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Poverty, Inequality, and
Development

No society can surely be flourishing and happy, of which by far the greater part of the
numbers are poor and miserable.
—Adam Smith, 1776

Viewed through the lens of human development, the global village appears deeply
divided between the streets of the haves and those of the have-nots.
—United Nations Development Programme, Human Development Report, 2006

Social protection directly reduces poverty and helps make growth more pro-poor.
—Organization for Economic Cooperation and Development, 2010

The coincidence of severe and persistent poverty and hunger indicates the presence of
poverty traps—conditions from which individuals or groups cannot emerge without
the help of others.

—International Food Policy Research Institute, 2007

The World Bank Group has adopted two new goals: end extreme poverty by 2030 and
boost shared prosperity by maximizing income growth for the poorest 40 percent in
every country.

—Jim Yong Kim, President, World Bank, 2013

Chapters 1 and 2 introduced the problem that despite significant improvements
over the past half century, extreme poverty remains widespread in the develop-
ing world. In 2010, more than 1.2 billion people lived on less than $1.25 per day at
2005 U.S. purchasing power parity (2013 World Bank estimate). Some 2.4 billion—
more than one-third of the world’s population—lived on less than $2 a day. As you
will see in the next few chapters, often these impoverished people suffer from un-
dernutrition and poor health, have little or no literacy, live in environmentally de-
graded areas, have little political voice, are socially excluded, and attempt to earn
a meager living on small and marginal farms (or as day laborers) or in dilapidated
urban slums. In this chapter, we set the stage with an in-depth examination of the
problems of poverty and of highly unequal distributions of income.

That development requires a higher gross national income (GNI), and hence
sustained growth, is clear. The basic issue, however, is not only how to make GNI
grow but also who would make it grow: the few or the many. If it were the rich, it
would most likely be appropriated by them, and progress against poverty would
be slow, and inequality would worsen. But if it were generated by the many, they
would be its principal beneficiaries, and the fruits of economic growth would
be shared more evenly. Thus, many developing countries that had experienced
relatively high rates of economic growth by historical standards discovered that
such growth often brought little in the way of significant benefits to their poor.
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Because the elimination of widespread poverty and high and even growing
income inequality are at the core of all development problems and in fact define
for many people the principal objective of development policy, we begin Part
Two by focusing on the nature of the poverty and inequality problem in devel-
oping countries. Although our main focus is on economic poverty and inequali-
ties in the distribution of incomes and assets, it is important to keep in mind
that this is only part of the broader inequality problem in the developing world.
Of equal or even greater importance are inequalities of power, prestige, status,
gender, job satisfaction, conditions of work, degree of participation, freedom
of choice, and many other dimensions of the problem that relate more to our
second and third components of the meaning of development, self-esteem, and
freedom to choose. As in most social relationships, we cannot really separate the
economic from the noneconomic manifestations of inequality. Each reinforces
the other in a complex and often interrelated process of cause and effect.

After introducing appropriate measures of inequality and poverty, we de-
fine the nature of the poverty and income distribution problem and consider
its quantitative significance in various developing nations. We then examine
in what ways economic analyses can shed light on the problem and explore
possible alternative policy approaches directed at the elimination of poverty
and the reduction of excessively wide disparities in the distributions of in-
come in developing countries. A thorough understanding of these two funda-
mental economic manifestations of underdevelopment provides the basis for
analysis in subsequent chapters of more specific development issues, includ-
ing population growth, education, health, rural development, environmental
degradation and climate change, and foreign assistance.

In this chapter, therefore, we will examine the following critical questions
about the relationship among economic growth, income distribution, and
poverty:

1. How can we best measure inequality and poverty?

2. What is the extent of relative inequality in developing countries, and how
is this related to the extent of absolute poverty?

3. Who are the poor, and what are their economic characteristics?

4. What determines the nature of economic growth—that is, who benefits
from economic growth, and why?

5. Are rapid economic growth and more equal distributions of income com-
patible or conflicting objectives for low-income countries? To put it another
way, is rapid growth achievable only at the cost of greater inequalities in
the distribution of income, or can a lessening of income disparities con-
tribute to higher growth rates?

6. Do the poor benefit from growth, and does this depend on the type of
growth a developing country experiences? What might be done to help
the poor benefit more?

7. What is so bad about extreme inequality?

8. What kinds of policies are required to reduce the magnitude and extent of
absolute poverty?
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Personal distribution of
income (size distribution of
income) The distribution of
income according to size class
of persons—for example, the
share of total income accruing
to the poorest specific per-
centage or the richest specific
percentage of a population—
without regard to the sources
of that income.

Quintile A 20% proportion
of any numerical quantity. A
population divided into quin-
tiles would be divided into
five groups of equal size.

Decile A 10% portion of any
numerical quantity; a popu-
lation divided into deciles
would be divided into ten
equal numerical groups.

PART TWO Problems and Policies: Domestic

We begin the chapter by defining inequality and poverty, terms that are com-
monly used in informal conversation but need to be measured more precisely
to provide a meaningful understanding of how much progress has already
been made, how much remains to be achieved, and how to set incentives for
government officials to focus on the most pressing needs. You will see that
the most important measures of poverty and inequality used by development
economists satisfy properties that most observers would agree are of funda-
mental importance. After a discussion of why attention to inequality as well
as poverty is important, we then use the appropriate measures of poverty
and inequality to evaluate the welfare significance of alternative patterns (or
“typologies”) of growth. After reviewing the evidence on the extent of poverty
and inequality in the developing world, we conclude with an overview of the
key issues in poverty policy. Some important principles of effective poverty
policies are considered, together with some initial examples of programs that
have worked well in practice. We conclude the chapter with a comparative
case study of Ghana and Cote d’Ivoire, which illustrates, issues of the quality
of growth and the difficulties of achieving it.

5.1 Measuring Inequality

In this section, we define the dimensions of the income distribution and pov-
erty problems and identify some similar elements that characterize the prob-
lem in many developing nations. But first we should be clear about what we
are measuring when we speak about the distribution of income and absolute
poverty.

Economists usually distinguish between two principal measures of income
distribution for both analytical and quantitative purposes: the personal or size
distribution of income and the functional or distributive factor share distribu-
tion of income.

Size Distributions

The personal or size distribution of income is the measure most commonly
used by economists. It simply deals with individual persons or households
and the total incomes they receive. The way in which they received that in-
come is not considered. What matters is how much each earns irrespective of
whether the income is derived solely from employment or comes also from
other sources such as interest, profits, rents, gifts, or inheritance. Moreover,
the locational (urban or rural) and occupational sources of the income (e.g.,
agriculture, manufacturing, commerce, services) are ignored. If Ms. X and Mr.
Y both receive the same personal income, they are classified together irrespec-
tive of the fact that Ms. X may work 15 hours a day as a doctor while Mr. Y
doesn’t work at all but simply collects interest on his inheritance.

