3)  Unequal Distribution of Capital (financial resource endowment difference ) : Capital is probably the most important factor of production in the sense that, in the absence of capital, all other resources may remain inactive. A country that is rich in capital exports capital-intensive goods. Japan, the USA, Germany, the UK, France, etc., are capital-rich countries and thus export machines and equipment. 

4)   Level of Technological Development: Technology is another important aspect of production. Countries using sophisticated technology specialize in technology-based goods like computers, telecommunication equipment, airplanes, etc. Those countries that do not have advanced technology have no option but to import technology-based goods from technology-rich countries. 

5)  Increasing Returns to Scale:  The countries which are in a position to produce goods on large scales enjoy significant reductions in per-unit costs as they produce more. This gives these countries a competitive advantage over their rivals in the export market and helps them to specialize in these particular goods. 

6)  Difference in Demand or diverse preference: Demand is largely a function of income levels and taste patterns. In high-income countries, demand is high, and so is price. In low-income countries, demand is low, and so is price. Naturally, a high-price country would like to import from low-price countries. The producers in low-price countries would like to export to higher-price countries and increase their profit. Similarly, goods move to the countries where people have tastes for them because producers can get high prices for their goods from the people of these countries. 

International trade is an economic phenomenon of vital importance and has always played an important role in the economic life of nations throughout world history. 

1. Large variety of Goods: International trade enables a country to consume a larger variety of goods than would be available otherwise to its population. 

2. Availability of Raw Material and Specialised Goods: A country is able to acquire those commodities through international trade which it cannot produce at home. For example, raw material and mineral resources are not available in all countries. Raw materials which are not available within a country can be imported through international trade. Similarly, many commodities can be grown only under particular climatic conditions or in certain soils. Most of the countries of the world, therefore, depend upon international trade to obtain of these. 

3. Specialization and Division of Labour: International trade enables different countries of the world to exploit the advantages of division of labour and specialization. 

4.   Increase in Efficiency through Widening of Market: International trade is a means by which efficiency in the economy increases. International trade widens the extent of the market. Consequently, every country attempts to produce goods in large quantities. This induces production on large scales, and thereby generates economies of scale. 

5.  Cheaper Goods: International trade lowers the prices of goods and services all over the world, due to lower costs of production. 

6.  Competition: International trade encourages countries to compete with each other. Competitiveness stimulates productivity. It also reduces monopolistic exploitation of consumers. 

7. Optimum Allocation of Resources: International trade leads to optimum allocation of resources. Under a system of free trade, a country can sell its products in those markets where it can get the best price for its products, and it can buy its requirements from the cheapest source of supply. 

8.  Vent for Surplus Production: International trade enables every country to dispose of its surplus production. As a result, a country is able to avoid the possibility of deflationary pressure which may arise because of unsold stocks of goods. 

9.  Possibility of Economic Development: International trade can be an important vehicle for promoting economic development. Developing countries are able to initiate economic development by importing machinery and technical know-how from developed countries.

International tarde is regarded as an engine of economic growth since international trade results in increasing output and income of nations; it obviously leads to economic growth. Thus, through trade, the world economy can achieve a more efficient allocation of resources and a higher level of well-being of its people.  Additionally, the developing countries can take advantage of the superior technology of advanced countries. It is possible only when the former import capital goods from the latter. Further more, when developing countries establish trade relations with advanced countries, the former are not only able to procure advanced technology but the latest technical know-how and managerial skills, which are extremely important for growth. Thus, if each nation specializes according to its resource endowments and enters into trade with other nations, the world economy and the economy of each of these trading partners can achieve greater output and income and can maintain a higher level of economic growth.

Further more foreign trade will have impact on gross domestic product of a nation, since net exports (X – M) is a component of GDP, foreign trade balance impacts GDP. There are three possible situations. 

· When exports are more than imports (X > M): i.e., the country has a trade surplus GDP raises.

·  When imports are more than exports (X < M): i.e., the country has a trade deficit GDP falls. 

·  When exports and imports are equal (X = M): i.e., the country has a trade balance GDP is not affected by foreign trade.

Basis of international trade trade 

Dear Lerners!!  Why do different countries trade with one another? Or what is the basis of international trade? 

............................................................................................................................................................................................................................................................................................................

That was great!! There are different theroiers with this regard.

1)  Classical model of forign trade (Labour cost model). 

People usually find it profitable to trade the things they possess in large quantities relative to their tastes or needs in return for things they want more urgently. Because it is virtually impossible for individuals or families to provide themselves with all the consumption requirements of even the simplest life, they usually find it profitable to engage in the activities for which they are best suited or have a comparative advantage David Ricardo’s) in terms of their natural abilities or resource endowments.They can then exchange any surplus of these home produced commodities for products that others may be relatively more suited to produce. The phenomenon of specialization based on comparative advantage arises, therefore, to some extent in even the most primitive of subsistence economies. A comparative difference in costs means that one country can produce both goods at an absolutely lower cost than a second country can, but the first country’s cost for the production of one of those goods is comparatively lower than its cost of producing the other good. The second country produces both goods at an absolutely higher cost than the first country does, but it has less of a comparative disadvantage in the production of one good than in the production of the other good.

 Economists since the time of Adam Smith have sought the answer interms of international differences in costs of production and prices of different products. Production of a commodity with the same amount of real resources as another producer but at a lower absolute unit cost is called Absolute advantage. Absolute cost difference arises when one country can produce a commodity at a lower cost compared to another country, and the other country can produce some other commodity at a lower cost compared to the first country. Thus, an absolute cost difference arises when each of the two countries can produce some commodities at an absolutely lower production cost than the other.

2) The Neoclassical Mode of foreign trade (Hecksher Ohlin ) 

The neo classical model of free trade, which Postulates that countries will tend to specialize in the production of the commodities that make use of their abundant factors of production (land, labor, capital, etc.). The factor endowment theory is based on two crucial proposions. 
1. Different products require productive factors in different relative proportions.

2. Countries have different endowments of factors of production.

In general, developed countries are relatively capital abundant while most developing countries are laborabundant. The factor endowment theory goes on to argue that capital abundant countries will tend to specialize in such products as automobiles, aircraft, sophisticated electronics, communication goods, and computers, which use capital intensively in their technology of production. They will export some of these capital intensive products in exchange for the labor or land intensive products like food, raw materials, and minerals that can best be produced by countries that are relatively well endowed with labor or land.  Trade and development derived from the neoclassical free trade model can be summarized as follows;

1. Trade is an important stimulator of economic growth. It enlarges a country’s consumption capacities, increases world output, and provides accessto scarce resources and worldwide markets for products without which poor countries would be unable to grow.

2.  Trade tends to promote greater international and domestic equality by equalizing factor prices, raising real incomes of trading countries, and making efficient use of each nation’s and the world’s resource endow-ments (e.g., raising relative wages in labor-abundant countries and lower-ing them in labor-scarce countries)

3. Trade helps countries achieve development by promoting and rewarding the sectors of the economy where individual countries possess a compara-tive advantage, whether in terms of labor efficiency or factor endowments. It also lets them take advantage of economies of scale. 

4. In a world of free trade, international prices and costs of production deter-mine how much a country should trade in order to maximize its national welfare. Countries should follow the principle of comparative advantage and not try to interfere with the free workings of the market through gov-ernment policies that either promote exports or restrict imports.

5.  Finally, to promote growth and development, an outward looking international policy is required. In all cases, self-reliance based on partial or complete isolation is asserted to be economically inferior to participation in a world of unlimited free trade.

5.2 Terms of trade

Commodity terms of trade are the ratio of a country’s average export price to its average import price in the same base year. It can be expressed as;  

                                    Commodity terms of trade   =  [image: image16.png]The export priceindex __ PX
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 Based upon comparisons between the value imports and exports of a country, we have three different cases for the terms of trade of a country.

