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SECTION 5: DEVELOPMENT ECONOMICS 

5.1: SOURCES OF ECONOMIC GROWTH & DEVELOPMENT 
 
• Economic development occurs if there is a reduction in poverty, inequality, and 

unemployment.  This will include increasing the access to and the means to obtain 
improved food, shelter, health and protection under law. 

• If growth occurs with no improvement in living standard for most of the population, 
then economic development has not taken place.   
• Trickle down theory (market economy): an early theory which assumed that 

economic growth, leading to greater prosperity, would diffuse from the rich to 
the poor raising overall living standards. 

• Development plan (central planning): must include targets and policies for 
reducing poverty, inequality and unemployment.   

 
• There are 144 developing economies (LDCs) in the world, of which 83 have fewer 

than 5 million people. 
• LDCs tend to have low standards of living, and low GNP per capita. 
• Low income countries receive $700 per capita, middle income countries receive 

from $700 to $8,000 per capita. 
• They tend to have a high population growth rate. 
• More than 50% of the population is involved in primary production.   

• Primary goods are the most prominent exports. 
• Mining tends to be dominated by MNCs (multinational corporations). 
• Infrastructure, often built by colonial powers, is designed to move primary 

goods to the coast for shipment overseas. 
• All sectors are characterised by low productivity and high unemployment.  

• Capital equipment and technology is likely to have been imported. 
• Processing and manufacturing for export is discouraged because MDCs tend 

to raise trade barriers against higher value added goods. 
• Economic power is unequally distributed both internally and externally. 
• Latin American and Asian countries tend to have more private enterprise, African 

countries tend to have greater state ownership of enterprises. 
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Measuring Growth 
 
• The share of a sector or component of GDP such as manufacturing or agriculture is 

measured by the value added contributed by that sector.   
• Value added: the addition to value of a product during a stage of production.   

• Value added in the cotton textile industry: the value of the textiles when they 
leave the factory minus the value of raw cotton used in their manufacture.   

• This is equal to payments to the factors of production: wages paid to labour plus 
profits, interest, depreciation of capital, and rents for buildings and land.  

 
• If economic growth is 1%, it will take approximately 72 years for the value of the 

economy to double. 
• If the growth rate is 10% it will only take 7.2 years for the economy to double. 
 

Growth Theories 

• The trickle down theory has failed to happen in most LDCs.  While the emphasis on 
growth has switched more toward development, growth is still of great concern as it 
is a necessary foundation for economic development. 

• Growth occurs: 
• Through increases in the factors natural resources and capital. 
• It also occurs by increasing the productivity of existing factors through 

investment in education (labour) and technology (capital). 
 

Factors of Production 

• Natural resources:  
• It is estimated that more than half the renewable natural resources are being 

utilized in the world.  This includes arable land, fisheries, forests, and water. 
• There are still significant amounts of non-utilized arable land in some African 

and Latin American countries. 
• Labour: population growth rates in LDCs reduce growth in per capita GDP. 
• Capital: 

• Investment in machinery and equipment add directly to productivity. 
• Investment in infrastructure such as roads, bridges, dams, sanitation and 

electricity are indirectly productive, but equally as essential. 
• The opportunity cost of capital investment is the lower levels of current 

consumption which result from saving.  Savings present a great hardship for 
people who may already be living below the poverty line. 

• Technology developed in MDCs is appropriate for labour scarce, rich countries.  
Because it is labour saving, it is inappropriate in labour abundant countries 
where it is more efficient to use more labour and less capital. 

• Capital intensive development often displaces workers and does little to reduce 
unemployment. 

• Factor rewards go to capitalists or investors from foreign countries.  It does little 
to relieve poverty. 
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Stages of Growth 

• Countries appear to go through distinct stages of growth, and are arrayed along the 
following spectrum: 
• Low income LDCs are characterized by subsistence agriculture with a 

manufacturing and service sector producing goods and services using simple 
technologies to service the rural sector (food processing, textiles), perhaps 
exporting basic commodities, 

• Middle income LDCs are further up the escalator and are involved in processing 
raw materials for export and producing basic chemicals, steels, some farm 
machinery, clothes for export, and perhaps some tourism, 

• The NICs, newly industrialized countries are involved in manufacturing clothes, 
cars, some simple electronics for export, 

• MDCs are heavily involved in manufacturing luxury cars, sophisticated electronics 
and simple services such as tourism, 

• High income MDCs are at the top of the escalator such as the US and Switzerland 
which put greater emphasis on the production of highly sophisticated services 
such as research, development, design, marketing, financing, computer software, 
and management consulting. 

 
• The position of each country on the spectrum is determined by the endowment of 

natural resources, the historical heritage of experience with commerce, finance, and 
trade, the size of the country which can lead to economies of scale, and the level of 
investment in human capital both in terms of education and training and in terms of 
learning by doing. 



Economics 2003-04: Economic Development  Page 4 

Analysing Economic Growth 
 
• If we call real output Y, and the stock of capital K, then output can be related to the 

capital stock:  

Y
K

k
=     

where k = the capital output ratio (the amount of capital required to produce a unit 
of output), and is simply a measure of the productivity of capital.   