Economists and statisticians therefore like to arrange all individuals by as-
cending personal incomes and then divide the total population into distinct
groups, or sizes. A common method is to divide the population into succes-
sive quintiles (fifths) or deciles (tenths) according to ascending income levels
and then determine what proportion of the total national income is received
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TABLE 5.1 Typical Size Distribution of Personal Income in a Developing

Country by Income Shares—Quintiles and Deciles

Share of Total Income (%)
Personal Income

Individuals (money units) Quintiles Deciles
1 0.8
2 1.0 1.8
3 1.4
4 1.8 5 3.2
5 1.9
6 2.0 3.9
7 2.4
8 2.7 9 5.1
9 2.8
10 3.0 5.8
11 3.4
12 3.8 13 7.2
13 4.2
14 4.8 9.0
15 5.9
16 7.1 22 13.0
17 10.5
18 12.0 22.5
19 13.5
20 15.0 51 28.5
Total (national income) 100. 100 100.0

by each income group. For example, Table 5.1 shows a hypothetical but fairly
typical distribution of income for a developing country. In this table, 20 indi-
viduals, representing the entire population of the country, are arranged in order
of ascending annual personal income, ranging from the individual with the
lowest income (0.8 units) to the one with the highest (15.0 units). The total or
national income of all individuals amounts to 100 units and is the sum of all en-
tries in column 2. In column 3, the population is grouped into quintiles of four
individuals each. The first quintile represents the bottom 20% of the population
on the income scale. This group receives only 5% (i.e., a total of 5 money units)
of the total national income. The second quintile (individuals 5 through 8)
receives 9% of the total income. Alternatively, the bottom 40% of the population
(quintiles 1 plus 2) is receiving only 14% of the income, while the top 20% (the
fifth quintile) of the population receives 51% of the total income.

A common measure of income inequality that can be derived from col-
umn 3 is the ratio of the incomes received by the top 20% and bottom 40% of
the population. This ratio, sometimes called a Kuznets ratio after Nobel laure-
ate Simon Kuznets, has often been used as a measure of the degree of inequal-
ity between high- and low-income groups in a country. In our example, this
inequality ratio is equal to 51 divided by 14, or approximately 3.64.

To provide a more detailed breakdown of the size distribution of income,
decile (10%) shares are listed in column 4. We see, for example, that the bot-
tom 10% of the population (the two poorest individuals) receives only 1.8%
of the total income, while the top 10% (the two richest individuals) receives
28.5%. Finally, if we wanted to know what the top 5% receives, we would divide
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Lorenz curve A graph
depicting the variance of the
size distribution of income
from perfect equality.
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the total population into 20 equal groups of individuals (in our example, this
would simply be each of the 20 individuals) and calculate the percentage of
total income received by the top group. In Table 5.1, we see that the top 5% of
the population (the twentieth individual) receives 15% of the income, a higher
share than the combined shares of the lowest 40%.

Lorenz Curves

Another common way to analyze personal income statistics is to construct what
is known as a Lorenz curve.! Figure 5.1 shows how it is done. The numbers of
income recipients are plotted on the horizontal axis, not in absolute terms but
in cumulative percentages. For example, at point 20, we have the lowest (poorest)
20% of the population; at point 60, we have the bottom 60%; and at the end of
the axis, all 100% of the population has been accounted for. The vertical axis
shows the share of total income received by each percentage of population.

It is also cumulative up to 100%, meaning that both axes are the same
length. The entire figure is enclosed in a square, and a diagonal line is drawn
from the lower left corner (the origin) of the square to the upper right corner. At
every point on that diagonal, the percentage of income received is exactly equal
to the percentage of income recipients—for example, the point halfway along
the length of the diagonal represents 50% of the income being distributed to
exactly 50% of the population. At the three-quarters point on the diagonal, 75%
of the income would be distributed to 75% of the population. In other words,
the diagonal line in Figure 5.1 is representative of “perfect equality” in size
distribution of income. Each percentage group of income recipients is receiving

FIGURE 5.1 The Lorenz Curve
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that same percentage of the total income; for example, the bottom 40% receives
40% of the income, while the top 5% receives only 5% of the total income.?

The Lorenz curve shows the actual quantitative relationship between the
percentage of income recipients and the percentage of the total income they
did in fact receive during, say, a given year. In Figure 5.1, we have plotted this
Lorenz curve using the decile data contained in Table 5.1. In other words, we
have divided both the horizontal and vertical axes into ten equal segments
corresponding to each of the ten decile groups. Point A shows that the bottom
10% of the population receives only 1.8% of the total income, point B shows
that the bottom 20% is receiving 5% of the total income, and so on for each of
the other eight cumulative decile groups. Note that at the halfway point, 50%
of the population is in fact receiving only 19.8% of the total income.

The more the Lorenz line curves away from the diagonal (line of perfect
equality), the greater the degree of inequality represented. The extreme case of
perfect inequality (i.e., a situation in which one person receives all of the na-
tional income while everybody else receives nothing) would be represented by
the congruence of the Lorenz curve with the bottom horizontal and right-hand
vertical axes. Because no country exhibits either perfect equality or perfect in-
equality in its distribution of income, the Lorenz curves for different countries
will lie somewhere to the right of the diagonal in Figure 5.1. The greater the
degree of inequality, the greater the bend and the closer to the bottom horizon-
tal axis the Lorenz curve will be. Two representative distributions are shown
in Figure 5.2, one for a relatively equal distribution (Figure 5.2a) and the other
for a relatively unequal distribution (Figure 5.2b). (Can you explain why the
Lorenz curve could not lie above or to the left of the diagonal at any point?)

FIGURE 5.2 The Greater the Curvature of the Lorenz Line, the Greater the Relative
Degree of Inequality
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Gini coefficient An
aggregate numerical measure
of income inequality ranging
from 0 (perfect equality) to 1
(perfect inequality). It is mea-
sured graphically by dividing
the area between the perfect
equality line and the Lorenz
curve by the total area lying to
the right of the equality line in
a Lorenz diagram. The higher
the value of the coefficient is,
the higher the inequality of
income distribution; the lower
it is, the more equal the distri-
bution of income.
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Gini Coefficients and Aggregate Measures of Inequality

A final and very convenient shorthand summary measure of the relative de-
gree of income inequality in a country can be obtained by calculating the ratio
of the area between the diagonal and the Lorenz curve divided by the total
area of the half-square in which the curve lies. In Figure 5.3, this is the ratio of
the shaded area A to the total area of the triangle BCD. This ratio is known as
the Gini concentration ratio or Gini coefficient, named after the Italian statisti-
cian who first formulated it in 1912.