· When the value of  imports are more than exports, the country is said to have a trade deficit, i.e., unfavourable (or negative) foreign trade that is,, [image: image18.png]il
PM



 <1, i.e export prices decline relative to import prices, even though both may rise leads to deteriorated commodity terms of trade .e.g non oil exporting developing coutry like Ethiopia  . The argument that the commodity terms of trade for primary product exports of developing countries tends to decline over time due to a combination of low income and price elasticities of demand is so called Prebisch-Singer hypothesis. This decline would result in an ongoing transfer of income from poor to rich countries that could be combated only by efforts to protect domestic manufacturing industries through a process that has come be known as import substitution . 

· When the value of exports is more than that of imports, the country is said to have a trade surplus or favourable (or positive) foreign trade. That is , [image: image20.png]il
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 >1, i.e export prices rise relative to import prices, even though both may rise leads to  favorable commodity  terms of trade . e.g oil exporting developed coutry like Saudaribia .

· When the value of exports equals the value of imports, we call it a trade balance. That is, [image: image22.png]il
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 =1, export price equal to import price index, leads to a situation in which the value of a coun-try’s exports and the value of its imports are equal is called balanced trade.

5.3 The trade policy debate: Export promotion industrialization versus Import substitution Industrialization

5.3.1 Trade policy debt: Trade Optimists and Trade Pessimists 

Trade optimists: are those who believe in the benefits of free trade, open economies, and outward-looking devel-opment policies.

They argue that trade liberalization or removal of trade obstacle like, export promotion, currency devaluation, removal of trade restrictions, and generally getting prices right, and generates rapid export and economic growth because free trade provides a number of benefits.

1. It promotes competition, improved resource allocation, and economies of scale in areas where developing countries have a comparative advantage. Costs of production are consequently lowered.

2.  It generates pressures for increased efficiencies, product improvement, and technical change, thus raising factor productivityand further lower-ing costs of production.

3. It accelerates overall economic growth, which raises profits and promotes greater saving and investment and thus furthers growth.

4. It attracts foreign capital and expertise, which are in scarce supply in most developing countries.

5.  It generates needed foreign exchange that can be used to import food if the agricultural sector lags behind or suffers droughts or other natural catastrophes.

6.  It eliminates costly economic distortions caused by government interven-tions in both the export and foreign-exchange markets and substitutes market allocation for the corruption and rent-seeking activities that typi-cally result from an overactive government sector.

7.  It promotes more equal access to scarce resources, which improves overall resource allocation.

8.  It enables developing countries to take full advantage of reforms under the WTO.

Trade optimists argue, finally, that even though export promotion may at first be difficult with limited gains especially in comparison with the easy gains of first stage import substitution over the longer run, the economic benefits tend to gain momentum, whereas import substitution faces rapidly diminishing returns.

Trade pessimists: are those who argue that without tariff protection or quantitative restrictions on trade, developing countries gain little or nothing from an export-oriented, open economy posture. Trade pessimists therefore conclude that trade opportunities are limited and even hurt developing countries for four reasons:

1. The slow growth in demand for their traditional exports means that export expansion results in lower export prices and a transfer of income from poor to rich nations. 

2. Without import restrictions, the high elasticity of developing countries demand for imports combined with the low elasticity for their exports means that developing countries must grow slowly to avoid chronic balance of payments and foreign-exchange crise

3.  Developing nations have their static comparative advantage in primary products, which means that export-promoting free-trade policies tend to inhibit industrialization, which is in turn the major vehicle for the accu-mulation of technical skills and entrepreneurial talents.

4. Trade pessimists view trade liberalization under the world trade organization as limited in practice, with developing economies particularly the least developed countrieslacking the high powered lawyers and other resources needed to pry developed markets open.

5.3.2 Reconciling the Arguments

We can evaluate the debate on two levels, the empirical and the philosophical. In his study of the experience of developing countries over the past three decades,Rostam M. Kavopssi argues that the empirical evidence demonstrates quite clearly that neither the trade optimists nor the trade pessimists are correct at all times. It all depends on fluctuations in the world economy. Thus when the world economy was expanding rapidly during the period from 1960 to 1973, the more open economy LDCs clearly outperformed (in terms of aggregate export and economic growth) the more closed-economy nations. The trade optimists' arguments appear validated during this period of rapid world growth. But when the world economy slowed down between 1973 and 1977, the more open economies (with the notable exception of the four Asian NICs) had a more difficult time and the trade pessimists fared better. A follow-up 1988 study by Hans W Singer and Patricia Gray, which extended Kavoussi's empirical analysis for the period 1977-1983, when world economic conditions were even more unfavorable, supports the finding that high growth rates of export earnings occur only when external demand is strong. Changes in trade policy appear to have little or no effect.

Furthermore, low-income countries were found to fare worse across all time periods. Singer and Gray argue that contrary to the position of the World Bank and other trade optimists, an outward-oriented policy is not necessarily valid for all LDCs. To conclude, therefore, that either export promotion or import substitution is always an unambiguously better strategy-even for promoting economic growth narrowly conceived, let alone our broader definition of development-is to miss a key conceptual and empirical insight that a growing number of development

Economists are beginning to recognize. In the final analysis, it is not a developing country's inward- or outward-looking stance vis-à-vis the rest of the world that will determine whether or not it develops along the lines described in different parts of this course. Inward- looking, protectionist policies such as tariffs, quotas, and exchange-rate adjustments do not necessarily guarantee more jobs, higher incomes that are more equitably distributed, adequate nutrition and health, clean water, or relevant education any more than outward looking, non interventionist policies do.

Policies of export promotion appear to have contributed more to GNP growth than import substitution did during the 1960s and 1970s. Similar results were not forthcoming in the slow-growth 1980s. Moreover, the success of export promotion in the 1990s globalization era varied widely from region to region and country to country. Some prospered, others stagnated, and some Asian economies that had prospered earlier through more open trade and financial liberalization policies (e.g., Thailand, Indonesia, Malaysia, and South Korea) found themselves in serious trouble when their currencies collapsed and foreign investors and speculators quickly withdrew their funds.
In terms of our broadened definition of development, therefore, the results of the past four decades are largely ambiguous. Much depended on the structure of both the domestic LDC economy and the world economy. In fact, as Paul Streeten skillfully pointed out:
A curious paradox came out of the discussion of the effects of trade on LDC inequalities. It seemed that both inward-looking, import-substituting, protectionist, interventionist policies and outward-looking; market- orientated, noninterventionist policies) tend to increase market imperfections and monopolies and reduce the demand for labour-intensive processes, the latter because the market rewards most those factors that are relatively scarce (capital, management, professional skills) and penalizes those in abundant supply and because the market strengthens the ability to accumulate of those who have against those who have not. But though it is paradoxical that both a protectionist "distorted" system of prices, interest rates, wages and exchange rates and a market determined one should increase inequalities, there is no contradiction. It is plausible that within a certain social and political framework, both export-orientated market policies and import-substitution-orientated, interventionist, "distorting" policies should aggravate inequalities, though one set may do this somewhat more than the other. Perhaps economists have been barking up the wrong tree when disputing which set of price policies contributes more to equality. In an egalitarian power structure, both make for inequality; in an egalitarian power structure, both may make for equality. In short, the current consensus leans toward an eclectic view that attempts to fit the relevant arguments of both the free-trade and protectionist models to the ent stages of development. What works for one may not work for another. Forexample, the pre-1997 East Asian success stories may have little relevance forother developing nations beyond the important conclusion reached by Colin LBradford:
What seems to distinguish the East Asian development experiences is not the dominance of market forces, free enterprise, and internal liberalization, but effective, highly interactive relationships between the public and private sectors characterized by shared goals and commitments embodied in the development strategy and economic policy of the government. The dichotomy between market forces and government intervention is not only overdrawn: It misconceives the fundamental dynamic at work. It is the degree of consistency between the two sectors-rather than the extent of implicit or explicit conflict-that has been important in the successful development cases. A coherentdevelopment strategy was not only formulated but followed by both the government and the private sector in providing an unusual degree of common direction to national energies in these cases. Finally, all of the foregoing discussion has left out perhaps one of the most viable long-run trade policies for small and medium-sized developing economies, one that is oriented simultaneously outward and inward in an area that has shown slow but steady growth over the past few decades. This is the expansion of trade among the developing countries-South-South rather than North-South trade and the possibilities of economic integration in Third World regions.
5.3.3 Export promotion industrialization versus Import substitution Industrialization

Import substitution industrialization: It is a deliberate effort to replace consumer imports by promoting the emergence and expansion of domestic industrie. During the 1950s, 1960s, and 1970s, most developing nations, particularly the larger ones, strongly opted for a policy of import substitution to industrialize. They protected their infant industries or stimulated their birth with effective tariff rates that rose sharply with the degree of processing. This was done at first to encourage the relatively simple step of assembling foreign parts, in the hope that subsequently more of these parts and intermediary products could be produced domestically (backward linkage). Heavy protection of domestic industries also stimulated the establishment of tariff factories in developing nations.The policy of industrialization through import substitution generally met with only limited success or with failure as shown in India, Pakistan and Brazil and Nigeria experience. 

