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Introduction

INTRODUCTION

In simple words, economic development is the development of economic wealth
of countries or regions for the well-being of their inhabitants. Usually, the terms
growth and development are used interchangeably. However, economic growth
and economic development are two different terms used in economics. In common
parlance, economic development refers to the problems of underdeveloped
countries, while economic growth to those of developed countries. When we use
the term economic growth, we simply mean increase in per capita income or increase
in gross national product (GNP). In recent literature, however, the term economic
growth is used to refer to sustained increase in a country’s output of goods and
services, or more precisely product per capita. Output is usually measured in
terms of GNP.

The term economic development is far more comprehensive, implying
progressive changes in the socio-economic structure of a country. If we see
development in this perspective, economic development involves a steady decline
in agricultural shares in GNP and continuous increase in shares of industries, trade
banking construction and services. Further, while economic growth simply refers
to rise in output, development means change in technological and institutional
organization of production and in distributive pattern of income. The process of
development is far more wide-ranging. Besides a rise in output, it involves changes
in composition of output, shift in the allocation of productive resources, and
elimination or reduction of poverty, inequalities and unemployment. In the words
of Amartya Sen: ‘Development requires the removal of major sources of unfreedom
poverty as well as tyranny, poor economic opportunities as well as systematic
social deprivation neglect of public facilities as well as intolerance or over activity
of repressive states.’

NOTES

This book, Development Economics, 1s divided into fourteen units that
follow the self-instruction mode with each unit beginning with an Introduction to
the unit, followed by an outline of the Objectives. The detailed content is then
presented in a simple but structured manner interspersed with Check Your Progress
Questions to test the student’s understanding of the topic. A Summary along with
a list of Key Words and a set of Self-Assessment Questions and Exercises is also
provided at the end of each unit for recapitulation.

Self-Instructional
Material



BLOCK -1

ECONOMIC GROWTH AND DEVELOPMENT

UNIT 1 ECONOMIC GROWTH

AND DEVELOPMENT:
AN OVERVIEW

Structure

1.0
1.1
1.2
1.3

1.4
1.5
1.6
1.7
1.8

Introduction

Objectives

Concept of Economic Growth and Development

Obstacles to Development and Characteristics of Less Developed Countries
1.3.1 Characteristics of Less Developed Countries

Answers to Check Your Progress Questions

Summary

Key Words

Self Assessment Questions and Exercises

Further Readings

1.0

INTRODUCTION

A country’s economic growth is usually indicated by an increase in that country’s
gross domestic product, or GDP. Generally speaking, gross domestic product is
an economic model that reflects the value of a country’s output.

Economic growth is the positive change in the real output of the country in

a particular span of time economy. Economic Development involves arise in the
level of production in an economy along with the advancement of technology,
improvement in living standards and so on.

1.1

OBJECTIVES

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

e Describe the concept of economic growth and development

¢ Discuss the factors affecting economic growth

¢ Analyse the prevalence of underdevelopment in different countries

e Explain the various obstacles to development

Economic Growth
and Development:
An Overview

NOTES
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1.2 CONCEPT OF ECONOMIC GROWTH AND
DEVELOPMENT

Economic development is usually concerned not only with quantitative expansions,
but also with changes in non-quantitative factors such as institutions, organizations
and culture under which economies operate. If we follow this usage, economic
growth is considered to be a quantitative aspect of economic development.

1. Inbroad terms, one would say that economic development involves a steady
and ongoing activity that leads to a better standard of living and improvement
in the financial health of a particular sector or area of a country’s economy.
Economic development also signifies the quantitative and qualitative changes
that take place in the economy. Such actions can include the development
of human capital, critical infrastructure, regional competitiveness,
environmental sustainability, social inclusion, health, safety, literacy, and other
initiatives.

2. The concept of economic growth is much narrower than the concept of
economic development. As we have already studied, it implies an increase
in a nation’s real level of national output which could have been brought
about by an expansion in the resource quality or quantity, technological
improvements, etc. The principle of economic development is normative.
This means that it finds application in the context of people’s sense of morality
(right or wrong, good or bad). Michael Todaro, an American economist
and a pioneer in the field of development economics, equates economic
development with increasing standards of living, better self-esteem, and
other privileges such as freedom from any and all kinds of exploitation, etc.

3. Economic growth will take place upon a gradual increase in any or all elements
that make up the GDP such as consumption, investment, government
expenditures and net exports. Economic development, on the other hand,
involves an increase in the Human Capital Index; a notable decline in social
and economic inequality; and structural changes that contribute to a basic
improvement in the overall quality of a nation’s population. One must note
that one of the most precise ways of determining economic development is
by using the Human Development Index. This Index includes the literacy
rates and the growth of more employment opportunities in various sectors
such as education, healthcare, employment and the protection of the
environment. This denotes that all citizens of the nation experience a growth
in their per capita income. Other measures of economic development include
gender related index, human poverty index, infant mortality rate and literacy
rate.