Gini coefficients are aggregate inequality measures and can vary anywhere
from O (perfect equality) to 1 (perfect inequality). In fact, as you will soon dis-
cover, the Gini coefficient for countries with highly unequal income distribu-
tions typically lies between 0.50 and 0.70, while for countries with relatively
equal distributions, it is on the order of 0.20 to 0.35. The coefficient for our
hypothetical distribution of Table 5.1 and Figure 5.1 is approximately 0.44—a
relatively unequal distribution.

Four possible Lorenz curves such as might be found in international data
are drawn in Figure 5.4. In the “Lorenz criterion” of income distribution,
whenever one Lorenz curve lies above another Lorenz curve, the economy
corresponding to the upper Lorenz curve is more equal than that of the lower
curve. Thus, economy A may unambiguously be said to be more equal than
economy D. Whenever two Lorenz curves cross, such as curves B and C, the
Lorenz criterion states that we “need more information” or additional assump-
tions before we can determine which of the underlying economies is more
equal. For example, we might argue on the grounds of the priority of address-
ing problems of poverty that curve B represents a more equal economy, since
the poorest are richer, even though the richest are also richer (and hence the
middle class is “squeezed”). But others might start with the assumption that

FIGURE 5.3 Estimating the Gini Coefficient
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FIGURE 5.4 Four Possible Lorenz Curves
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an economy with a stronger middle class is inherently more equal, and those
observers might select economy C.

One could also use an aggregate measure such as the Gini coefficient to
decide the matter. As it turns out, the Gini coefficient is among a class of meas-
ures that satisfy four highly desirable properties: the anonymity, scale inde-
pendence, population independence, and transfer principles.® The anonymity
principle simply means that our measure of inequality should not depend on
who has the higher income; for example, it should not depend on whether we
believe the rich or the poor to be good or bad people. The scale independence
principle means that our measure of inequality should not depend on the size
of the economy or the way we measure its income; for example, our inequality
measure should not depend on whether we measure income in dollars or in
cents or in rupees or rupiahs or for that matter on whether the economy is rich
on average or poor on average—because if we are interested in inequality, we
want a measure of the dispersion of income, not its magnitude (note that mag-
nitudes are very important in poverty measures). The population independence
principle is somewhat similar; it states that the measure of inequality should
not be based on the number of income recipients. For example, the economy
of China should be considered no more or less equal than the economy of Vi-
etnam simply because China has a larger population than Vietnam. Finally,
we have the transfer principle (sometimes called the Pigou-Dalton principle after
its creators); it states that, holding all other incomes constant, if we transfer
some income from a richer person to a poorer person (but not so much that the
poorer person is now richer than the originally rich person), the resulting new
income distribution is more equal. If we like these four criteria, we can measure
the Gini coefficient in each case and rank the one with the larger Gini as more
unequal. However, this is not always a perfect solution. For example, the Gini
coefficient can, in theory, be identical for two Lorenz curves that cross; can you
see why by looking at curves B and C in Figure 5.4? And sometimes different
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Functional distribution of
income (factor share distribu-
tion of income) The distri-
bution of income to factors of
production without regard to
the ownership of the factors.

Factors of production
Resources or inputs required
to produce a good or a
service, such as land, labor,
and capital.
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inequality measures that satisfy our four properties can give different answers
as to which of two economies are more unequal.

Note that a measure of dispersion common in statistics, the coefficient of
variation (CV), which is simply the sample standard deviation divided by the
sample mean, is another measure of inequality that also satisfies the four criteria.
Although the CV is more commonly used in statistics, the Gini coefficient is
often used in studies of income and wealth distribution due to its convenient
Lorenz curve interpretation. Note, finally, that we can also use Lorenz curves
to study inequality in the distribution of land, in education and health, and in
other assets.

Functional Distributions

The second common measure of income distribution used by economists, the
functional or factor share distribution of income, attempts to explain the
share of total national income that each of the factors of production (land,
labor, and capital) receives. Instead of looking at individuals as separate enti-
ties, the theory of functional income distribution inquires into the percentage
that labor receives as a whole and compares this with the percentages of total
income distributed in the form of rent, interest, and profit (i.e., the returns to
land and financial and physical capital). Although specific individuals may
receive income from all these sources, that is not a matter of concern for the
functional approach.

A sizable body of theoretical literature has been built up around the con-
cept of functional income distribution. It attempts to explain the income of
a factor of production by the contribution that this factor makes to produc-
tion. Supply and demand curves are assumed to determine the unit prices of
each productive factor. When these unit prices are multiplied by quantities
employed on the assumption of efficient (minimum-cost) factor utilization, we
get a measure of the total payment to each factor. For example, the supply of
and demand for labor are assumed to determine its market wage. When this
wage is then multiplied by the total level of employment, we get a measure of
total wage payments, also sometimes called the total wage bill.

Figure 5.5 provides a simple diagrammatic illustration of the traditional
theory of functional income distribution. We assume that there are only two
factors of production: capital, which is a fixed (given) factor, and labor, which
is the only variable factor. Under competitive market assumptions, the demand
for labor will be determined by labor’s marginal product (i.e., additional work-
ers will be hired up to the point where the value of their marginal product
equals their real wage). But in accordance with the principle of diminishing
marginal products, this demand for labor will be a declining function of the
numbers employed. Such a negatively sloped labor demand curve is shown
by line D; in Figure 5.5. With a traditional, neoclassical, upward-sloping la-
bor supply curve Sj, the equilibrium wage will be equal to W and the equi-
librium level of employment will be Lg. Total national output (which equals
total national income) will be represented by the area ORELE.® This national
income will be distributed in two shares: 0WEELf going to workers in the form
of wages and WERE remaining as capitalist profits (the return to owners of cap-
ital). Hence, in a competitive market economy with constant-returns-to-scale
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FIGURE 5.5 Functional Income Distribution in a Market Economy:

An Illustration
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production functions (a doubling of all inputs doubles output), factor prices
are determined by factor supply and demand curves, and factor shares always
combine to exhaust the total national product. Income is distributed by func-
tion—laborers are paid wages, owners of land receive rents, and capitalists ob-
tain profits. It is a neat and logical theory in that each and every factor gets
paid only in accordance with what it contributes to national output, no more
and no less. In fact, as you may recall from Chapter 3, this model of income
distribution is at the core of the Lewis theory of modern-sector growth based
on the reinvestment of rising capitalist profits.