Advantages
· The market for the industrial product already exists, as evidenced by imports of the commodity, so that risks are reduced in setting up an industry to replace imports. 

·  It is easier for developing nations to protect their domestic market against foreign competition than to force developed nations to lower trade barriers against their manufactured exports. 

· Foreign firms are induced to establish so-called tariff factories to overcome the tariff wall of developing nation.

Dis advantages
· Domestic industries can grow accustomed to protection from foreign competition and have no incentive to become more efficient. 

· Import substitution can lead to inefficient industries because the smallness of the domestic market in many developing nations does not allow them to take advantage of economies of scale. 

· After the simpler manufactured imports are replaced by domestic production, import substitution becomes more and more difficult and costly (in terms of the higher protection and inefficiency) as more capital-intensive and technologically advanced imports have to be replaced by domestic production.

Export promotion or oriented industrialization:  It is the export promotion governmental efforts to expand the vol-ume of a country’s exports through increasing export incentives, decreasing disincentives and other means in order to generate more foreign exchange and improve the current account of its balance of payments or achieve other objectives.  This policies results much higher economic growth in the economy of East Asian Tigers like Hong Kong, Taiwan, sinagapore and Koera who followed export promotion statgey in early 1950s. 

Advantage

· It overcomes the smallness of the domestic market and allows a developing nation to take advantage of economies of scale. This is particularly important for the many developing countries that are both very poor and small. 

·  Production of manufactured goods for export requires and stimulates efficiency throughout the economy. This is especially important when the output of an industry is used as an input of another domestic industry. 

· The expansion of manufactured exports is not limited (as in the case of import substitution) by the growth of the domestic market.

Dis advantages
· It may be very difficult for developing nations to set up export industries because of the competition from the more established and efficient industries in developed nations. 

·  Developed nations often provide a high level of effective protection for their industries producing simple labor-intensive commodities in which developing nations already have or can soon acquire a comparative advantage.

5.4 Balance of Payments and Macroeconomic Stabilization: Foreign-Exchange Rates, Exchange Controls, and the Devaluation Decision

Exchange rate is the rate at which the domestic currency may be converted into (sold for) a foreign currency such as the U.S. dollar. It is rate at which one coutry domestic currency say birr is excahged for other countries for foreign currencies say dollar. For example, the official exchange rate of the South African rand for U.S. dollars in 1998 was approximately 5 rand per dollar, and the Indian rupee was officially valued at approximately 40 rupees per dollar. If a South African manufacturer wished to import fabrics from an Indian textile exporter at a cost of 40,000 rupees, he would need 5000 rand to make the purchase. However, since almost all foreign-exchange transactions are conducted in U.S.dollars, the South African importer would need to purchase $1,000 worth of foreign exchange from the cen-tral bank of South Africa for his 5000 rand and then transmit these dollars through official channels to the Indian exporter. Official foreign-exchange rates are not necessarilyset at or near the economic equilibrium price for foreign exchange-that is, therate at which the domestic demand for a foreign currency such as dollars wouldjust equal its supply in the absence of governmental regulation or intervention.In fact, as we saw in Table 5.2, the currencies of most developing countries are usually overvalued by the exchange rate. Whenever the official price of foreign exchange is established at a level that, in the absence of any governmental restrictions or controls, would result in an excess of local demand over the available supply of foreign exchange, the domestic currency in question is said to be overvalued. In situations of excess demand, LDC central banks have three basic policy options to maintain the official rate of exchange. First, they can attempt to accommodate the excess demand by running down their reserves offoreign exchange (as Mexico did from 1991 to 1994 and Thailand, Malaysia, Indonesia and the Philippines did from 1995 to 1997) or by borrowing additional foreign exchange abroad and thereby incurring further debts (as manyAfrican countries did in the 1980s and Indonesia and South Korea did in the 1990s). 

Second, they can attempt to curtail the excess demand for foreign exchange by pursuing commercial policies and tax measures designed to lessen the demand for imports (e.g., tariffs, physical quotas, licensing). Third, they can regulate and intervene in the foreign exchange market by rationing the limited supply of available foreign exchange to "preferred" customers. Such rationing is more commonly known as exchange control. The policy is in wide use throughout the Third World and is probably the major financial mechanism for preserving the level of foreign-exchange reserves at the prevailing official exchange rate. The mechanism and operation of exchange control canbe illustrated diagrammatically with the aid of Figure 5.1. Under free-market conditions, the equilibrium price of foreign exchange would be Pe, with a totalof M units of foreign exchange demanded and supplied. If, however, the government maintains an artificially low price of foreign exchange (ie., an overvaluation ofits domestic currency) at Pa, the supply of foreign exchange will amount to only  M' units because exports are overpriced. But at price Pa the demand for foreign exchange will be M" units, with the result that there is an "excess demand" equal to M" - M' units. Some mechanism will therefore have to be devised to ration the available supply of M'.  If the government were to auction this supply, importers would be willing to pay a price-of Pb for the foreign exchange.  In such a case, the government would make a profit of Pb –Pa, per unit as showsn in the figure below.
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However, such open auctions are rarely carried out, and limited supplies of foreign exchange are allocated through some administrative quota or licensing device. 

