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Unit 1

Economics and Economic Reasoning

Pre-Reading Tasks :

e What is a less developed country ( LDC) ?

e Must the LDCs develop by industrializing?

e Can the LDCs develop their own capital stock?

e Can a lack of protected property rights hinder an LDC’ s development?

Economics of Developing Countries

< Roger LePoy Miller »

[1] It is hard for Americans to realize that what we consider the poverty level of income in
the United States far exceeds the average income in a good part of the world. In fact, more
than one-half of the world’ s population lives at a subsistence level — with just enough to
eat for survival. The majority of Americans are preoccupied with the problems associated
with being relatively rich — urban sprawl, pollution, and the like. The less developed
countries, or LDCs, are grappling with abject poverty and squalor — in short, with mere
existence. After we discuss the reasons some countries are more developed than others, we
will look at the issue of whether foreign aid can help less developed countries become

developed.

A CLOSER EXAMINATION OF INEQUALITY

[2] Just looking at per capita income levels does not provide the full picture of the
difference between the LDCs and the rest of the world. Here we can see some interesting
socioeconomic indicators of development, including life expectancy, infant mortality ( death

rate) , literacy and expenditures on education.
Al



[3] When we look at the amount of world accounted for by developed countries, the
inequality is even more striking. The industrialized market economies have less than 18
percent of world population, but nonetheless generate almost 65 percent of total world
output. The United States, with less than 6 percent of the world’ s population, generates

almost 30 percent of total world output.

LDCS AND POPULATION PROBLEMS

[4] Look at the world’ s fastest-growing nations and the world’ s slowest-growing nations in
terms of population. What is clear from that exhibit is that among the world’ s fastest-
growing nations are most of the nations in Africa. What is also clear from the exhibit is that
most of the first-world and second-world nations are among the world’ s slowest-growing

nations.

MODERN THEORIES

[5] One of the most widely discussed theories of development concerns the need for

balanced growth, with industry and agriculture given equal importance.

BALANCING INDUSTRY WITH AGRICULTURE

[6] One characteristic of many developed countries is their high degree of industrialization
although there is clearly exception — New Zealand, for example. In general, nations with
relatively high standards of living are more industrialized than countries with low standards of
living. Some economists have taken this to mean that industrialization can be equated with
economic development. The policy prescription is then obvious: so-called less developed
nations in which a large percentage of the total resources are devoted to agricultural pursuits
should attempt to obtain a more balanced growth by industrializing.

[7] Although the theory is fairly acceptable at first glance, it leads to some absurd results.
We find in many LDCs with steel factories and automobile plants that the people are
actually worse off because of this attempted industrialization. The reason is not hard to find.
Most LDCs currently cannot profitably produce steel or automobiles. They can engage in
such industrial activities only by a heavy subsidization of the industry itself and by massive
restrictions on competitive imports from other countries. For example, in India a steel mill
may produce steel at two or three times the resource cost that would be required if the steel
were imported. It seems quite apparent that the country is worse off, not better off,
because of the steel mill. It may have the national prestige of owning a large, smoke-
producing factory, but its citizens get less economic value out of their given resources than
they would otherwise. This scenario occurs throughout the entire less developed world.

s0is



| Unit 1 Economics and Economic Reasoning

Import restrictions abound, preventing the purchase of foreign, mostly cheaper, substitutes
for the industrial products that the country itself produces in a (usually) subsidized
environment. Sometimes the subsidization is not obvious, but it usually exists in one form
or another. In general, when an industry is subsidized, the subsidy' leads to a misallocation
of resources and a lower economic welfare for the country as a whole. The owners in the
subsidized industry and the workers with skills specific to that industry are obviously better
off. But the consumer ends up paying a highér total cost for the domestically made goods,
and the total output of the nation remains less than it could be if the resources were

reallocated away from the subsidized industries.

THE STAGES OF DEVELOPMENT

[8] If we look at the past development of modern rich nations, we find that they went
through three stages. First, there is the agricultural stage, when most of the population is
involved in agriculture. Then there is the manufacturing stage, when much of the
population becomes involved in the industrialized sector of the economy. And finally there is
a shift toward services. That is exactly what has happened in the United States: The so-
called tertiary, or service, sector of the economy is growing by leaps and bounds, whereas
the manufacturing sector ( and its percentage employment ) is declining in relative
importance.