4. Economic growth pertains to an increase in the output of an economy,
whereas economic development pertains to structural changes that take
place in an economy.



5. Economic growth is a quantitative measurement relating to an increase in Economic Growth
. h . bili . and Development:

Gross Domestic Product and shown Production-possibility Frontier. An Overview
Economic development is measured in qualitative terms. In other words,
whereas economic growth is associated with bringing about quantitative
changes in an economy, economic development is associated with bringing

about qualitative changes in an economy.

NOTES

6. In order to measure progress in developed nations, economic growth is a
much preferred indicator. Most nations make use of it for measuring fiscal
growth since growth is a pre-condition for development. Developing
countries make use of economic development in order to measure progress
and quality of life.

7. There are several unrecorded economic activities that characterize an
economy. These activities go unaccounted for in the measurement of
economic growth. These activities are related to an informal or a black
economy. Economic development helps in alleviating people from low
standards of living with the provision of proper employment and suitable
shelter.

8. A major problem with economic growth is not taking into account the
exhaustion of natural resources that may cause pollution, congestion and
the occurrence of various diseases. The concept of development, on the
other hand, is synonymous with sustainability referring to meeting present
needs without having to compromise the future needs.

9. Economic growth is an important, but not an adequate condition of economic
development.

We can say that development economics is that branch of economics that
deals with the economic aspects of development process in nations with
low incomes. Development economics focusses not only on methods that
encourage economic growth and structural changes, but also on the
improvement of the potential for the mass of the population.

Generally, economic development is concerned with growth in such metrics
as literacy rates, life expectancy and poverty rates. GDP disregards other
important components such as leisure time, environmental quality, freedom
or social justice. There are other ways of measuring the economic well-
being of a nation. In a fundamental sense, the economic development of a
nation appertains to its human development, which includes, among other
things, health and education. These determinants are, nevertheless, closely
linked to economic growth in such a way that economic development and
economic growth are complementary concepts.

Factors Affecting Economic Growth

Broadly speaking, there are chiefly three important areas encompassed by the
policies of economic development:

Self-Instructional
Material 3
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¢ Governmental measures undertaken to fulfil broad economic objectives like
price stability, high employment and a sustained rate of growth. These efforts
allow for changes in economic and fiscal policies, the governance and
administration of financial institutions, trade and tax policies, etc.

e Procedures that offer infrastructure and services such as highways, parks,
affordable housing, crime prevention and school education.

¢ Job creation and retention through specific efforts in business finance,
marketing, neighbourhood development, workforce development, small
business development, business retention and expansion, technology transfer
and real estate development.

1.3 OBSTACLES TO DEVELOPMENT AND
CHARACTERISTICS OF LESS DEVELOPED
COUNTRIES

Underdevelopment means having a low level of economic productivity and
technological sophistication within the contemporary range of possibility. The term
‘development’ is generally used to mean industrialization, economic growth and
the living standards associated with prosperity, such as increased life expectancy,
health-care and free education. The countries that have not yet achieved these
objectives are said to be “‘undeveloped’ countries.

Disparity between the rich and the poor and an unhealthy balance of trade
are the characteristics of an underdeveloped country. The trade and commerce
balance is often skewed as the products these countries yield for export, such as
bananas, coffee, sugar, cocoa, tea, are not in great demand in the developed
countries. The products that demand a smaller quantity of raw materials, such as
jute, cotton, etc., are being substituted by synthetic materials. Prices of organic
and natural raw materials cannot be increased as this leads to an industrial clamouring
for the synthetic products. On the other hand, production can also not be increased
as this again brings down the prices. Thus, the developing countries face this elusive
development as the primary commodities used by them are subject to short-term
price inflation.

Different criteria of underdevelopment

Countries are categorized as underdeveloped on the basis of the following criteria:

¢ Low ratio of industrial output to total output: Countries with a low
ratio of industrial output to total output are considered underdeveloped.

e Low ratio of capital to per head of population: According to Ragnar
Nurkse, ‘Underdeveloped countries are those, which compared with the
advanced countries, are under-equipped with capital in relation to their
population and natural resources.’



e Poverty: Poverty is one of the main criteria of underdevelopment. Poverty EC;’;’WCI Growth
is nothing but lack of basic standards of living. The people of underdeveloped R
countries are characterized by less money or salary, less education, improper

health care, sanitation, etc.

o NOTES
e Low per capita income: Most acceptable criterion of underdevelopment

is low per capital real income.
1.3.1 Characteristics of Less Developed Countries

The characteristics of underdevelopment may be summarized as follows:

e General poverty: Most of the people in underdeveloped countries are
poor, leading a wretched life without any norms of standard of living. Poverty
results in low labour productivity, lack of entrepreneurship and poor
specialization.