Opportunities for corruption, evasion, and the emergence of black markets are thus made possible because importers are willing to pay as much as Pb per unit of foreign exchange Why have most LDC governments opted for an overvalued official exchange rate? Basically, as we have seen, they have done so as part of widespread programs of rapid industrialization and import substitution. Overvalued exchange rates reduce the domestic currency price of imports below the level that would exist in a .free market for foreign exchange (i.e., by the forces ofsupply and demand). Cheaper imports, especially capital and intermediate producer goods, are needed to fuel the industrialization process. But overvalued exchange rates also lower the domestic currency price of imported consumer goods, especially expensive luxury products. Third World nations wishing to limit such unnecessary and costly imports often need to establish import controls (mostly physical quotas) or to set  up a  dual or parallel exchange rate  system with one rate, usually highly overvalued andlegally fixed, applied to capital and intermediate-good imports and the other, much lower and illegal (or freely floating), for luxury consumption-good imports. Such dual exchange-rate systems make the domestic price of imported luxury goods very high while maintaining the artificially low and thus subsidized price of producer-good imports. Needless to say, dual exchange-rate systems, like exchange controls and import licenses, present serious problems of administration and can promote black-markets, corruption, evasion, and rent seeking. However, overvalued currencies reduce the return tolocal exporters and to import-competing industries that are not protected by heavy tariffs or physical quotas. Exporters receive less domestic currency for their products than would be forthcoming if the free-market exchange rate prevailed. Moreover, in the absence of export subsidies to reduce the foreign-currency price of an LDC's exports, exporters, mostly farmers, become less competitive in world markets because the price of their produce has been artificially elevated by the overvalued exchange rate. In the case of import-competing but unprotected local industries, the over-valued rate artificially lowers the domestic currency price of foreign imports of the same product (e.g., radios, tires, bicycles, orhousehold utensils). Hence in the absence of effective government intervention and regulation of the foreign-exchange dealings of its nationals, overvalued exchange rates have a tendency to exacerbate balance of payments and foreign-debt problems simply because they cheapen imports while making exports more costly. Chronic pay-ments deficits resulting primarily from current account transactions (exports and imports) can possibly be ameliorated by currency devaluation. Simply defined, a country's currency is devalued when the official rate at which its central bank is prepared to exchange the local currency for dollarsis abruptly increased. Currency depreciation, by contrast, refers to a gradual decrease in the purchasing power of a domestic currency in foreign markets relative to domestic markets; appreciation refers to a gradual increase. For example, a devaluation of the South African rand and the Indian rupee would occur if their official exchange rates of approximately 5 rand and 40 rupees to the dollar were changed to, say, 8 rand and 50 rupees per dollar. Following these devaluations, U.S. importers of South African and Indian goods would pay fewer dollars to obtain the same products. But U.S. exports to South Africa and India would become more expensive, requiring more rand orrupees to purchase than before. In short, by lowering the foreign currency price ofits exports (and thereby generating more foreign demand) while raising the domestic-currency price of its imports (and thereby lowering domestic demand), Third World nations that devalue their currency hope to improve their trade balance vis-à-vis the rest of the world. This is a principal reason why devaluation is always a key component of IMF stabilization policies. An alternative to currency devaluation would be to allow foreign-exchange rates to fluctuate freely in accordance with changing conditions of international demand and supply. Freely fluctuating or flexible exchangerates in the past were not thought to be desirable, especially in developing nations heavily dependent on exports and imports, because they are extremely unpredictable, subject to Wide and uncontrollable fluctuations, and susceptible toforeign and domestic currency speculation. Such unpredictable fluctuations can wreak havoc with both shorter and long-range development plans. Nevertheless, during the global balance of paymentsand debt crises of the 1980s, a number of developing countries, including Mexico,Argentina, Chile, and the Philippines, were forced by the IMF to let their exchange rates float freely in order to correct sizable payments imbalances and to prevent continued capital flight. The same phenomenon occurred again for Mexico in 1994 and for Thailand, the Philippines, South Korea, Malaysia, and Indonesia in 1997 and 1998 during the Asian currency crisis. In a matter of several months during 1997, the Thai baht lost one-third of its value against the dollar and the Philippine peso, South Korean won, Malaysian ringgit, and Indonesian rupiah fell by almost 30%. The present international system of floating exchange rates, formally legalized at the 1976 Jamaica IMF meeting, represents a compromise between a fixed (arti-ficially "pegged") and a fully flexible exchange rate system. Under this "managed" floating system, major international currencies arepermitted to fluctuate freely, but erratic swings are limited through central bankintervention. Most developing countries, however, have decided to continue to pegtheir currencies to those of developed countries. Some, like Kenya, have gone further and decided to tie their currencies to the movements of a weighted index of  the world's major currencies rather than to tie them to a particular currency, like the U.S. dollar or the pound sterling. One final point that should be made about Third World currency devaluations, particularly in the light of previous discussions, concerns their probable effect on domestic prices. Devaluation has the immediate effect of raising prices of import-ed goods in terms of the local currency. Imported shirts, shoes, radios, records, foodstuffs, and bicycles that formerly cost x rupees now cost (1 + d)x rupees, depending on the percentage magnitude of the devaluation, d. If, as a result of these higher prices, domestic workers seek to preserve the real value of their pur-chasing power, they are likely to initiate increased wage and salary demands. Such increases, if granted, will raise production costs and tend to push local prices up even higher. A wage-price spiral of domestic inflation is thereby set in motion. In fact, a vicious cycle of devaluation-domestic could result wage and price increases, higher export prices, and worsened balance of trade. Thus the devaluation decision could simply exacerbate the external balance of payments problem while generating increased inflation domestically. For example, following the wide-spread IMF-induced currency devaluations during the1997 Asian crisis, rates of inflation shot up in 1998 from 11% to 35% in Indonesia, from 6% to 12% in Thailand, and from 5% to 10% in the Philippines. Unemployment rates doubled, and workers took to the streets, demanding an end to the layoffs and a rise in wages to offset their lost purchasing power. As for the distributional effects of devaluation, it is clear that by altering the domestic price and returns of "tradable" goods (exports and imports) and creating incentives for the production of exports as opposedto domestic goods, devalua-tion will benefit certain groups at the expense of others. In general, urban wage earners, people with fixed incomes, the unemployed,and the small farmers and rural and urban small-scale producers and suppliersof services who do not partic-ipate in the export sector stand to be financially  hurt by the domestic inflation that typically follows devaluation. Conversely, large exporters (usually large landowners and foreign-owned corporations) and medium-sized local businesses engaged in foreign trade stand to benefit the most. Although we cannot categorically assert that (devaluation tends to worsen income distribution, we may conclude that the more that ownership of and control over the export sector is concentrated in private rather than public hands, the greater is the likelihood that devaluation will have an adverse effect on income distribution. For this reason, among others, international commercial and financial problems (e.g., chronic balance of payments deficits) cannot be divorced from domestic problems (e.g., poverty and inequality) in Third World nations. Policy responses to alleviate one problem can either improve or worsen others.

5.5 South south Trade and economic integaration 

Dear Lerners!  Do you know what do mean by south –south economic integration?

………………………………………………………………………………………………………………………………………………………………………………………………………………
That was great!!

Economic integration is the merging to various degrees of the economies and economic policies of two or more countries in a region.  South-South trade represents close to one third of all developing world exports. Exports to China have provided an important opportunity in recent years for some developing countries. Many pioneering development economists such as Nobel laureate Sir Arthur Lewis have argued that developing countries should orient more of their trade more toward one another. Variants of this theme have been taken up by many contemporary development economists. One argument, advanced in 2006 by Abhijit Banerjee, is that it is difficult for exporters from most low income countries to break into developed markets because of reputation effects. It is very costly to create and maintain a reputation as a country that exports high quality products. Thus it may be better to trade with other developing economies because reputation effects are not as important for exporting to these markets. They can also work together to establish quality standards and certify their achievement, as Pranab Bardhan has proposed. One strong variant of the South-South trade hypothesis is that developing countries should go beyond greater trade with one another and move in the direction of economic integration. Economic integration occurs whenever a group of nations in the same region join together to form an economic union or regional trading blocby raising a common tariff wall against the products of nonmember countries while freeing internal trade among members. In the terminology of integration literature, nations that levy common external tariffs while freeing internal trade are said to have formed a customs union. If external tariffs against outside countries differ among member nations while internal trade is free, the nations are said to have formed a free-trade area. Finally, a common market possesses all the attributes of a customs union (com-mon external tariffs and free internal trade) plus the free movement of labor and capital among the partner states. The traditional theory of customs unions and economic integration focuses on the static resource and production reallocation effects. But the deeper eco-nomic rationale for the gradual integration of less developed economies is a long-term dynamic one: Integration provides the opportunity for industries that have not yet been established as well as for those that have to take advan-tage of economies of large scale production made possible by expanded markets. In some cases, this is perceived as a defensive response to decreased access to export to other markets due to protectionism or the formation of other trading blocs such as the European Union that divert trade to their own group. Integration can be viewed as a mechanism to encourage a rational divi-sion of labor among a group of countries, each of which is too small to benefit from such a division by itself. In the absence of integration, each separate country may not provide a sufficiently large domestic market to enable local industries to lower their production costs through economies of scale. In such cases, import-substituting industrialization will typically result, as noted earlier, in the establishment of high cost, inefficient local industries. Moreover, in the absence of integration, the same industry (e.g., textiles or shoes) may be set up in two or more adjoining small nations. Each will be operating at less than optimal capacity but will be protected against the imports of the other by high tariff or quota barriers. Not only does such duplication result in wasted scarce resources, but it also means that consumers are forced to pay a higher price for the product than if the market were large enough for high-volume, low cost production to take place at a single location. This leads to a second dynamic rationale for economic integration. By removing barriers to trade among member states, the possibility of coordinated industrial strategy is created, especially in industries where economies of scale are likely to exist. Examples include fertilizer and petrochemical plants, heavy industry like iron and steel, capital goods and machine tool industries, and small-farm mechanical equipment. But the coordination of industrial ex-pansion that enables all member states to accelerate their rates of industrial growth by assigning given industries to different members takes the partners that much closer to full economic and eventual political union. Problems of sovereignty and national self-interest impinge at this stage. To date, they have overwhelmed the economic logic of a close and coordinated union. However, as developing countries, especially small ones, continue to experience the limitations of either development in isolation (autarky) or full participation in the highly unequal world economy, it is likely that interest will increase in the coming decades in the long-run benefits of some form of eco-nomic (and perhaps political) cooperation. The recent expansion and deepening of cooperation in the Association of Southeast Asian Nations (ASEAN) is a case in point. In addition to these two long term dynamic arguments for integration, thereare also the standard static evaluative criteria known as trade creationandtrade diversion. Trade creation is said to occur when common external barriers and internal free trade lead to a shift in production from high- to low-cost member states. For example, before integration, both country A and country B may pro-duce textiles for their respective local markets. Country A may be a lower-cost producer, but its exports to country B are blocked by the latter’s high tariffs. If A and B form a customs union by eliminating all barriers to internal trade, country A’s more efficient low-cost textile industry will service both markets. Trade will have been created in the sense that the removal of barriers has led to a shift in country B’s consumption from its own relatively high-cost textiles to the lower-cost textiles of country A. In contrast, trade diversion is said to occur when the erection of external tariff barriers causes production and consumption of one or more member states to shift from lower-cost nonmember sources of supply (e.g., a devel-oped country) to higher cost member producers. Trade diversion is normally considered undesirable because both the world and member states are perceived to be worse off as a result of diversion of production from more effi-cient foreign suppliers to the less efficient domestic industries of member states. However, some advocates anticipate dynamic benefits analogous to some of the industrialization strategy arguments just discussed. Some other special advantages depend on local conditions. Landlocked developing countries may be viewed as safer locations for investment (in infrastructure as well as export industries) when they join a trading agreement with a group in which at least one country has access to the sea. For small island developing countries, such groupings can offer a lifeline to greater capabili-ties. Some observers believe that regional economic integration reduces the chances of war or other strife (this belief was part of the original rationale for the creation of the European Union and to some extent its later expansion to the east.