[9] However, it is important to understand the need for early specialization in one’ s
comparative advantage. We have continuously referred to the doctrine of comparative
advantage’, and it is even more appropriate for the LDCs of the world. If trading is
allowed among nations, a nation is best off if it produces what it has a comparative
advantage at producing and imports the rest. This means that many LDCs should continue
to specialize in agricultural production or in labor-intensive manufactured goods.

AGRICULTURE SUBSIDIZED

[10] There is a problem here, to be sure, and it is that modern Western countries have
continually subsidized their own agricultural sectors to allow them to compete more easily
with the LDCs in this area. If we lived in a world of no subsidization, we would probably see
less food being produced in the highly developed Western world ( except for the United
States, Canada, and Australia) and much more being produced in the LDCs of the rest of
the world. They would trade food for manufactured goods. - It would appear, then, that one
of the most detrimental aspects of our economic policy for the LDCs has been the
continued subsidization of the American farmer. The United States, of course, is not
alone; Germany, France, and England do exactly the same thing. .
[11] Even with this situation, however, a policy of using subsidies or high taxes on
Bl
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imported goods in order to increase industrialization in the LDCs may lead to more harm
than good. Industrialization is generally only beneficial if it comes about naturally — in other
words, when the market conditions are such that the countries’ entrepreneurs freely decide

to build factories instead of increasing farm output, because it is profitable to do so.

NATURAL RESOURCES AND ECONOMIC DEVELOPMENT

[ 12] One popular theory of development states that, for a country to develop, it must have
a large natural-resource base. The theory continues to assert that much of the world is
running out of natural resources, thereby limiting economic growth and development. We
must point out that only the most narrow definition of a natural resource could lead us to
such an opinion. In broader terms, a natural resource is something scarce occurring in
nature that we can use for our own purposes. Natural resources, therefore, include
knowledge of the use of some thing. The natural resources that we could define several
hundred years ago did not, for example, include hydroelectric power — no one knew that
such a natural resource existed or, indeed, how to make it exist.

[13] In any event, it is difficult to find a strong correlation between the natural resources of
a nation and its stage of development. Japan has virtually no crude oil and must import
most of the natural resources that it uses as inputs into its industrial production. Brazil has
huge amounts of natural resources, including fertile soil and abundant minerals, yet Brazil
has a much lower per capita income than Japan. Only when we include the human element
of natural resources can we say that natural resources determine economic development.

CAPITAL’ ACCUMULATION

[14] It is often asserted that a necessary prerequisite for economic development is a large
capital stock — machines and other durable goods that can be used to aid in the production
of consumption goods’ and more capital goods’ in the future. It is true that developed
countries indeed have larger capital stocks per capita than less developed countries. It is also
true that the larger the capital stock® for any given population, the higher the possible rate
of economic growth (assuming the population makes good use of the capital goods). This
is basically one of the foundations for many of the foreign aid programs in which the United
States and other countries have engaged. We and other nations have attempted to give less
developed countries capital so that they, too, may grow. However, the amount of capital
that we have actually given to other nations is quite small; a steel mill here, a factory there.
The relationship between the capital stock and growth is sufficiently important. Let’s look
at a perceptive and controversial concept of growth aired by a former president of the
International Finance Corporation, Robert L. Gardner:
Let us briefly examine some of the frequently cited causes of underdevelopment
e o



Unit 1 Economics and Economic Reasoning

and slow economic growth.

It is often claimed that geography and natural resources are determining.
They... are important...but resources lie inert and have no economic worth except
as people bring them into use. It is easy to attribute the progress of the United
States to its wide expanse and abundant physical resources. However, other
areas — in Latin America, Africa, Asia — have comparable natural wealth, but
most of it is still untouched. On the other hand, there are countries in western
Europe with limited fertile land and meager mineral deposits, yet they have
achieved high levels of economic life...

Perhaps most often lack of capital is blamed. In the first place, there is in
most developing countries more potential capital than is admitted. But large
amounts are kept outside, because of political instability and depreciating currency
at home. Over the post-war period immense sums have been made available to
the developing areas. Some of these funds have been well applied and have
produced sound results, others have not... If [ foreign aid | is applied to
uneconomic purposes, or if good projects are poorly planned and executed, the
result will be minus, not plus. The effective spending of large funds requires
experience, competence, honesty and organization. Lacking any of these
factors, large injections of capital into developing countries can cause more harm
than good. The test of how much additional capital is required for development is
how much a country can effectively apply within any given period, not how much
others are willing to supply.