Unfortunately, the relevance of the functional theory is greatly diminished
by its failure to take into account the important role and influence of nonmar-
ket forces such as power in determining these factor prices—for example, the
role of collective bargaining between employers and trade unions in the set-
ting of modern-sector wage rates, and the power of monopolists and wealthy
landowners to manipulate prices on capital, land, and output to their own
personal advantage. Appendix 5.1 examines the economic implications of fac-
tor price distortions, and we return to consider their implications for policy at
the end of this chapter.

The Ahluwalia-Chenery Welfare Index (ACWI)

A final approach to accounting for the distribution of income in assessing the
quality of growth is to value increases in income for all individuals but to assign
a higher weight to income gains by lower-income individuals than to gains by
higher-income individuals. Perhaps the best-known example is the Ahluwalia-
Chenery Welfare Index (ACWI), which is explained in Appendix 5.2.
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Absolute poverty The
situation of being unable or
only barely able to meet the
subsistence essentials of food,
clothing, and shelter.

Headcount index The
proportion of a country’s
population living below the
poverty line.
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5.2 Measuring Absolute Poverty

Now let’s switch our attention from relative income shares of various percen-
tile groups within a given population to the fundamentally important ques-
tion of the extent and magnitude of absolute poverty in developing countries.

Income Poverty

In Chapter 2, we defined the extent of absolute poverty as the number of peo-
ple who are unable to command sufficient resources to satisfy basic needs.
They are counted as the total number living below a specified minimum level
of real income—an international poverty line. That line knows no national
boundaries, is independent of the level of national per capita income, and
takes into account differing price levels by measuring poverty as anyone liv-
ing on less than $1.25 a day or $2 per day in PPP dollars. Absolute poverty can
and does exist, therefore, as readily in New York City as it does in Kolkata,
Cairo, Lagos, or Bogotd, although its magnitude is likely to be much lower in
terms of percentages of the total population.

Absolute poverty is sometimes measured by the number, or “headcount,”
H, of those whose incomes fall below the absolute poverty line, Y,. When
the headcount is taken as a fraction of the total population, N, we define the
headcount index, H/N (also referred to as the “headcount ratio”). The pov-
erty line is set at a level that remains constant in real terms so that we can
chart our progress on an absolute level over time. The idea is to set this level
at a standard below which we would consider a person to live in “absolute
human misery,” such that the person’s health is in jeopardy.

Of course, to define a minimum health standard that is invariant across
historical epochs is an impossibility, in part because technology changes over
time. For example, today we have 15-cent oral rehydration therapy packets
that can save the life of a child in Malawi. Not long ago, the death of a child
after a diarrheal disease would be taken as a sad but inevitable part of life,
whereas today we regard such a death as a catastrophic moral failure of the
international community. We simply come as close as we can to establishing a
reasonable minimum standard that might hold over a few decades so that we
can estimate more carefully how much progress we have made on a (more)
absolute rather than a (highly) relative scale.

Certainly one would not accept the international poverty level of $1.25 a
day in an unquestioning way when planning local poverty work. One practical
strategy for determining a local absolute poverty line is to start by defining an
adequate basket of food, based on nutritional requirements from medical studies
of required calories, protein, and micronutrients. Then, using local household
survey data, one can identify a typical basket of food purchased by households
that just barely meet these nutritional requirements. One then adds other expen-
ditures of this household, such as clothing, shelter, and medical care, to deter-
mine the local absolute poverty line. Depending on how these calculations are
done, the resulting poverty line may come to more than $1.25 per day at PPP.

However, simply counting the number of people below an agreed-on
poverty line has serious limitations. For example, if the poverty line is set at
U.S. $450 per person, it makes a big difference whether most of the absolute
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FIGURE 5.6 Measuring the Total Poverty Gap
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poor earn $400 or $300 per year. Both are accorded the same weight when
calculating the proportion of the population that lies below the poverty line;
clearly, however, the poverty problem is much more serious in the latter in-
stance. Economists therefore attempt to calculate a total poverty gap (TPG)
that measures the total amount of income necessary to raise everyone who is
below the poverty line up to that line. Figure 5.6 illustrates how we can meas-
ure the total poverty gap as the shaded area between poverty line, PV, and the
annual income profile of the population.

Even though in both country A and country B, 50% of the population falls
below the same poverty line, the TPG in country A is greater than in country B.
Therefore, it will take more of an effort to eliminate absolute poverty in country A.

The TPG—the extent to which the incomes of the poor lie below the pov-
erty line—is found by adding up the amounts by which each poor person’s
income, Y, falls below the absolute poverty line, Y, as follows:

H
TPG = > (Y, — Y) (5.1)
=1

We can think of the TPG in a simplified way (i.e., no administrative costs or
general equilibrium effects are accounted for) as the amount of money per day
it would take to bring every poor person in an economy up to our defined
minimum income standards. On a per capita basis, the average poverty gap
(APG) is found by dividing the TPG by the total population:

TPG
APG = —— .
N (5.2)

Often we are interested in the size of the average poverty gap in relation to the
poverty line, so we would use as our income shortfall measure the normalized pov-
erty gap (NPG): NPG = APG/Y); this measure lies between 0 and 1 and so can be
useful when we want a unitless measure of the gap for easier comparisons.

Total poverty gap (TPG)
The sum of the difference
between the poverty line and
actual income levels of all
people living below that line.
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Foster-Greer-Thorbecke
(FGT) index A class of
measures of the level of
absolute poverty.
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Another important poverty gap measure is the average income shortfall (AIS),
which is the total poverty gap divided by the headcount of the poor: AIS =
TPG/H. The AIS tells us the average amount by which the income of a poor person
falls below the poverty line. This measure can also be divided by the poverty line
to yield a fractional measure, the normalized income shortfall (NIS): NIS = AIS/Y,.

The Foster-Greer-Thorbecke Index We are also often interested in the de-
gree of income inequality among the poor, such as the Gini coefficient among
those who are poor, G, or alternatively, the coefficient of variation (CV) of
incomes among the poor, CV,,. One reason that the Gini or CV among the poor
can be important is that the impact on poverty of economic shocks can differ
greatly, depending on the level and distribution of resources among the poor.
For example, if the price of rice rises, as it did in 1998 in Indonesia, low-in-
come rice producers, who sell a little of their rice on local markets and whose
incomes are slightly below the absolute poverty line, may find that this price
rise increases their incomes to bring them out of absolute poverty. On the
other hand, for those with too little land to be able to sell any of the rice they
grow and who are net buyers of rice on markets, this price increase can greatly
worsen their poverty. Thus, the most desirable measures of poverty would
also be sensitive to the distribution of income among the poor.