¢ Agriculture, the main occupation: An underdeveloped depends largely
on the production of agricultural materials and minerals. Industries in such
countries are mainly agro-based. The share of the primary sector, which
includes the agriculture and allied activities, is larger in the national income
of the underdeveloped country.

¢ A dualistic economy: An underdeveloped economy is characterized by
the presence of dualistic economy— the existence of both market economy
and subsistence economy at the same time. There is market economy on
one side, where marketing system has developed exceedingly well, catering
to the needs of rich and wealthy class of people. On the other hand, there is
subsistence economy characterized by backward agriculture-oriented
activities in rural areas.

¢ Underdevelopment of national resources: The natural resources of the
underdeveloped economy are either unutilized or underutilized. For example,
India is a country of vast natural resources, which have not been fully utilized.

¢ Demographic features: Another feature of underdeveloped countries is
that they are invariable overpopulated. The size of the population in these
countries is increasing at a faster rate than in developed countries.

e Unemployment and disguised unemployment: Excessive pressures on
land and poor industrial development create unemployment problems in
underdeveloped countries. The problem of unemployment has resulted in
underemployment. Owing to population pressure, more persons work on
land than what is actually required. This is referred to as disguised
unemployment.

e Economic backwardness: The people of underdeveloped countries are
economically backward. The economic backwardness is characterized by
lower efficiency, illiteracy, poverty, factor-immobility, lack of
entrepreneurship and ignorance in economic matters.

Self-Instructional
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e Lack of enterprise and initiative: An important characteristic of
underdeveloped countries is the lack of entrepreneurship and initiative. The
governments of underdeveloped countries are not very encouraging towards
entrepreneurship. The people of such countries are largely risk averse. They
generally prefer a long-term employment, such as government jobs.

e Insufficient capital equipment: Capital has a strategic role in production
and economic development of a nation. The insufficient amount of physical
capital in existence is also a characteristic feature of underdeveloped
economies. Hence, they are often called simply ‘capital poor’ economies.
One indication of the capital deficiency is the low amount of capital per
head of population.

¢ Technological backwardness: In underdeveloped countries, the methods
of production are primitive. As a result, the productivity either in agriculture
or in industries is very low. The lack of technical know-how and poor
scientific advancement and obsolete technique result in poor quality products.

¢ Foreign trade orientation: Underdeveloped countries are usually foreign
trade-oriented. They export raw materials instead of utilizing them at home
and import manufactures instead of making them at home. Excessive
dependence on export makes these countries precarious and unbalanced,
affecting their terms of trade adversely.

Prevalence of underdevelopment

(1) Africa: Africa consists of one-seventh of the world’s population. It is the
second largest continent with fifty-four countries and 800 million people. It
accounts for 20 per cent of the planet. This is the most underdeveloped
continent. The continent had faced 400 years of slavery which has ultimately
resulted in ethnic and political fragmentation. Political and social unrest has
caused economic instability that has left communities unfit for pursuing
economic development.

(i) Afghanistan: Afghanistan’s underdevelopment has resulted from ineffective
trade policies with little economic growth. 35 per cent of the population is
unemployed. Pervasive military and political corruption has left the economy
of the country shattered and the culture and religion broken. Disruption of
trade and commerce has resulted in the falling of GDP every year. Internal
conflicts have left the country incapable of reviving with domestic and
international aids.

(i) Latin America: Latin America consists the South American nations where
people primarily speak Spanish, Portuguese and French. The infant mortality
rate here is very high and the life expectancies of people are twenty years
lesser than those of the people in developed countries. Unemployment,
homelessness and malnourishment have become rampant in this part of the
world with many communities being poverty-stricken. The region has



suffered due to over population, military dictatorships and wars. It is replete
with cases where larger countries have oppressed its smaller neighbours.
The free trade policies adopted in the nineteenth century prevented the
development of national industries in the region.

(iv) South Africa: South Africa is a segregated land of the rich and the poor.

The rich are integrating the country with global economy and adopting
industrialization, agricultural and financial services. The second economy is
the economy of the underprivileged. South African countries nurture
institutionalized apartheid that influences politics, society and economics.
Reforms have further increased the chasm between the rich and the poor
through uneven distribution of wealth. As Hoogeveen and Ozler (2005: 15)
conclude in their paper ‘Not Separate, Not Equal: Poverty and Inequality
in Post-Apartheid South Africa’ that ‘growth has not been pro-poor in South
Africa as a whole, and in the instances when poverty declined for certain
subgroups, the distributional shifts were still not pro-poor’. The economy
is dictated by those who are incorporated in the mainstream and not by
those living under unfavourable circumstances.

1. What are the characteristics of underdeveloped countries?

3. When does economic growth take place?

Check Your Progress

What is the major problem with economic growth?

1.4 ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS
1. Disparity between the rich and the poor and an unhealthy balance of trade

are the characteristics of an underdeveloped country.