I am, therefore, forced to the conclusion that economic development or lack
of it is primarily due to differences in people — in their attitudes, customs,
traditions and the consequent differences in their political, social and religious
institutions.

[15] Gardner is perhaps overstressing the human element in the question of growth and
development. However, he does point out that lack of natural resources and lack of capital
may not really be the main deterrent to development. If Gardner is correct, then less
developed nations might be wise to invest more of their efforts in human capital rather than
in nonhuman capital stock. That is to say, less developed nations would possibly grow faster
if there were a larger investment in humans — education, health, training, and so on —
than in physical capital. The education of the population, as well as training ( both on and
off the job) might do more to improve the development of the LDCs than would devoting
all efforts and resources to increasing the capital stock. As with all policy decisions,
however, an evaluation of alternative costs and benefits of each investment program must

be examined. Nevertheless, there is normally a positive relationship between the possible
wilf o
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rate of growth of an economy and the size of its capital stock.

DOMESTIC CAPITAL FORMATION

[16] How does a less developed nation accumulate capital? The answer is that it must save
and invest those accumulated savings’ profitably. Saving, of course, means not
consuming. Resources must be released from consumer goods production in order to be

used for investment.

THE HARD FACTS

[17] Look at it this way. Even if you are very, very poor and just barely making a living,
you know that sometime in the future you will no longer be able to work. You will either
reach mandatory retirement or you will become so debilitated and unproductive that nobody
will be willing to hire you. Your income stream will be cut off. Unless there is a benevolent
government or a charitable source of support ( perhaps your family) to take care of you,
you will starve. There is a way out. You can have accumulated savings, the income and
principal off which you can live. Therefore, today you must decide how much of your
current income you want to set aside for those retirement years, or for those years when
you are sick or debilitated and cannot work. (Some researchers speculate that much saving
in less developed countries takes the form of rearing children who then feel a moral
~ obligation to “repay” by supporting their parents during their retirement. ) Unless it is
literally true that you will starve if you reduce your current level of consumption, you
probably will attempt to save a little out of your income. Most people are willing to reduce
current consumption by a small amount in order to have some consumption after they can
no longer work. If this is not done, they face certain starvation when their income stream

falls to zero.

LDCS AND POPULATION CONTROL

[18] One of the most troublesome problems facing LDCs in their quest for higher per
capita standards of living is typically high population growth rates. It is certainly no secret
that a less developed country might have a better chance at raising its citizens’ per capita
standard of living if there were fewer mouths to feed. Indeed, many students of economic
development believe that the major problem in the LDCs is excess population. A typical
international development conference will be divided into two groups: (1) representatives
from LDCs who want development and (2) representatives from developed nations who
want family planning (birth control) to be instituted as a prerequisite for the development
of the LDCs.
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[19] Ironically, generosity on the part of the developed countries has contributed to high
population growth rates in LDCs. Specifically, aid and transfer of knowledge about health,
nutrition, and sanitation have reduced death rates in numerous LDCs. It is arithmetically
impossible not to have an increase in population growth if death rates are reduced without a
concomitant reduction in birthrates. Many proponents of increased Western aid to LDCs
are quick to point out that excess population was caused by Western aid to begin with and,
therefore, the results of excess population should be coped with by developed countries.

[20] Some recent research on population and economic development has revealed that
social and economic modernization has been accompanied by what might be called the
fertility revolution — the spread of deliberate family size limitation within marriage and a
decline in childbearing. Modernization reduces infant mortality, which in turn reduces the
incentive for couples to have many children to make sure that enough will survive to satisfy
each couple’s demand. Also, modernization lowers the demand for children for a variety of
reasons, not the least being that couples in more developed countries do not need to rely

on their children to take care of them in old age.