As is the case with inequality measures, there are criteria for a desirable
poverty measure that are widely accepted by development economists: the
anonymity, population independence, monotonicity, and distributional sen-
sitivity principles. The first two principles are very similar to the properties
we examined for inequality indexes: Our measure of the extent of poverty
should not depend on who is poor or on whether the country has a large or
small population. The monotonicity principle means that if you add income
to someone below the poverty line, all other incomes held constant, poverty
can be no greater than it was.® The distributional sensitivity principle states
that, other things being equal, if you transfer income from a poor person to
a richer person, the resulting economy should be deemed strictly poorer. The
headcount ratio measure satisfies anonymity, population independence, and
monotonicity, but it fails on distributional sensitivity. The simple headcount
fails even to satisfy the population independence principle.

A well-known poverty index that in certain forms satisfies all four criteria
is the Foster-Greer-Thorbecke (FGT) index, often called the Pa class of pov-
erty measures.” The Pa index is given by

Y, - Y\
pazlg‘,(” ) (5.3)

N =1 Yp

where Y; is the income of the ith poor person, Y), is the poverty line, and N is
the population. Depending on the value of o, the Pa index takes on different
forms. If a = 0, the numerator is equal to H, and we get the headcount ratio,
H/N. Unfortunately, this measure is the same whether those in poverty earn
90 cents per day or 50 cents per day, so it cannot reveal the depth of poverty.
If « = 1, we get the normalized (per capita) poverty gap. An alternative
formula that can be derived for P; is given by Py = (H/N)*(NIS), that is, the
headcount ratio (H/N) times the normalized income shortfall (NIS). So, P; has
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the properties that poverty goes up whenever either the fraction of people in
poverty goes up or the fractional income deficits (poverty depth) go up (or
both)—in general, this makes it a better measure than Py.

If o = 2, we account for poverty severity, in that the impact on measured
poverty of a gain in income by a poor person increases in relation to the square
of the distance of the person from the poverty line. For example, raising the
income of a person from a household living at half the per capita poverty line
by, say, one penny per day would have five times the impact on poverty re-
duction as would raising by the same amount the income of a person living
at 90% of the poverty line; this differing magnitude results from squaring the
poverty gaps, so the P, measure captures the severity of poverty.

As a numerical example of the calculation of P,, consider an 8-person econ-
omy with a poverty line of 1, and a hypothetical income distribution of: (0.6,
0.6, 0.8, 0.8, 2, 2, 6, 6). The headcount is 4, because two people have incomes
of 0.6 and two people have incomes of 0.8; but the others have incomes above
the poverty line. Using these numbers, we can find the P, level of poverty from
equation 5.3:

P, = (1/8)[0.4% + 047 + 0.2> + 0.22] = (1/8)[0.16 + 0.16 + 0.04
+ 0.04] = 0.4/8 = 0.05

Note that P, can be expressed in an alternative form to add further intuition. If
a = 2, the resulting measure, P,, can be rewritten as®

P2:<£)[NISZ+ (1 — NIS)2(CVp)?] (5.4)

As Equation 5.4 shows, P, contains the CV, measure, and it satisfies all four of
the poverty axioms.” Clearly, P, increases whenever H/N, NIS, or CV, increases.
Note from the formula that there is a greater emphasis on the distribution of
income among the poor (CV,) when the normalized income shortfall is small
and a lesser emphasis when the NIS is large.

The P, poverty measure, also known as the squared poverty gap index, has
become a standard of income poverty measure used by the World Bank and
other agencies, and it is used in empirical work on income poverty because of
its sensitivity to the depth and severity of poverty. Mexico uses the P, poverty
measure to allocate funds for education, health, and welfare programs for the
poor (in particular in the Progresa/Oportunidades Program, described at the
end of Chapter 8), in accordance with the regional intensity of poverty.'

Another reason to prefer P; (or at least P1) over Py is that standard headcount
measures also have the perverse property of creating incentives for officials to
focus efforts on the poor who are closest to the poverty line—because that is the
easiest and cheapest way for them to demonstrate progress. We encountered a
version of this problem in Chapter 1—a critique of the Millennium Develop-
ment Goals focus on reducing the fraction of those living below the poverty line.

Values of Py and P, for selected developing countries are found in Table 5.6
later in this chapter.

Person-Equivalent Headcounts Although P; and P, are more informative
measures, which provide better incentives to poverty programs than P, many
agencies (including U.S. Agency for International Development—USAID)
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continue to report progress primarily if not exclusively in terms of Py head-
count measures—apparently responding to public and legislative expec-
tations to discuss poverty in terms of numbers of people. Given a political
need to feature “headline” headcount measures, a partial improvement is to
convert changes in the poverty gap into its headcount-equivalent (based on
the initial average income shortfall). If aid agencies featured a supplementary
headcount-equivalent, they could report in terms of numbers of people while
accounting for changes in poverty depth. Estimates using this approach show
progress against poverty in many countries is significantly greater than re-
vealed using conventional headcount measures alone. !!

Multidimensional Poverty Measurement Poverty cannot be adequately
measured with income alone, as Amartya Sen’s capability framework, exam-
ined in Chapter 1, makes apparent. To fill this gap, Sabina Alkire and James
Foster have extended the FGT index to multiple dimensions.'?

As always, the first step in measuring poverty is to know which people are
poor. In the multidimensional poverty approach, a poor person is identified
through what is called the “dual cutoff method”: first, the cutoff levels within
each of the dimensions (analogous to falling below a poverty line such as $1.25
per day if income poverty were being addressed) and second, the cutoff of the
number of dimensions in which a person must be deprived (below the line)
to be deemed multidimensionally poor. Using calculations analogous to the
single-dimensional Pa index, the multidimensional Ma index is constructed.
The most basic measure is the fraction of the population in multidimensional
poverty—the multidimensional headcount ratio Hyy.

The most common measure in practice is My, the adjusted headcount
ratio, which uses ordinal data and is similar conceptually to the poverty gap P;
(which again can be expressed as the headcount ratio times the normalized in-
come shortfall). My may be represented by the product of the multidimensional
headcount ratio times the average fraction of dimensions in which the poor are
deprived (or “average intensity of poverty” A, that is, My = Hys *A. (In contrast
to the simple multidimensional headcount ratio, the adjusted multidimensional
headcount ratio satisfies the desirable property (called “dimensional monoto-
nicity”) that if the average fraction of deprivations increases, so does M).

In applied studies, proxy measures, called indicators, are used for each of the
selected dimensions. Details of the way this measure has been constructed and ap-
plied in the UNDP Multidimensional Poverty Index and findings across countries
are reported in Section 5.4, when we apply the poverty measures to examine the
extent of poverty in different countries and regions. Another wisely used applica-
tion is the Women’s Empowerment in Agriculture Index, referred to in Chapter 9.

5.3 Poverty, Inequality, and Social Welfare

What’s So Bad about Extreme Inequality?