A major problem with economic growth is not taking into account the
exhaustion of natural resources that may cause pollution, congestion and
the occurrence of various diseases.

Economic growth will take place upon a gradual increase in any or all elements
that make up the GDP such as consumption, investment, government
expenditures and net exports.

1.5

SUMMARY

Economic development is usually concerned not only with quantitative
expansions, but also with changes in non-quantitative factors such as
institutions, organizations and culture under which economies operate.

Economic Growth
and Development:
An Overview
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e In order to measure progress in developed nations, economic growth is a

much preferred indicator. Most nations make use of it for measuring fiscal
growth since growth is a pre-condition for development. Developing
countries make use of economic development in order to measure progress
and quality of life.

A major problem with economic growth is not taking into account the
exhaustion of natural resources that may cause pollution, congestion and
the occurrence of various diseases. The concept of development, on the
other hand, is synonymous with sustainability referring to meeting present
needs without having to compromise the future needs.

Most of the people in underdeveloped countries are poor, leading a wretched
life without any norms of standard of living. Poverty results in low labour
productivity, lack of entrepreneurship and poor specialization.

Excessive pressures on land and poor industrial development create
unemployment problems in underdeveloped countries. The problem of
unemployment has resulted in underemployment. Owing to population
pressure, more persons work on land than what is actually required.

Economic growth is a quantitative measurement relating to an increase in
Gross Domestic Product and shown Production-possibility Frontier.
Economic development is measured in qualitative terms.

In other words, whereas economic growth is associated with bringing about
quantitative changes in an economy, economic development is associated
with bringing about qualitative changes in an economy.

1.6

KEY WORDS

Development economics: Development economics is a branch
of economics that focuses on improving fiscal, economic and social
conditions in developing countries.

Demography: It is the study of statistics such as births, deaths, income, or
the incidence of disease, which illustrate the changing structure of human
populations.

Human Capital Index: It measures how well an organization makes use
of the ability of an individual to perform and create shareholder value through
his/her competencies, knowledge and expertise.



1.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. How is economic growth considered a quantitative measurement?
2. How are countries categorised as underdeveloped?

3. State the factors affecting economic growth.
Long Answer Questions

1. Analyse the characteristics of underdevelopment.
2. Describe the prevalence of underdevelopment in different countries.

3. What are the different obstacles to development? Discuss.
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2.0 INTRODUCTION

The aim of all modern economies today is to achieve a certain level of economic
growth. This is because economic growth reflects the situation that the resources
are being used efficiently by the economy to progress. This is seen in terms of
growing employment opportunities, increased investments, and higher living
standards for people. But the rising income of the country does not always denote
that more people are coming out of poverty, it could even take the form of growing
divide between the rich and poor. This is referred to as the inequality of income.
This is evident in most countries including India, where even though the country is
praised for being one of the top fastest growing economies, other studies like
Oxfam report that the 1% of the population takes 73% of the total income
generated! For wholesome economic development, it is important that there is a
balance maintained, in that the economic growth and its distribution is efficient. In
this unit, you will learn about the measurement of economic growth and income
distribution.

2.1 OBJECTIVES

After going through this unit, you will be able to:
e Describe the meaning of economic growth and development
e Discuss the concept of poverty and income distribution

o Explain the different methods of measuring income inequality



2.2 MEANING OF GROWTH

Although in common parlance, there is no difference between economic growth
and economic development, and these terms are used interchangeably. But in
economics, we differentiate between these two concepts. Economic growth is a
narrower concept between the two, and denotes an increase in a country’s Gross
Domestic Product.

There are two common measures of the rate of economic growth. The first
is the rate of growth of a nation’s real Gross Domestic Product, which tells how
rapidly the economy’s total real output of goods and services is increasing. The
second is the rate of growth of per capita real Gross Domestic Product, which is
a better measure of the rate of increase of a country’s standard of living.

To represent the process of economic growth, it is convenient to use the
production possibilities curve which shows all efficient combinations of output that
an economy can produce. For example, let us suppose that a given society produces
only two goods: food and tractors. If this society has at its disposal a fixed amount
of resources and if technology is fixed, the production possibilities curve shows
the maximum quantity of food that can be produced, given each amount of tractors
produced. This is shown in Figure 2.1.

Quantity
of Food

0 Quantity of Tractors
Fig. 2.1 Production Possibilities Curve

The production possibilities curve shows all efficient combinations of output
that an economy can produce.

Shifts of the Production Possibilities Curve

A country’s potential output increases when its production possibilities curve shifts
outward, as from position A to position B in Figure 2.2. This happens because the
society can produce (and consume) more of one good without having to produce
(and consume) less of the other good. Thus, its productive capacity must be greater.
If the production possibilities curve shifts outward, if the economy is efficient, and
if population remains constant, the per capita GDP increases, thus facilitating
economic growth. Moreover, the faster the production possibilities curve shifts
outward, the greater the rate of economic growth.
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Quantity
of Food

0 Quantity of Tractors

Fig. 2.2 Outward Shift of Production Possibilities Curve
No Shift of the Production Possibilities Curve

A general decline in the unemployment or inefficiency levels will cause economic
growth even if the country’s production possibilities curve does not shift outward.
Ifa country allows some of its resources to be unemployed or underutilized because
of an insufficiency of intended spending, this will cause the economy to operate at
a point inside the production possibilities curve rather than on the curve.