SUMMERY

International trade is act as the engine of economic growth. International trade has continued to open up a new opprtunites of specialization, development for the couries engaged in it. These opportunities were particularly in the primary producing coutry overseas that were still in the process of settlement, since inetrational tarde enabled them to bring into use uneploited natural resource and freed them from the limitations of their own domestic market. We can conclude that there are still forces at work that for an uneven distriubution of gain from trade and economic progersss generally, so that the lion share goes to the developed coutries, while the poor lambs themselves are swallowd upin the process.  Import substitution industrial strategy is a deliberate effort to replace consumer imports by promoting the emergence and expansion of domestic industrie.   Export promotion is the export promotion governmental efforts to expand the vol-ume of a country’s exports through increasing export incentives, decreasing disincentives and other means in order to generate more foreign exchange and improve the current account of its balance of payments or achieve other objectives. Exchange rate is the rate at which the domestic currency may be converted into (sold for) a foreign currency such as the U.S. dollar. Economic integration is the merging to various degrees of the economies and economic policies of two or more countries in a region.  South-South trade represents close to one third of all developing world exports and agood practice that should be scaled up to gain from trade.

Review Questions

1. Why nations do trade?

2. Expain how trade is an engine of economic growth?

3. Discuscus the classical and neo- classsical theories of international tarde.

4. What do the trade pessimists and trade optimists argue?

5. Compare and contrast export promotion Vs import substitution industiraialzation?

6. Why do developing countries need to form regional integration? Explain shortly.

7. State briefly the South –South economic integration?

8. Calculate the commodity terms of trade of this nation if the index of its export prices rises by 20 percent but the index of its import prices rises by 40 percent?

CHAPTER SIX

6. Foreign aid, debt, financial reform and development

Introduction

Looking in to the sources of finance is mandatory in dealing with development of a given nation. Economic development can be financed from domestic sources as well as external sources in the form of foreign aid, and debt etc. It is also important to have south –south economic integration to bring sustainable economic growth in LDCs. Further more, in economic relation ship there is a need to have a new inetrantional economic order of relation ship which might help both the south and norther economic corders.

Objectives 

After completing this chapter, the student is expected to be able to;

· To understand how economic development is finced through foreign aid, and debt.

· To identifay factors that determine the amount of foreign aid for economic development.
· Explain financial policy and the role of the State in modern state.

· Elaborate financial reform and its role for development of a nation.

· Understand the New International Economic order. 

6.1 Foreign aid

Foreign aid is refers to the public foreign capital on hard or soft term, in cash or in kind, and inter governemtal grants. In addition to export earnings and private foreign direct and portfolio investment, developing countries receive two other major sources of foreign exchange. Public (official) bilateral and multilateral development assistance and private (unofficial) assistance provided by nongovernmental   organizations. Both of these activities are forms of foreign aid, although only public aid is usually measured. Conflicts generally arise, therefore, not out of any disagreement about the role of aid but over its amount and conditions. Naturally, any developing country would like to have more aid in the form of outright grants or long-term low-cost loans with a minimum of strings attacheded in official statistics.

In principle, all governmental resource transfers from one country to another should be included in the definition of foreign aid. Even this simple def-inition, however, raises a number of problems. For one thing, many resource transfers can take disguised forms, such as the granting of preferential tariffs by developed countries to exports of manufactured goods, particularly from the least developed countries. This permits developing countries to earn more foreign exchange from selling their industrial products in developed-country markets at higher prices than would otherwise be possible. There is conse-quently a net gain for developing countries and a net loss for developed coun-tries, which amounts to a real resource transfer to the developing world. Such implicit capital transfers, or disguised flows, should be counted in qualifying foreign-aid flows. Normally, however, they are not. However, we should not include all transfers of capital to developing countries, particularly the capital flows of private foreign investors. Private flows represent normal commercial transactions, prompted by commercial considerations of profits and rates of return, and therefore should not be viewed as foreign aid. Commercial flows of private capital are nota form of foreign assistance, even though they may benefit the developing country in which they take place. Economists have defined foreign aid, therefore, as any flow of capital to a developing country that meets two criteria: 

1)  Its objective should be non-commercial from the point of view of the donor, and 

2) It should be character-ized by concessional terms; that is, the interest rate and repayment period for borrowed capital should be softer (less stringent) than commercial terms.

Even this definition can be inappropriate, for it could include military aid, which is both noncommercial and concessional. Normally, however, military aid is excluded from international economic measurements of foreign-aid flows. The concept of foreign aid that is now widely used and accepted, there-fore, is one that encompasses all official grants and concessional loans, in currency or in kind, that are broadly aimed at transferring resources from developed to less developed nations on development, poverty, or income distribution grounds. Unfortunately, there often is a thin line separating purely developmental grants and loans from sources ultimately motivated by security or commercial interests. Just as there are conceptual problems associated with the definition of for-eign aid, there are measurement and conceptual problems in the calculation of actual development assistance flows. In particular, three major problems arise in measuring aid.

 First, we cannot simply add up the dollar values of grants and loans; each has a different significance to both donor and recipient countries. Loans must be repaid and therefore cost the donor and benefit the recipient less than the nominal value of the loan itself. Conceptually, we should deflate or discount the dollar value of interest-bearing loans before adding them to the value of outright grants. 

Second, aid can be tied either by source (loans or grants have to be spent on the purchase of donor country goods and services) or by project (funds can only be used for a specific project, such as a road or a steel mill). In either case, the real value of the aid is reduced because the specified source is likely to be an expensive supplier or the project is not of the highest priority (otherwise, there would be no need to tie the aid). 

Further more, aid may be tied to the importation of capital-intensive equipment, which may impose an additional real resource cost, in the form of higher unemployment, on the recipient nation. Or the project itself may require the pur-chase of new machinery and equipment from monopolistic suppliers while existing productive equipment in the same industry is being operated at very low levels of capacity. Finally, we always need to distinguish between the nominal and real value of foreign assistance. Aid flows are usually calculated at nominal levels and tend to show a steady rise over time. However, when deflated for rising prices, the actual real volume of aid from most donor coun-tries declined substantially in recent decades despite a recent uptick.

Forigen capital enters in a given coutry in the form of private capital and public capial. Private Capiatal may take the form of direct and indirect investment. Foreign aid is the international transfer of public funds in the form of loans or grants either directly from one government to another (bilateral assistance) or indirectly through the vehicle of a multilateral assistance agency such as the World Bank.