Throughout this chapter, we are assuming that social welfare depends posi-
tively on the level of income per capita but negatively on poverty and nega-
tively on the level of inequality, as these terms have just been defined. The
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problem of absolute poverty is obvious. No civilized people can feel satisfied
with a state of affairs in which their fellow humans exist in conditions of such
absolute human misery, which is probably why every major religion has em-
phasized the importance of working to alleviate poverty and is at least one of
the reasons why international development assistance has the nearly univer-
sal support of every democratic nation. But it may reasonably be asked, if our
top priority is the alleviation of absolute poverty, why should relative inequality
be a concern? We have seen that inequality among the poor is a critical factor
in understanding the severity of poverty and the impact of market and policy
changes on the poor, but why should we be concerned with inequality among
those above the poverty line?

There are three major answers to this question. First, extreme income ine-
quality leads to economic inefficiency. This is partly because at any given aver-
age income, the higher the inequality is, the smaller the fraction of the popula-
tion that qualifies for a loan or other credit. Indeed, one definition of relative
poverty is the lack of collateral. When low-income individuals (whether they are
absolutely poor or not) cannot borrow money, they generally cannot adequately
educate their children or start and expand a business. Moreover, with high in-
equality, the overall rate of savings in the economy tends to be lower, because
the highest rate of marginal savings is usually found among the middle classes.
Although the rich may save a larger dollar amount, they typically save a smaller
fraction of their incomes, and they almost always save a smaller fraction of their
marginal incomes. Landlords, business leaders, politicians, and other rich elites
are known to spend much of their incomes on imported luxury goods, gold,
jewelry, expensive houses, and foreign travel or to seek safe havens abroad for
their savings in what is known as capital flight. Such savings and investments
do not add to the nation’s productive resources; in fact, they represent substan-
tial drains on these resources. In short, the rich do not generally save and invest
significantly larger proportions of their incomes (in the real economic sense of
productive domestic saving and investment) than the middle class or even
the poor.'® Furthermore, inequality may lead to an inefficient allocation of as-
sets. As you will see in Chapter 8, high inequality leads to an overemphasis on
higher education at the expense of quality universal primary education, which
not only may be inefficient but is also likely to beget still more inequality in
incomes. Moreover, as you will see in Chapter 9, high inequality of land owner-
ship—characterized by the presence of huge latifundios (plantations) alongside
tiny minifundios that are incapable of supporting even a single family—also
leads to inefficiency because the most efficient scales for farming are family and
medium-size farms. The result of these factors can be a lower average income
and a lower rate of economic growth when inequality is high.!*

The second reason to be concerned with inequality above the poverty line
is that extreme income disparities undermine social stability and solidarity.
Also, high inequality strengthens the political power of the rich and hence
their economic bargaining power. Usually this power will be used to encour-
age outcomes favorable to themselves. High inequality facilitates rent seeking,
including actions such as excessive lobbying, large political donations, bribery,
and cronyism. When resources are allocated to such rent-seeking behaviors,
they are diverted from productive purposes that could lead to faster growth.
Even worse, high inequality makes poor institutions very difficult to improve,
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because the few with money and power are likely to view themselves as
worse off from socially efficient reform, and so they have the motive and the
means to resist it (see Chapter 2). Of course, high inequality may also lead the
poor to support populist policies that can be self-defeating. Countries with ex-
treme inequality, such as El Salvador and Iran, have undergone upheavals or
extended civil strife that have cost countless lives and set back development
progress by decades. High inequality is also associated with pathologies such
as higher violent crime rates. In sum, with high inequality, the focus of politics
often tends to be on supporting or resisting the redistribution of the existing
economic pie rather than on policies to increase its size (Chapter 11 examines
these concerns in more detail).!®

Finally, extreme inequality is generally viewed as unfair. The philosopher
John Rawls proposed a thought experiment to help clarify why this is so.!®
Suppose that before you were born into this world, you had a chance to se-
lect the overall level of inequality among the earth’s people but not your own
identity. That is, you might be born as Bill Gates, but you might be born as the
most wretchedly poor person in rural Ethiopia with equal probability. Rawls
calls this uncertainty the “veil of ignorance.” The question is, facing this kind
of risk, would you vote for an income distribution that was more equal or
less equal than the one you see around you? If the degree of equality had no
effect on the level of income or rate of growth, most people would vote for
nearly perfect equality. Of course, if everyone had the same income no mat-
ter what, there would be little incentive to work hard, gain skills, or innovate.
As a result, most people vote for some inequality of income outcomes, to the
extent that these correspond to incentives for hard work or innovation. But
even so, most vote for less inequality than is seen in the world (or in virtually
any country) today. This is because much of the inequality we observe in the
world is based on luck or extraneous factors, such as the inborn ability to kick
a football or the identity of one’s great-grandparents.

For all these reasons, for this part of the analysis we will write welfare, W, as

W =W(Y,I,P) (5.5)

where Y is income per capita and enters our welfare function positively, I
is inequality and enters negatively, and P is absolute poverty and also enters
negatively. These three components have distinct significance, and we need to
consider all three elements to achieve an overall assessment of welfare in devel-
oping countries. (A similar framework can be applied to health and education.)

Dualistic Development and Shifting Lorenz Curves:
Some Stylized Typologies

As introduced by Gary Fields, Lorenz curves may be used to analyze three
limiting cases of dualistic development:'”

1. The modern-sector enlargement growth typology, in which the two-sector
economy develops by enlarging the size of its modern sector while main-
taining constant wages in both sectors. This is the case depicted by the
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Lewis model in Chapter 3. It corresponds roughly to the historical growth
pattern of Western developed nations and, to some extent, the pattern in
East Asian economies such as China, South Korea, and Taiwan.

2. The modern-sector enrichment growth typology, in which the economy
grows but such growth is limited to a fixed number of people in the mod-
ern sector, with both the numbers of workers and their wages held con-
stant in the traditional sector. This roughly describes the experience of
many Latin American and African economies.

3. The traditional-sector enrichment growth typology, in which all of the ben-
efits of growth are divided among traditional-sector workers, with little
or no growth occurring in the modern sector. This process roughly de-
scribes the experiences of countries whose policies focused on achieving
substantial reductions in absolute poverty even at very low incomes and
with relatively low growth rates, such as Sri Lanka, and the state of Kerala
in southwestern India.

Using these three special cases and Lorenz curves, Fields demonstrated the
validity of the following propositions (reversing the order just presented):

1. In the traditional-sector enrichment typology, growth results in higher in-
come, a more equal relative distribution of income, and less poverty. Tradi-
tional-sector enrichment growth causes the Lorenz curve to shift uniformly
upward and closer toward the line of equality, as depicted in Figure 5.7.