Now it is clear that economic growth has a connotation of quantitative
expansions in economic variables, specially aggregate and per capita. National
income is measured by GNP and NNP. Therefore, the analysis of economic growth
is concerned mainly with measuring of growth in economic variables, and identifying
their interrelationships such as between the national income growth rate and the
speed of capital formation.

2.3 POVERTY AND INCOME DISTRIBUTION

Poverty is a multifaceted occurrence which is caused by various factors. There
are different ways of defining poverty. The most common of these are objective
and subjective poverty. Poverty can also be defined as absolute and relative on
the basis of scale of threshold. Another popular way of defining poverty is static
and dynamic. The dynamic studies focus on the length of duration of poverty.

Absolute poverty is a state in which the basic needs of an individual are not
covered. These basic needs include the needs which are related to food, housing
and clothes. This is a widely accepted method of defining poverty across the
world. But the problem with this method is, sometimes it is difficult to measure
absolute poverty. Relative poverty is defined in a different context. It means that
the individual is at a disadvantageous position (financially or socially) in comparison
to other individuals in the same environment. The relative measure of poverty is
used to describe the inequality in distribution of income. The criteria of measuring
relative poverty cannot be same for all the countries. A person who is relatively
poor in America may not be poor in India. Moreover there cannot be a static way
of defining poverty over a period of time. It is a dynamic subject and it keeps on
changing with passage of time.



Different poverty lines are drawn to measure the absolute and relative poverty.
The absolute poverty lines are based on some absolute standard. It is a monetary
threshold used to meet the basic needs. The relative poverty lines are based on
overall distribution of income and overall consumption in a country. The absolute
measure of poverty is considered as a better approach. Further there are different
approaches to measure absolute poverty. Generally it is measured on the basis of
either food-energy intake method or cost of basic needs method.

Inequality of Income and Wealth

The inequality of income means unequal distribution of income among individual
household of a country. It measures the disparity of income between individual making
most of the money and least of the money. The inequality of income is a relative
measure to study the gap between household incomes of a region or country etc.

Increasing income inequality is a universal phenomenon. The inequality of
income and wealth has increased as a result of increasing globalization. The examples
of income inequality can be seen in the form of, rising corporate profits but decline in
income of employees, higher income of males than females, higher income of urban
people in comparison of rural people, and higher income of developed economies in
comparison to developing and underdeveloped economies, etc.

Majority of the countries of the world are facing the situation of income
inequality. Whether we take the example of US, India or China or other countries,
the recent trends of income inequality have shown that the gap between rich and
poor has increased.

The two measures used to compute the income inequality are Lorenz curve
and Gini Index.

The Lorenz curve explains the percentage of income earned by a percentage
of population. A perfect income distribution will have a Lorenz curve a straight line
showing same percentage change in income caused by same percentage change in
population.

% of income

100%

80% = Line of

equality
60% | \

40% |—

Lorenz

20% | v\
curve

0% I l l ]
20% 60%

% of households

Fig. 2.3 A Lorenz Curve Illustrates Inequality
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The Gini coefficient is also used to measure the inequality of income. The
Gini coefficient calculates the deviation of income distribution in a country from a
perfect equity income state in that country. If Gini coefficient is zero then it indicates
the perfect equality and if it is one then it shows perfect inequality of income
indicating that a single person is holding the whole income. The inequality in income
is an indicator of social welfare of the country. The increasing income inequality
increases the social unrest.

i
Perfectinequality line

Curmulative % of Y

Gini= A{A+B)

0 50 100
Cumulative®: of X

Fig 2.4 Gini Coefficient Graph
Gini coefficient

Gini coefficient is a statistical measure of the degree of variation represented in
a set of values, used especially in analysing income inequality. Gini coefficient of
countries with highly unequal income distribution lies between 0.50 and 0.70 while
the countries with some extent to equal distribution of income lies 0.20 to 0.35.
We can draw four possible Lorenz curve with the help of international data. The
diagram is shown in fig 2.5. In the Lorenz criterion of income distribution, one
Lorenz curve adjacent to other Lorenz curve, the economy corresponding to the
upper curve is equal to the lower curve (Lorenz curve). So in the figure, economy
A may unambiguously be said to be more equal than economy D, as one is lower
and other is upper curve. Whenever two Lorenz curve cross, such curve like B
and C, the Lorenz criterion states that we ‘need more information’. Economy of B
represents more equal economy while we argue on the grounds of the priority of
addressing problems of poverty, since the poorest are richer and riches are richer
(middle class is ‘squared’).
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Fig. 2.5 Lorenz Curve and Income Distribution

An economy with a strong middle class is more equal and after observing
the Lorenz curve aggregate might select economy C. One could also measure
aggregate like Gini coefficient to finalize the matter. As it turns out, Gini coefficient
is among a measure that satisfies highly desirable properties. The anonymity principle
simply means that our measure of inequality should not depend on who has the
higher income.