6.2. Motivations for foreign aid

 The reasons why developing nations have usually been eager to accept aid, even in its most stringent and restrictive forms have been given much less attention than the reasons why donors provide aid. The major reason is probably economic. Developing countries have often tended to accept the proposition typically advanced by developed-country economists and supported by reference to success stories such as Taiwan and South Korea to the exclusion of many more failures that aid is a crucial and essential ingredi-ent in the development process. It supplements scarce domestic resources, it helps transform the economy structurally, and it contributes to economic growth. Thus the economic rationale for aid is based in part on their acceptance of the donor’s perceptions of what the poor countries require to promote eco-nomic development. Conflicts generally arise, therefore, not out of any disagreement about the role of aid but over its amount and conditions. Naturally, any developing country would like to have more aid in the form of outright grants or long-term low-cost loans with a minimum of strings attached.
1) Political Motivations: Political motivations have been by far the more im-portant for aid-granting nations, especially for the largest donor country, the United States. The United States has viewed foreign aid from its beginnings in the late 1940s under the Marshall Plan, which aimed at reconstructing the war-torn economies of western Europe, as a means of containing the interna-tional spread of communism. When the balance of Cold War interests shifted from Europe to the developing world in the mid-1950s, the policy of contain-ment embodied in the U.S. aid program dictated a shift in emphasis toward political, economic, and military support for “friendly” less developed na-tions, especially those considered geographically strategic. Most aid programs to developing countries were therefore oriented more toward purchasing their security and propping up their sometimes shaky regimes than promoting long-term social and economic development. The successive shifts in empha-sis from South Asia to Southeast Asia to Latin America to the Middle East and back to Southeast Asia during the 1950s and 1960s and then toward Africa and the Persian Gulf in the late 1970s, the Caribbean and Central America in the 1980s, and the Russian Federation, Bosnia, Ukraine, and the Middle East in the 1990s, with a renewed focus on the Islamic nations after 2001, reflect changes in U.S. strategic, political, security, and economic interests more than changing evaluations of poverty problems and economic need. Recent increases in aid to African countries with public health crises including HIV assistance may be due in part to concerns that disease may spread in-ternationally or lead to destabilizing state collapse and possible havens for terrorists. Even the Alliance for Progress, inaugurated in the early 1960s with great fanfare and noble rhetoric about promoting Latin American economic devel-opment, was formulated primarily as a direct response to the rise of Fidel Cas-tro in Cuba and the perceived threat of communist takeovers in other Latin American countries. As soon as the security issue lost its urgency and other more pressing problems came to the fore (the war in Vietnam, the rise in U.S. violence, etc.), the Alliance for Progress stagnated and began to fizzle out. Our point is simply that where aid is seen primarily as a means of furthering donor-country interests, the flow of funds tends to vary with the donor’s political assessment of changing international situations and not the relative need of potential recipients. The behavior of other major donor countries such as Japan, Great Britain, and France has been similar to that of the United States. Al-though exceptions can be cited (Sweden, Denmark, the Netherlands,Norway, and perhaps Canada), by and large these Western donor coun-tries have used foreign aid as a political lever to prop up or underpin friendly political regimes in developing countries, regimes whose con-tinued existence they perceived as being in their own national security interests. It still remains to be seen how much the renewed rhetorical focus on extreme poverty in the period following in 2005 G8 summit in Britain portends a historic change in the prioritization of aid, but there is no doubt that political and business considerations will remain very important.

2) Humanitarian (moral) motive: Aid could be given for humanitarian purposes to assist poor countries, and particularly poor peoplein poor countries. The same arguments that provide the basis for income redistribution within nations can also be applied at the global level, namely that absolute poverty is intolerable and that if the marginal utility of income diminishes, totalwelfare will be increased by a redistribution of income from rich to poor. From a moral and welfare point of view, national boundaries are quite artificial constructions.

3) Economic Motivations: Two-Gap Models and Other Criteria Within the broad context of political and strategic priorities, foreign-aid programs of the developed nations have had a strong economic rationale. This is especially true for Japan, which directs most of its aid to neighboring Asian countries where it has substantial private investments and expanding trade. Even though political motivation may have been of paramount importance for other donors, the economic rationale was at least given lip service as the over-riding motivation for assistance.  Economic motive can be seen from the two aspects ;
1. Economic motives from the point of view of recipients 

· Foreign exchange constraints:External finance (both grants & loans) can play a critical role in supplementing domestic resources in order to relieve savings or 

· Foreign exchange bottlenecks. This is the so-calledtwo-gap analysis of foreign assistance. Therefore, the LDCs require foreign aidto meet the deficits in their external balance and to supplement domestic savings. 

·  Technological transfer 

· Provision of economic and social infrastructuree.e.g health, education, railways, roads, communication etc.
2.   Economic motives from the point of view of donors

· Rate of interest: If the rate of interest on loans is higher than the productivity of capital in developed donor country and lower than the productivity of capital in the developing recipient country, both parties will gain. 

· Tied loans: most of the bilateral loans from DCs are tied loans. The recipient country purchases the goods from the donor country at a higher price, higher than the competitive market price. 

· Market: When an aid recipient country improves its economic conditions, its per capita income improves and this creates a market for the products of DCs.

Crtrism
· Assistance is mal-distributed and does not reach the poorest people in the poorest countries. However, this is not a criticism of aid as such, but of its administration. 
· Assistance has not helped economic development. Many countries are still desperately poor after 50 years of assistance, and that many parts of the third world: South East Asia, W. Africa & Latin America made rapid progress long before the advent of official assistance. 
·  Due to foreign aid some government may take undue advantage of it and may suppress oppositions. Assistance breeds corruption, inefficiency & tensions in societies, which retards development.
·  Assistance may also encourage irresponsible financial policies, and if the assistance is free (pure aid) there may be no incentive to use resources productively. Program aid as compared to project aid is much moreopen to abuse than supervised project aid. Whatever problems are associated with foreign aid; these are the problems of faulty implementation. A study of sevencountries (including Kenya, Bangladesh, India, Colombia, Korea, Malawi, and Mali) shows that most aid achieves its development objectives. The provision of aid also played a major part in the green revolution in Southeast Asia, in building up infrastructure in S.Africa.

Factors that determine the amount of foreign aid for economic development 

1) The avaliblity of funds: developend coutries should have enough surplus capital to export like USA. 

2) Absorbative capacity of the recipant coutry: LDCs should get as much as they could usally invest.  Absorbative capacity covers all the way in which the ability to plan and excute evelopemnt projetcs, to change the structure of the economy, and to reallocate resources is circumscribes by the lack of crucial factor. The structure of the economy along with utilization of its existing capacity will have an important beraing on a countries absorbative capacity. 

3) Avalaiblity of resource: if LDCs has little adequated developed human and natural resource it will act as impediment to the effective use of foreign capital.

4) Capacity of the recipant coutry to pay back : This is a very pertinent problem .For the burden of servicing loan acts as abarrier to the borrowing of large funds by the LDCs

5) The will and the effort on the part of the reciant country to develop:  Capital received from abroad does not fructify, unless it is desired and parallelled by an effort on the part of the recipient coutry.  

6.3. Foreign debt

The debt problem of LDCs

The problem of external debt of LDCs is a serious one because they depend heavily on the inflow of capital from abroad to finace their development needs. LDCs being the poor coutries, their rate of domestic saving and investment are low; their exports is limited to few primarly products like coffe, chat and hide andskin in Ethiopia.  To accelerate the rate of economic development, they borrow to import capital goods, componets and techknowledgical know how and they also borrow to finace consumer good to meet the requiremnts of the growing population , they borrow to supplement and increase their domestic resources . This leads to the huge current capital deficits i.e the current account defict means the country borrow from abroad commericial banks, inetrnatioanl financial institutions like IMF, WB and IFC etc., and from private forign firms. In all such cases, the cuoutry accumulates external debt whose burden increases which it has to repay in the form of interst and principal.

The oil shock of the 1970s and the reaction of the developed coutries to them leds to the major debt crisis in LDCs and the problem become seviour during 1980.