2. In the modern-sector enrichment growth typology, growth results in higher in-
comes, a less equal relative distribution of income, and no change in poverty.

FIGURE 5.7 Improved Income Distribution under the Traditional-
Sector Enrichment Growth Typology
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FIGURE 5.8 Worsened Income Distribution under the Modern-Sector
Enrichment Growth Typology
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Modern-sector enrichment growth causes the Lorenz curve to shift down-
ward and farther from the line of equality, as shown in Figure 5.8.

3. Finally, in the case of Lewis-type, modern-sector enlargement growth, abso-
lute incomes rise and absolute poverty is reduced, but the Lorenz curves
will always cross, indicating that we cannot make any unambiguous state-
ment about changes in relative inequality: It may improve or worsen. Fields
shows that if, in fact, this style of growth experience is predominant, in-
equality is likely first to worsen in the early stages of development and then
to improve. The crossing of the Lorenz curves is demonstrated in Figure 5.9.

The explanation for the crossing in Figure 5.9 is as follows: The poor who
remain in the traditional sector have their incomes unchanged, but these
incomes are now a smaller fraction of the larger total, so the new Lorenz curve,
L,, lies below the old Lorenz curve, L1, at the lower end of the income distri-
bution scale. Each modern-sector worker receives the same absolute income
as before, but now the share received by the richest income group is smaller,
so the new Lorenz curve lies above the old one at the higher end of the income
distribution scale. Therefore, somewhere in the middle of the distribution, the
old and new Lorenz curves must cross.'®

These three typologies offer different predictions about what will hap-
pen to inequality in the course of economic growth. With modern-sector
enrichment, inequality rises steadily, while under traditional-sector enrich-
ment, inequality falls steadily. Under modern-sector enlargement, inequality
first rises and then falls;' if this admittedly highly stylized process of devel-
opment were occurring, we would not be concerned about the temporary rise
in inequality, because in addition to being temporary, it would be reflecting a
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FIGURE 5.9 Crossing Lorenz Curves in the Modern-Sector Enlargement
Growth Typology
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process in which citizens are, one by one, achieving incomes above the abso-
lute poverty line. 2

These observations tell us that we have to qualify our conclusion that a rise
in inequality is inherently bad. In some cases, inequality may increase on a tem-
porary basis due to causes that will eventually make everyone better off and
ultimately lower inequality. However, with modern-sector enrichment growth,
the increase in inequality is not later reversed, and the poor do not escape their
poverty.2! So we need to be careful about drawing conclusions from short-run
changes in economic statistics before we know more about the underlying
changes in the real economy that have given rise to these statistics. The process
of modern-sector enlargement growth suggests a possible mechanism that can
give rise to Kuznets’s “inverted-U” hypothesis, so we turn to this question next.

Kuznets’s Inverted-U Hypothesis

Simon Kuznets suggested that in the early stages of economic growth, the dis-
tribution of income will tend to worsen; only at later stages will it 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 in-
come—as measured, for example, by the Gini coefficient—seemed, when per
capita GNI expanded, to trace out an inverted U-shaped curve in some of the
cases Kuznets studied, as illustrated in Figure 5.10.

Explanations as to why inequality might worsen during the early stages
of economic growth before eventually improving are numerous. They almost
always relate to the nature of structural change. Early growth may, in accord-
ance with the Lewis model, be concentrated in the modern industrial sector,
where employment is limited but wages and productivity are high.
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FIGURE 5.10 The “Inverted-U” Kuznets Curve
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As just noted, the Kuznets curve can be generated by a steady process of
modern-sector enlargement growth as a country develops from a traditional
to a modern economy. Alternatively, returns to education may first rise as the
emerging modern sector demands skills and then may fall as the supply of ed-
ucated workers increases and the supply of unskilled workers falls. So while
Kuznets did not specify the mechanism by which his inverted-U hypothesis
was supposed to occur, it could in principle be consistent with a sequential pro-
cess of economic development. But as shown earlier, traditional- and modern-
sector enrichment would tend to pull inequality in opposing directions, so the
net change in inequality is ambiguous, and the validity of the Kuznets curve is
an empirical question.

Disregarding the merits of the methodological debate, few development
economists would argue that the Kuznets sequence of increasing and then de-
clining inequality is inevitable. There are now enough case studies and specific
examples of countries such as Taiwan, South Korea, Costa Rica, and Sri Lanka
to demonstrate that higher income levels can be accompanied by falling and
not rising inequality. It all depends on the nature of the development process.

Evidence on the Inverted-U Hypothesis Let us look at data collected from
18 countries on the percentage shares in total national income going to differ-
ent percentile groups (see Table 5.2). Though methods of collection, degree of
coverage, and specific definitions of personal income may vary from coun-
try to country, the figures recorded in Table 5.2 give a first approximation of
the magnitude of income inequality in developing countries. For example, we
see that in Zambia, the poorest 20% (first quintile) of the population receives
only 3.6% of the income, while the highest 10% and 20% (fifth quintile) receive
38.9% and 55.2%, respectively. By contrast, in a relatively equal developed
country like Japan, the poorest 20% receives a much higher 10.6% of the in-
come, while the richest 10% and 20% get only 21.7% and 35.7%, respectively.
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TABLE 5.2 Selected Income Distribution Estimates

Quintile
Lowest
Country 10% 1st 2nd 3rd 4th 5th
Bangladesh 4.3 9.4 12.6 16.1 21.1 40.8
Brazil 1.1 3.0 6.9 11.8 19.6 58.7
China 2.4 5.7 9.8 14.7 22.0 47.8
Colombia 0.8 2.3 6.0 11.0 19.1 61.6
Costa Rica 1.6 4.4 8.5 12.7 19.7 54.6
Guatemala 1.3 3.4 7.2 12.0 19.5 57.8
Honduras 0.7 2.5 6.7 12.1 20.4 58.4
India 3.6 8.1 11.3 14.9 20.4 45.3
Jamaica 2.1 5.2 9.0 13.8 20.9 51.2
Namibia 0.6 1.5 2.8 5.5 12.0 78.3
Pakistan 3.9 9.1 12.8 16.3 21.3 40.5
Peru 1.3 3.6 7.8 13.0 20.8 54.8
Philippines 24 5.6 9.1 13.7 21.2 50.4
South Africa 1.3 3.1 5.6 9.9 18.8 62.7
Tanzania 3.1 7.3 11.8 16.3 22.3 42.3
Zambia 1.3 3.6 7.8 12.8 20.6 55.2
Japan 4.8 10.6 14.2 17.6 22.0 35.7
United States 1.9 5.4 10.7 15.7 22.4 45.8

Source: based on World Bank, World Development Indicators, 2010. (Washington, D.C.: World Bank, 2010), tab. 2.9.