Inequality in India for the period 2000-2011, when measured in terms of
income Gini-coefficient was 36.8 and is more favourable as compared to other
countries like South Africa (57.8) Brazil (53.9), Thailand (53.6) and even the
U.S.A (40.8), Israel (39.2) and Bulgaria (45.3) which are otherwise, ranked very
high in human development. The second indicator increasing the inequality is the
quintile income ratio, which is a measure of average income of the richest 20 per
cent of the population to that of poorest 20 per cent. The quintile income ratio for
India was 5.6 in 2010-11. When compared with other countries, Australia (7-0),
USA (8.5), New Zealand (6.8), Singapore (9.8), The U.K (7.8), Mexico (14.4),
Malaysia (11.8), Argentina (12.3) and Vietnam (6.2) had a higher ratio. This implies
that in terms of inequality between top and bottom, quintiles in India was lower
than a large number of countries.

For the inverse in inequality recorded the past two decades in developed
countries, government makes policies to tax more from the higher income group
and spend more to affect the trends towards more inequality on social issues.
They need to spend more because of the increasing age of the population of such
countries and have to spend more on health care, and pension’s expenditure. The
redistributive effect of government expenditures dampened the rise in poverty in
the decade from the mid 1980 to 1990s. But in these time period, benefits became
less targeted on the poor population. If the government stops trying to manage the
inequalities by spending less on social benefits, or taking taxes from the poor, then
growth of inequalities will be more rapid.

Some points have been made on the number of objections that people
make in response like:
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e Public services are very helpful to reduce inequalities like education and
health.

e Some people who have assets but are in low income group cannot be
considered as poor.

e People have low incomes for long period of time is considered as poor
but for short period is not considered.

e A better way of looking at inequality is seeing if people are deprived of
key goods and services, such as having enough food to eat, or being
able to afford a television or any other luxury items.

e People who work harder or are more talented earn more income as
compared to other. What matters really is the equality of opportunity
and not the equality of outcome.

Some nations have more unequal income distribution than others in which
inequality has little effect on the country rankings. Countries having wider distribution
of income also have higher relative income poverty. This holds true regardless of
relative poverty, which is defined as having income below 40.50 or 60 per cent of
the median income. Income inequality has risen significantly since 2000 in the
countries like, Germany, Norway, the United States, Finland, Italy and declined in
countries like United Kingdom, Mexico, Australia and Greece. Reasons for the
rise in inequality are that rich households have done particularly well in comparison
with middle class income group and those at the bottom like lower income group.

There are four broad areas which correspond to the four major elements
that determine the distribution of income of developing countries.

1. Altering the functional distribution

In functional distribution, the return to land, labour and capital is determined by
factor prices and on the level of utilization of national income that accrue to the
owners of each factor.

2. Mitigating the size distribution

The functional distribution translated into a size distribution by knowledge of how
to control productive assets and also on labour skills are concentrated and
distributed throughout the population in an economy.

3. Moderating (reducing) the size distribution at the upper levels

With the help of progressive taxation of personal income, government revenues
increases and decreases the share of disposable income of the rich income groups.
Revenue can be increased with good policies of government to be invested in
human capital and rural infrastructure, thereby promoting inclusive growth.



4. Moderating (increasing) the size distribution at the lower levels

With the help of public expenditures of tax revenues to raise the income of poor
individuals either directly (providing cash transfer) or indirectly (by giving then
opportunity to work and earn income). Such types of public policies help to raise
the real income level of low income group above what their personal income levels
would be.

Kuznets inverted ‘u’ Hypothesis

Simon Kuznets analysed the historical growth patterns of contemporary developed
countries. He suggested that in the early stage of economic growth, the distribution
of income will tend to worsen, whereas at later stages it will improve. This
observation came to be characterized by the ‘inverted U’ Kuznets curve because
alongitudinal (time-series) plot of changes in the distribution of income is measured
by Gini Coefficient. (the curve shown in fig. 2.6).