6.4. Foreign direct investment and MNCs

Foreign capital cans entere a country in the form of private capital and public capial.

 Private foreign capital may take the form of direct and indirect investment.

1) Foreign direct investment (FDI): It is the overseas equity investments by private multinational corporations. Direct foreign investment means at least 25% participation the share capital of foreign enterprise.   It is the concern of investing exercise de facto or de jure control over the asset cerated in the capital importing coutry by means of that investment. It may take money forms: Tranansnational corporations or Multinational corporations (MNCs).

MNCs is a campany, firm or entrireprise with its head quarter in developed coutry such as USA,West Germany ,Japan ,etc. and also operate in LDCs and DCs . They are engage in mining, tea, rubber and cocoa planation; oil extraction and refining, manufatcuring for home production and export.etc. Their operation also includes bank, insurance, shipping and hotel service etc. MNCs are one who’s net sale 100 million dollar and the direct investment in manuafaturing usually accounting for at least 10-20% of the capampanies total investment. Truly MNC.  

· Acts as an oragizatioanl maximization one overall objective for all its units.

· Terat the whole world as its operational area and 

· Is able to coordinate all its function in any way necessary for achieving.

· Very large firm with wide spread operation which are clearly inetrantioanl in character  and have more than five subsidiaries or more than 15% of total sales producred abroad ,and acting in cohesive manner to achieve maximum profit or growth .    

Advantage of MNCs

· They are financially very strong and hence provide large and cheap capital to by way of direct investment. 

· They unsder take gerate risk in investing their fund in LDCs in the face of imperfect infrasrcture facility  like power ,tresnporation ,skilled labour, etc.,low market demand and short supply of inputs.

· They transfer superior technology to LDCs based on research and development and differbtated product in LDCs which tend to raise the standard of living of the people. 

· They bring new techniques of marketing in LDCs through market research at their head quarter.

· They start a new venture and bestow the advantage of the superior management, traning, education, and enetrprinural ability in LDCs. 

· Above all they are socuially desirable in LDCs because they lead to net increase in capital formation and, output, and employment.

Disavatge MNCs

· They are regardes as agent of exploitation in LDCs by maximinzing their profit manifold.

· They are pre –empty local saving by overpricing the imports and under pricing the export of LDCs.

· Most of the technology transferred by MNCs are not best suit to the capial scarce LDCs 

· They set up their palnts in big towns and cities in LDCs where infrastructure facilities are easilt avaliavble.  

· They influence the internal poltics to the detriments of the LDCs by bribing legislator not only directly but also indirectly.

2) Foreign indirect investment or portifolio (rentire) investment: it consists of the holding of transferable securities, shares or debenture by nattionals of some other coutry .such holding does not amount to the right to control the campany.
      Public foreign capital may consuists of foreign public may consists of; 

1. Bilateral hard loan: It means giving of loans by hard currency holder country for LDCs governments. 

2. Bilataral soft loan: Sale of food grains and other farm products to LDCs by the developed coutries like USA to Ethiopia.  

3. Mutilateral loan: contribution to the aid club and Colombo plan, etc., by the member countries like loan given by various agencies of USA likeUNDP, SUNFED, IBRD etc. 

4. Inter governmental grants: it the grant given by one nation government for another nation government. 

6.5. Financial reform

The restriction of loans to a few large borrowers, together with the widespread existence of high inflation, growing budget deficits, and negative real interest rates, led to a serious “credit crunch” among developing countries during the 1980s. The global recessions of 1981–1982 and 1987 exposed the frailty of many development bank loans so that by the end of the decade, almost half of these banks were reporting 50% or more of their loans in arrears and another quarter had delinquency rates in excess of 25%. With real interest rates on sav-ings deposits in the negative and expectations of continued inflation and exchange-rate devaluation contributing to substantial capital flight, it is not surprising that few individuals were willing to save. In addition, commercial banks and other financial intermediaries were subject to numerous lending restrictions and faced mandatory interest-rate ceilings on loanable funds at levels well below market clearing rates.

These artificial interest-rate ceilings were often set by governments seeking to finance their budget deficits through the sale of low-interest bonds to private commercial banks. These banks in turn had to resort to rationingthe available credit beyond the normal credit rationing observed in developed economies as a response to adverse selection. Figure 6.4.1  shows the impact of binding nominal interest-rate ceilings at below-market-clearing levels. With the interest-rate ceiling at , which is below the market-clearing equilibrium rate rE, the demand for loanable funds, L2, greatly exceeds the available supply, L1. This excess demand leads to a need to ration the limited supply—a phenomenon known as financial repression because investment is limited or “repressed” by a shortage of savings, which in turn results from administered real interest rates below what would occur in a market setting.  In the absence of outright corruption in the allocation of L1 loanable funds, in most commercial banks.
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Figure 6.5.1 the effect of inetrsr rate ceiling on credit allocation.

Choose to allocate the available credit to a few large borrowers so as to mini-mize the administrative overhead costs as a proportion of the total costs of lending. Thus the net effect of government controls over lending rates is that even fewer loans will be allocated to small investors. Banks can cover the ad-ditional administrative costs and the added risks of smaller loans only by charging higher interest rates. Hence small farmers and urban entrepreneurs have no recourse but to seek finance from the unorganized money market, where, as we see from Figure 6.5.1 they are willing to pay above-market-clearing rates of rU.One suggested solution to the problem is to liberalize the financial sector by allowing nominal interest rates to rise to market-clearing levels. This would cause real interest rates to rise to positive levels and thus remove the explicit interest-rate subsidy accorded to preferred borrowers (rent seekers) who are powerful enough to gain access to the rationed credit. Higher real rates should also generate more domestic saving and investment and permit some borrowers to shift from the unorganized to the organized credit market. The World Bank cites evidence from countries such as Thailand, Turkey, and Kenya, where the liberalization of interest rates generated more saving and investment. However, evidence of the effects of financial reform in Chile during the 1970s revealed many shortcomings of the process. These included the acquisition of numerous banks by large conglomerates, or grupos, who used their new financial resources to buy recently privatized firms or to expand their own companies.When many of their firms faced financial losses, these gruposhad to resort to additional funds to avoid bankruptcy. This made the Chilean financial system particularly vulnerable when the debt cri-sis struck in the 1980s. Reform and liberalization of the organized money sector is therefore no panacea for the financial systems of developing nations. The early success of South Korea and Taiwan (and before them, Japan) with financial systems that exhibited many of the attributes of repression demonstrates that judicious and selective government intervention can be a stimulus to industrial develop-ment. Although there is evidence that the elimination of substantial interest-rate distortions can promote greater saving and more rapid economic growth, financial reform must always be accompanied by other more direct measures to make sure that small farmers and investors have access to needed credit. Furthermore, as shown in the next section, careful supervision of the banking and financial sectors is needed to prevent undue concentration by local elites. As we have already pointed out in this text, “getting prices right” is only one step, albeit an important one, in making development serves the needs of the forgotten majority.

Financial Policy and the Role of the State

Dear students! Does financial liberalization mean that governments in developing countries have no role to play in the financial sector?

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

That was great!!

Financial markets are markedly different from other markets, that market failures are likely to be more pervasive in these markets, and that  much of the rationale for liberalizing financial markets is based neither on a sound economic understanding of how these markets work nor on the potential scope for government intervention. The seven market failures Stiglitz and his colleagues identified and that are likely to be of particular relevance to state intervention to developing countries are the following:

1. The public good nature of monitoring financial institutions.Investors need information about the solvency and management of financial institutions. Like other forms of information, monitoring is a public good everyone who places savings in a particular financial institution would benefit from know-ing that the institution was prospering or close to insolvency. But like other public goods in free-market economies, there is an undersupply of monitoring information, and consequently, risk-averse savers withhold their funds. The net result is fewer resources allocated through these institutions.

2.  Externalities of monitoring, selection, and lending.Benefits are often in-curred by lenders who learn about the viability of potential projects from the monitoring, selection, and lending decisions of other lenders. Investors can also benefit from information generated by other investors on the quality ofdifferent financial institutions. Like other positive (or negative) externalities, the market provides too little information, and resources are underallocated oroverallocated.