PROPERTY RIGHTS* AND ECONOMIC DEVELOPMENT

[21] If you were in a country where bank accounts and businesses were periodically
expropriated by the government, how willing would you be to leave your money in a
savings account or to invest in a business? Certainly you would be less willing than if such
things never occurred. Periodic expropriation of private property rarely occurs in developed
countries. It has occurred in numerous less developed countries, however. For example,
private property was once “nationalized” in Chile and still is in Cuba. In some cases,
former owners are compensated, but rarely for the full value of the property taken over by
the state.

FOREIGN AID

[22] Many nations, including the United States, extend assistance to LDCs. A number of
reasons are given to justify this assistance, which can be in the form of grants, low-interest
loans, food, military supplies, or technical expertise. Although the humanitarian argument
in support of foreign aid is often given, certainly security and economics enter into the
discussion. That is to say, the United States often gives foreign aid to LDCs in order to
support noncommunist regimes or to prevent communist takeovers. Additionally, the
United States extends foreign aid to help develop other countries in order to benefit U. S.
firms. This is particularly true when foreign aid is tied to the purchase of American
products. Tied foreign aid requires that the recipient spend all or part of the sum extended

as foreign aid on U. S. -produced goods. (As such, foreign aid can be viewed as a subsidy
oo
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to export producers in the United States. )
[23] The major landmark in the history of foreign aid from the United States was the

Marshall Plan. This plan, proposed by Secretary of State George Marshall in an address at
Harvard University in June 1948, established the European Recovery Program, which
granted over $10 billion ( $47 billion in 1987 dollars) in foreign assistance to Europe
following World War II. Many observers contend that the Marshall Plan was instrumental in
allowing Europe’ s productive capacity to grow dramatically during the late 1940s and early

1950s.

THE SITUATION IN THE LDCs

[24] The LDCs in the world today cannot be compared to those war-torn European
countries at the end of World War II. The modernization of LDCs is a much more
complicated task than the restoration of postwar Europe. In many cases, foreign aid to
Europe simply helped those countries rebuild an already existing and previously well-
functioning capital base. It is one thing merely to help replace locomotives and to help
repair bombed-out tracks for an existing railroad system, and quite another to help establish
from scratch an entire new railroad system in a country that has none. Perhaps more
important is the potentially misdirected aid to LDCs. Remember that Europe had the
human capital of an experienced industrial workforce. Today’s LDCs do not, so we cannot
expect that foreign aid given to them will have the same result as the aid given to Europe for
its restoration after the war. There are many barriers to economic growth in LDCs: a lack
of technical skills and capacities, poorly organized markets, political and social elites
unreceptive to change, nongrowth-oriented foreign trade policies, and so on.

[25] The future, however, may be different. Economists may become better attuned to
the actual determinants of development in different situations so that specific models can be
made and applied in specific situations. The economic analysis of development and growth
is perhaps one of the least well-defined disciplines in the entire study. of economics, despite

the large number of books written on the subject.
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= Notes to the Text «
[1] subsidy: A finanial payment to a producer from the government to encourage the supply of certain

product or service.

[2] comparative advantage: An economic advantage out of relative efficiency in producing or supplying
certain product or service.

[3] capital; All processed resources, including buildings, equipment, machines and improved land.

[4] consumption goods: (also consumer goods) Goods bought by households to use up, such as food
and clothing.

[5] capital good: (also producer goods) Goods that are used by companies to produce some more
valuable or useful product.

[6] stock: The total amount of any product existing at a point of time; such as the stock of cars that exists
today at 7:30 a. m.

[7] saving: The sum of money not spent by its owner.

[8] property rights: The right of the possessor to use or sell his own property.

I. Comprehension Questions

Answer the following questions briefly in your own words.

(1) According to the author, what is the difference betwcell'x the povérty level of income in the
United States and the one in a good part of the world?

(2) According to the author, what is the “three worlds” classification scheme?

(3)Can you list some most important socioeconomic indicators of development?

(4) Why are most of the nations in Africa among the world’ s fastest-growing nations in terms of
population?

(5) According to the text, what is the most widely discussed modern theory of economic
development?

(6) What is the reason for some of the LDCs being abie to engage in such industrial activities as
producing steel or automobiles although they cannot profitably do so?

(7) What is the negative effect of the government subsidization?

(8) What are the three stages of economic development of the modern rich nations?

(9) Why should a nation specialize in its own comparative advantage?

(10) Why do the modern Western countries subsidize their own agriculture sectors?
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