Gini coefTicient

Gross national produce per capita
Fig. 2.6 The Inverted U Kuznets Curve

In the explanation of ‘inverted U’ shape, inequality seemed first to worsen
during the early stages of economic growth before eventually improving. Early
growth may, in accordance with the Lewis model is concentrated in ‘industrial
sector where employment is limited but wages and productivity are high. The
income gap between the modern and traditional sectors may widen quickly at first
before beginning to converge. Inequality in the expanding modern sector may be
much greater than inequality in the stagnant traditional sector. Income transfers
from the rich to the poor and poverty — reducing public expenditure are more
difficult to undertake by governments in very low income countries. Although in
the long run, data for western nations do seem to support their proposition, studies
of the phenomenon in Third World nations have produced conflicting results. The
problem is methodological because of the absence of time-series data for LDLs
and researchers use longitudinal phenomenon with cross-sectional data.

Disregarding the merits of methodological debate, few development
economists would argue that Kuznets sequence of increasing and then declining
inequality is inevitable. Enough studies have been done on countries like Taiwan,
South Korea, China, Costa Rica and Sri Lanka to demonstrate that higher level of
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income can be accompanied by falling not rising inequality. Theorists argue the
inevitability of the Kuznets process, especially political leaders in countries with
large and growing inequalities.

. What is the analysis of economic growth concerned with?

. Name the types of poverty lines which are based on overall distribution of

. Mention the two measures used to computer the income inequality.

Check Your Progress

income and overall consumption in a country.

2.4

ANSWERS TO CHECK YOUR PROGRESS
QUESTIONS

. The analysis of economic growth is concerned mainly with measuring of

growth in economic variables, and identifying their interrelationships such
as between the national income growth rate and the speed of capital
formation.

The relative poverty lines are the poverty lines which are based on overall
distribution of income and overall consumption in a country.

. The two measures used to compute the income inequality are Lorenz curve

and Gini Index.

2.5

SUMMARY

Although in common parlance, there is no difference between economic
growth and economic development, and these terms are used
interchangeably. But in economics, we differentiate between these two
concepts. Economic growth is a narrower concept between the two, and
denotes an increase in a country’s Gross Domestic Product.

There are two common measures of the rate of economic growth. The first
is the rate of growth of a nation’s real Gross Domestic Product, which tells
how rapidly the economy’s total real output of goods and services is
increasing. The second is the rate of growth of per capita real Gross Domestic
Product, which is a better measure of the rate of increase of a country’s
standard of living.

To represent the process of economic growth, it is convenient to use the
production possibilities curve which shows all efficient combinations of output
that an economy can produce.

The analysis of economic growth is concerned mainly with measuring of
growth in economic variables, and identifying their interrelationships such



as between the national income growth rate and the speed of capital
formation.

Poverty is a multifaceted occurrence which is caused by various factors.
There are different ways of defining poverty. The most common of these
are objective and subjective poverty. Poverty can also be defined as absolute
and relative on the basis of scale of threshold. Another popular way of
defining poverty is static and dynamic. The dynamic studies focus on the
length of duration of poverty.

Absolute poverty is a state in which the basic needs of an individual are not
covered. These basic needs include the needs which are related to food,
housing and clothes.

Relative poverty is defined in a different context. It means that the individual
is at a disadvantageous position (financially or socially) in comparison to
other individuals in the same environment.

The inequality of income means unequal distribution of income among
individual household of a country. It measures the disparity of income between
individual making most of the money and least of the money.

The Lorenz curve explains the percentage of income earned by a percentage
of population. A perfect income distribution will have a Lorenz curve a
straight line showing same percentage change in income caused by same
percentage change in population.

The Gini coefficient is also used to measure the inequality of income. The
Gini coefficient calculates the deviation of income distribution in a country
from a perfect equity income state in that country.

Simon Kuznets analysed the historical growth patterns of contemporary
developed countries. He suggested that in the early stage of economic growth,
the distribution of income will tend to worsen, whereas at later stages it will
improve. This observation came to be characterized by the ‘inverted U’
Kuznets curve because a longitudinal (time-series) plot of changes in the
distribution of income is measured by Gini Coefficient.

2.6

KEY WORDS

Production possibilities curve: It shows all efficient combinations of output
that an economy can produce.

Lorenz curve: It explains the percentage of income earned by a percentage
of population

Gini coefficient: It is a statistical measure of the degree of variation
represented in a set of values, used especially in analysing income inequality
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2.7 SELF ASSESSMENT QUESTIONS AND
EXERCISES

Short Answer Questions

1. What are the two common measures of the rate of economic growth?

2. Which among the two have a narrower concept: economic growth or
economic development?

3. State some of the ways of defining of poverty.
4. Differentiate between absolute and relative poverty lines.

4. What are the forms in which the examples of income inequality can be
seen?

Long Answer Questions

1. Explain how production possibilities curve reflect economic growth.

2. Discuss the broad areas which correspond to the four major elements that
determine the distribution of income of developing countries.