3.  Externalities of financial disruption. In the absence of government insur-ance (whether or not an explicit policy has been issued), the failure of one major financial institution can cause a run on the entire banking system and lead to long-term disruptions of the overall financial system.

4. Missing and incomplete markets. In most developing countries, markets for insurance against a variety of financial (bank failure) or physical (e.g., cropfailure) risks are missing. The basic problem is that information is imperfectand costly to obtain, so a developing-country government has an important role in reducing these risks. It can, for example, force membership in insur-ance programs or require financial institutions as well as borrowers to disclose information about their assets, liabilities, and creditworthiness.
5. Imperfect competition. Competition in the banking sector of most devel-oping countries is extremely limited, meaning that potential borrowers usually face only a small number of suppliers of loanable funds, many of which are unwilling or unable to accommodate new and unknown customers. This is particularly true of small borrowers in the informal urban and rural sectors.
6. Inefficiency of competitive markets in the financial sector. Theoretically, for perfectly competitive markets to function efficiently, financial markets must be complete (without uninsured risks) and information must be exogenous (freely available to all and not influenced by any one participant’s action in the market). Clearly, there are special advantages to individuals or entities with privileged information in financial markets in developing countries, and risk insurance is difficult, if not impossible, to obtain. As a result, unfettered finan-cial markets may not allocate capital to its most profitable uses, and there canbe substantial deviations between social and private returns to alternative investment projects. In such cases, direct government intervention for exam-ple, by restricting certain kinds of loans and encouraging others may partly or completely offset these imbalances.

7. Uninformed investors.Contrary to the doctrine of consumer sovereignty, with its assumption of perfect knowledge, many investors in developing countries lack both the information and the appropriate means to acquire it in order to make rational investment decisions. Here again, governments can impose financial disclosure requirements on firms listed on local stock exchanges or require banks, for example, to inform customers of the differences between simple and compound interest rates or of the nature of penalties for early withdrawals of savings. In each of these seven instances, Stiglitz and his coauthors argue, govern-ments have a proper role to play in regulating financial institutions, creating new institutions to fill gaps in the kinds of credit provided by private institu-tions (e.g., microloans to small farmers and tradespeople), providing con-sumer protection, ensuring bank solvency, encouraging fair competition, and ultimately improving the allocation of financial resources and promoting macroeconomic stability. As in other areas of economic development, the critical issue for financial policy is not about free markets versus government intervention but rather about how both can work together (along with the NGO sector) to meet the urgent needs of poor people.  

To generalize Joseph Stiglitz and his coauthors argue, governments have a proper role to play in regulating financial institutions, creating new institutions to fill gaps in the kinds of credit provided by private institu-tions (e.g., microloans to small farmers and tradespeople), providing consumer protection, ensuring bank solvency, encouraging fair competition, and ultimately improving the allocation of financial resources and promoting macroeconomic stability. As in other areas of economic development, the critical issue for financial policy is not about free markets versus government intervention but rather about how both can work together (along with the NGO sector) to meet the urgent needs of poor people.

 6.6. New International Economic order (NIEO)

Dear lerenrs!! What is the base of new inetrantional economic order?

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

That was great!! 

NIEO is based on equity, soveregein equality, interdependence, common interst and cooperation among all states, irrespective of their economic and social system which shall correct inequalities and and reduce existing injuries, make its possible to eliminate widening gap between the developed and developing coutries and ensure stadily accelerating economic and social development and peace and justice for psresnt and future generation.

The demand for NIEO by developing nation goes back to the first session of the UNCTAD in 1964.  The root for the call of NIEO lies in the distaisfaction of LDCs with regard to trade, financial, technological and other policy pursued by the developend coutries to wards against them .The developed coutries   have oppressed the LDCs ,discriminated against them , perputate  the inequality of income ,and wealth ,increased un employment and poverty in them .

Dear Lerners!! What is the immediate cause for the establishment of NIEO?

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

That was great!!  The immediate cuase for the establishement of NIEO in early 1970s were;
· Sever energy crisis 

· The berack down of the Bretton wood system in 1973.

· The disappointment with development aid which was much below the UN target of 0.7% of GNP of developed coutries.

· The formation of OPEC in 1973 and its success in rising oil prices

·  The exists of unusual high rates of inflation and unemployment in LDCs.

Objective of NIEO

· International trade.

· Technological transfre. 

· Regulation and control of the activities of multinational cooperations.

· Reforming the international monetary system and specific aid progerammes.

· Interdependence and cooperation. 

SUMMERY

In addition to export earnings and private foreign direct and portfolio investment, developing countries receive two other major sources of foreign exchange. Public (official) bilateral and multilateral development assistance and private (unofficial) assistance provided by nongovernmental   organizations. Both of these activities are forms of foreign aid, although only public aid is usually measured. Conflicts generally arise, therefore, not out of any disagreement about the role of aid but over its amount and conditions. The mortivation for public aid is poltical, economic and humanterial motives. There is aneed for government inetravtion in financial market sicne fimcial market is by nature exposed for market falure resulted from the public good nature of monitoring financial institutions, externalities of monitoring, selection, and lending, externalities of financial disruption, missing and incomplete markets, inefficiency of competitive markets in the financial sector, imperfect competion, and uninformed investors etc. NIEO is based on equity, soveregein equality, interdependence, common interst and cooperation among all states, irrespective of their economic and social system which shall correct inequalities and and reduce existing injuries, make its possible to eliminate widening gap between the developed and developing coutries and ensure stadily accelerating economic and social development and peace and justice for psresnt and future generation.

Review Questions

1. Define foriedgn aid?

2. Discise briefly the role played by foreign aid for economic development of LDCs?

3. Expain the factor which determine the effect of foreign aid for economic development of LDCs?

4.  Defibe the meaning of MNCs? And state the adavantge and dis advantage of MNCs for LDCs?

5. Why financial refor is needed in LDCs? Expain briefly.

6. Expian briefly the concern of New International Economic order (NIEO)? 
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Try to do the assignment by your own and if you have any quesestion which is not clear attaché at the end of the assignment paper please. 
1. Define the term demographic transition and discuss about its three stages? (3pts) 
2. List and briefly describe the principal causes of high population growth in developing countries and the major consequences. (3pts)
3. What is the relationship between the age structure of a population and its dependency burden? Is the dependency burden higher or lower in developing countries? Why? (3pts ).
4. Why closing educational gender gap is economically desirable? List at least three reasons (3pts)
a. _______________________________________________________

b. ________________________________________________________

c. ________________________________________________________

5. Does the education of women tend to reduce their fertility? Why? Write at least three reasons   (3pts)   
a. ___________________________________________________

b. _____________________________________________________

c. _____________________________________________________

6. Does education increase or decrease income inequality and poverty in LDCs? Why? (3pt )

7. Expain how trade is an engine of economic growth? (3pt )
8. Discuscus the classical and neo- classsical theories of international tarde.(3pt) 
9. Compare and contrast export promotion Vs import substitution industiraialzation? (3pts )
10. Discise briefly the role played by foreign aid for economic development of LDCs? (3pts

� Doubling time is Period that a given population or other quantity takes to increase by its present size.


� Hidden momentum of population growth: The phenomenon whereby population continues to increase even after a fall in birth rates because the large existing youthful population expands the population’s base of potential parents.


� Population pyramid: A graphic depiction of the age structure of the population, with age cohorts plotted on the vertical axis and either population shares or numbers of males and females in each cohort on the horizontal axis.


� Malthusian population trap The threshold population level anticipated by Thomas Malthus (1766–1834) at which


population increase was bound to stop because life sustaining resources, which increase at an arithmetic rate, would be insufficient to support human population, which increases at a geometric rate


� Microeconomic theory of fertility The theory that family formation has costs and benefits that determines the size of families formed.


� Literacy The ability to read and write.


� Human capital Productive investments embodied in human persons, including skills, abilities, ideals, health, and locations, often resulting from expenditures on education, on-the-job training programs, and medical care.


� Discount rate In present value calculations, the annual rate at which future values are decreased to make them comparable to values in the present.
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