• Growth, g, is simply the rate of change in Y and is related to the investment in the 
capital stock K, where investment measures the rate of change in K. 

• If we designate S/Y as the percent saving rate in the nation and call it s, then:  

g
s

k
=  

• Capital created by investment is one of the main determinants of growth and it 
is savings by people and corporations that pays for that investment.   

 

Planning 

• Given the formula, planners can decide on the rate of growth, g, and the equation 
tells them the savings and investment necessary to achieve that growth level.   
• Alternatively, planners can decide on the rate of savings and investment that is 

feasible, and the equation tells them the rate of growth that can be achieved.  
Often referred to as the savings gap, the ‘s’ tells planners how much they need 
to borrow internationally after deducting what the nation saves domestically. 

• Poor countries with low savings rates and unemployed labour can achieve higher 
growth rates by economizing on capital and utilizing as much labour as possible.   
• As economies grow and per capita income rises: 
• Savings rates tend to increase and the labour surplus diminishes.   
• Savings become relatively more abundant and hence the price of capital falls 

while employment and wages rise.   
• Producers increasingly economize on labour and use more capital.   
• Technological change and learning by doing can play important roles.  Both can 

contribute to increased productivity of all factors of production.  
 
• Richer nations like the US, Japan and Norway tend to have higher capital output 

ratios because capital is less expensive relative to labour than in LDCs.   
• Studies indicate that increases in productivity or efficiency account for a much 

higher proportion of growth than was believed to be the case.   
• Between 50% and 70% of growth can be attributed to increases in factor 

productivity, including mobilization and improvement in the quality of labour 
• Increases in the capital stock frequently account for much less than half of the 

increase in output, particularly in rapidly growing countries.  However, capital 
tends to play a larger role in growth in today's developing countries.  And some 
of the increases in efficiency or productivity involve advances in technology that 
is embodied in capital equipment.   
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Economic Growth

Development Position
-LDC1: primary (iron ore, cotton)
-LDC2: primary & processing (steel, textiles)
-NIC1: manufacturing (toys, shirts)
-NIC2: advanced manuf. (cars, computers)
-IC1: manufacturing & services
-IC2: mostly services (software, financial)

Goals

-Increase GDP per capita
-Accelerate economic growth (g = s/k) by:
   -Mobilizing savings
   -Attracting FDI

Problem Example:  LDC Debt

-1973-79 Low interest rates:
  -Excess OPEC money from higher oil prices
  -IC started inflating
-1979-86 High interest rates:
  -IC stopped inflating
-Poor return on LDC investments
  -Higher oil prices raised energy costs
  -IC recession led to drop in imports from LDC
  -Poor project evaluation meant low returns
-IMF structural adjustment program has failed

ECONOMIC GROWTH

Industrialization

Govt Industrialization Policy
-Reduce price distortions
  -Eliminate urban subsidies
-Ensure stable government
-Streamline legal & regulatory system
-Set up proper tax system
-Build public infrastructure
-Set industry standards
-Facilitate technology transfer

Multinational Firms
Benefits:

-Learning by doing
-Management training
-Technology transfer
-Access to markets
-Employment creation

Costs:

-LDC inability to apply technology
-Labour saving capital displaces jobs
-Poor tax collection due to:
  -Transfer pricing
  -Tax concessions
-Creation of foreign enclave

Entrepreneurs
Small stay in community

-Project evaluation
-Accept risk
-Economies of scale
-Learning by doing
-Management training
-Backward & forward links

Intermediate  move to larger centres
-Access to skilled labour
-Subcontract to large firms
-Small modern factories
-Agglomeration & external economies

Large tend to invest in capital

-Productivity rises with more K but:
  -Labour often displaced by K
  -Jobs are often part time only
-Invest in R&D: Q/K rises
-Trained managers tend to  emmigrate

Trade

Import Replacement
Goals:

-Vertical integration
-Learning by doing

Problems:
-Price of intermediate goods rises
   -Exports fall
   -Unemployment rises
-Supply bottlenecks
-No technology transfer
-Slow growth

Govt. Trade Policy
Benefits:
-Gains from trade
-Economies of scale
-Technology transfer
-Learning by doing

Costs:

-Foreign enclave
-Specialization trap
-Unbalanced growth
-IC barriers to imports

Export Promotion
-Tariffs fall, exports rise
-Backward & forward links
-Rapid growth
-Government facilitates:
  -Infrastructure & marketing
  -Strategic trade policy

Finance

Banking
Mobilize Savings
-Safety of capital
-Pay interest on savings

Facilitate Lending:

-Project evaluation
-Keep lending rate low
-Reduce risk by diversifying
  -Geographic, sectoral, industrial

Foreign Aid

 (Growth oriented)
Multilateral

-World Bank loans ($6 billion)

Bilateral ($50 billion)

-Tied grants
-Political & military
-ICs dictate development priorities
-Lack of complementary inputs

 
 