3. Describe the Kuznets inverted ‘u’ hypothesis.
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3.0 INTRODUCTION

Measurement of development is important from the point of view of understanding
whether the economic activities within the economy is bringing any real change in
the lives of the people involved. Besides, these measurement indices allow
economists to compare not only where the company standards in the development
path and which pattern they are on, but also compare the relative development of
different countries. The most basic measure of development is generally the GDP
followed by the per-capita income. But since these are very restricted to only
measuring the economic standards, other indices have been developed to also
bring in other factors which affect human life like life expectancy and literacy as
well as health indicators. In this unit, we will learn about three development indices
and their development: PQLI, HDI and Human Poverty Index.

3.1 OBJECTIVES

After going through this unit, you will be able to:
e Explain the development of the PQLI
e Describe the elements of HDI

¢ Discuss human poverty index and the newer development indices

3.2 HDI, PHYSICAL QUALITY OF LIFE INDEX
AND HUMAN POVERTY INDEX

The dislike of per capita GDP as an indicator gave rise to a broad based definition
of economic development and indicators of development. Various indicators started
developing. One such indicator was the Physical Quality of Life Index (PQLI).
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The index was developed by Morris D. Morris in 1979. According to him, income
is only an input in the process of economic development and not the output in
itself. Moreover, it also does not explain how the income is distributed in the
society. He takes into consideration three broad indicators that help in explaining
the quality of life of the people. These are literacy rate, life expectancy and the
infant mortality rate. These three parameters help in understanding the changes in
the basic life of the people during the process of economic development. Equal
weight is assigned to each variable. The maximum and minimum values are measured
onascale of 0 to 10. The countries are then ranked as per the actual achievements
in these three components. For instance, the minimum value of literacy rate is 0
and the maximum 100. Similarly, the lowest life expectancy was 39 years in Somalia
and 76 in Canada. Similarly, the infant mortality rate was the highest in Bangladesh
at 139 per thousand and the lowest in Denmark at 8 per thousand. Infant mortality
rate is a negative index and hence the country with the lowest IMR will be ranked
higher compared the country with higher IMR. The averages of the three give
PQLI, the Physical Quality of Life Index.

Steps to calculate physical quality of life

The calculation of physical quality of life index involves the following steps:
Step 1: Find percentage of the population that is literate (literacy rate).

Steps 2: Find the infant mortality rate (out of 1000 births). [Indexed infant mortality
rate = (166 — infant mortality) % 0.625]

Step 3: Find the life expectancy. [Indexed life expectancy = (Life expectancy —
42) x 2.7]

Step 4: Now calculate the physical quality of life using the following formula:
Physical quality of life=

HDI

According to the Tenth Plan Report of the Government of India,

Economic growth cannot be the only objective for national planning and indeed
over the years, development objectives are being defined not just in terms of
increases in GDP or per capita income but more broader in terms of enhancement
of human well being. This includes not only an adequate level of consumption
of food and other types of consumer goods but also access to basic social
services especially education, health, availability of drinking water and basic
sanitation. It also includes the expansion of economic and social opportunities
for all individuals and groups, reduction in disparities, and greater participation
in decision making.

Amartya Sen, the Nobel Laureate and one of the pioneers of the concept of
human development, mentions:

The basic purpose of development is to enlarge people’s choices. In principle,

these choices can be infinite and can change over time. People often value

achievements that do not show up at all, or not immediately, in income or growth
figures: greater access to knowledge, better nutrition and health services, more



secure livelihoods, security against crime and physical violence, satisfying leisure
hours, political and cultural freedoms and a sense of participation in community
activities. The objective of development is to create an enabling environment for
people to enjoy long, healthy and creative lives.

Development should be all encompassing, all nourishing and all pervading.
Development objectives need to be defined not just in terms of increases in GDP
or per capita income but in broader terms of the enhancement of human well-
being.

UNDP also mentions that human development is a process of expanding
people’s choices in life. These choices can be infinite and can change over time.
However, the three basic capabilities that are universally applicable are the capability
to live a long and healthy life, capability to be knowledgeable and capability to
acquire a decent standard of living. If these essential choices are not available,
many other opportunities will remain inaccessible. HDI, therefore, incorporates
only these three variables (UNDP 1994).

In view of the new dimension of the concept of human development, UNDP
formulated the Human Development Index (HDI). HDI is a summary measure of
human development that measures the average achievement in a country in three
basic dimensions of human development:

¢ A longand healthy life, as measured by life expectancy at birth (LEB).

e Knowledge, as measured by the adult literacy rate (with two-thirds
weight) and combined primary, secondary, and tertiary gross enrolment
rate.

o A decent standard of living as measured by GDP per capita (PPP USS).

For each of these three dimensions, an EDEP (equally distributed equivalent
percentage) is calculated and HDI is calculated as a simple average of the three
indexed EDEPs as shown in the Table 3.1.
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In case of literacy rate 2/3 weight is assigned to Adult Literacy Rate and 1/
3 weight is assigned to combined Gross enrolment ratio. Equal weight is given to
all three variables viz., life expectancy, literacy rate and PPP PC GDP. HDI is then
calculated as follows:
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