The income distribution of the United States, a relatively less equal developed
country, is given for comparison in Table 5.2.

Consider now the relationship, if any, between levels of per capita income
and degree of inequality. Are higher incomes associated with greater or lesser
inequality, or can no definitive statement be made? Table 5.3 on page 240 pro-
vides data on income distribution in relation to per capita GNI for a sampling of
countries, arranged from lowest to highest in terms of per capita income. What
clearly emerges from Table 5.3 is that per capita incomes are not necessarily re-
lated to inequality. The very poorest countries, such as Ethiopia, may have low
inequality simply because there is so little income. But even very poor countries
such as Mozambique and Zambia have extremely high inequality by interna-
tional standards. Although many high-inequality Latin American countries are
found in the middle-income range, this range also includes countries such as
Egypt and Indonesia, as well as eastern European countries, with low inequal-
ity. High-income countries do tend to be somewhat more equal than middle-
income countries, but again, there is wide variation in inequality levels. In re-
cent years, there has even been a tendency for inequality to rise in high-income
countries and to fall at least somewhat in several Latin American countries.

In fact, the Kuznets curve that is seen in the data is now understood to be
partially a statistical fluke resulting from the fact that for extraneous histori-
cal reasons, most Latin American countries just happen to have both a middle
level of income and a high level of inequality (see Box 5.1).

Detailed longitudinal studies of developing countries show a very mixed
pattern. Juan Luis Lonondro found an inverted U for Colombia, but Harry Oshima
found no particular pattern among several Asian countries.”® In fact, for many
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Gary Fields and George Jakubson used a combi-
nation of both cross-sectional and longitudinal
(time-series) data to consider whether the inverted-U
could result from the Latin American effect and how
patterns might differ across countries. Figure 5.11
plots a combination of data from the 35 countries in
Fields and Jakubson’s data set, where reliable estimates
of the Gini coefficient have been available for vari-
ous developing countries at different points in time.
The inverted-U relationship, tracing the triangles, is
a computer-generated parabola that best fits the data
under standard statistical criteria. Observations on
Latin American countries are circled: All of the high-
est-inequality countries in their data come from that
region. Statistically, when the Latin American identity
of the country is controlled for, the inverted-U drawn

in Figure 5.11 tends to disappear in this data set and
others as well.>

So the question is, what happens over time? In
Figure 5.12 on page 239, selected countries from the
data in Figure 5.11 have been isolated. As can be seen,
the data from Brazil, which have the label I in the
diagram, do plainly show an inverted-U pattern. Data
from Hong Kong and Singapore, in contrast, labeled 4
and 5 in the diagram, appear to reflect a U-shaped pat-
tern. But when these separate experiences are merged
into one picture, the eyes (and the computer) mislead-
ingly trace an inverted U in the data taken as a whole.
This reinforces the great importance of understanding
what gives rise to the statistical patterns in the data
rather than taking them at face value.

FIGURE 5.11 Kuznets Curve with Latin American Countries Identified
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FIGURE 5.12 Plot of Inequality Data for Selected Countries
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countries, there is no particular tendency for inequality to change in the pro-
cess of economic development. Inequality seems to be a rather stable part of
a country’s socioeconomic makeup, altered significantly only as a result of a
substantial upheaval or systematic policies. East Asia achieved its relatively
low inequality largely from exogenous forces: the U.S. occupation of Japan, the
Nationalist takeover of Taiwan, and the expulsion of the Japanese from South
Korea. In all three cases, land reform that had far-reaching effects on inequality
was implemented (we examine land reform in Chapter 9). But inequality can
be gradually reduced through well-implemented policies to promote pro-poor
growth over time. With regressive policies, inequality may rise over time.

Growth and Inequality

Having examined the relationship between inequality and levels of per capita
income, let us look now briefly at the relationship, if any, between economic
growth and inequality. During the 1960s and 1990s, per capita growth in East
Asia averaged 5.5% while that of Africa declined by 0.2%, yet both Gini coef-
ficients remained essentially unchanged. Once again, it is not just the rate but
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TABLE 5.3 Income and Inequality in Selected Countries

Country

Low Income
Ethiopia
Mozambique
Nepal
Cambodia
Zambia

Lower Middle Income
India

Cameroon

Bolivia

Egypt

Indonesia

Upper Middle Income
Namibia

Bulgaria

South Africa

Argentina

Brazil

Mexico

Upper Income
Hungary
Spain
Germany
United States
Norway

Income Per Capita Survey Year for
(U.S. $, 2008) Gini Coefficient Gini Calculation

280 29.8 2005
380 47.1 2003
400 47.3 2004
640 40.7 2007
950 50.7 2005
1,040 36.8 2005
1,150 44.6 2001
1,460 57.2 2007
1,800 32.1 2005
1,880 37.6 2007
4,210 74.3 1993
5,490 29.2 2003
5,820 57.8 2000
7,190 48.8 2006
7,300 55.0 2007
9,990 51.6 2008
12,810 30.0 2004
31,930 34.7 2000
42,710 28.3 2000
47,930 40.8 2000
87,340 25.8 2000

Source: data from World Bank, World Development Indicators, 2010 (Washington, D.C.: World Bank, 2010), tabs. 1.1 and 2.9.

Character of economic growth
The distributive implications
of economic growth as reflected
in such factors as participation
in the growth process and
asset ownership.

also the character of economic growth (how it is achieved, who participates,
which sectors are given priority, what institutional arrangements are designed
and emphasized, etc.) that determines the degree to which that growth is or is
not reflected in improved living standards for the poor. Clearly, it is not neces-
sary for inequality to increase for higher growth to be sustained.

5.4 Absolute Poverty: Extent and Magnitude

Like so much in economic development, the critical problem of eradicating ab-
solute poverty is one of bad news and good news—of a glass that may be seen
as either half empty or half full.

It is extremely difficult to arrive at a tight estimate of the extent of global
poverty at any point in time. Major World Bank reports issued within a couple
of years of each other have provided estimates of the dollar-a-day headcount
that differ by tens of millions of people. This reflects the difficulty of the task.
Another difficulty is determining the most appropriate cutoff income for ex-
treme poverty. The $1-a-day line was first set in 1987 dollars, and for years the
standard was $1.08 in 1993 U.S. purchasing power parity. In 2008, the equiva-
lent line was reset at $1.25 at 2005 U.S. purchasing power. This (along with
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improved estimates of prices faced by the poor) resulted in an increase in the
estimated number of the poor but did not change the conclusion that the num-
ber in poverty has been falling markedly since 1990, most conspicuously due
to progress in China. Even as updated to today’s dollars, the poverty line is to
some degree arbitrary (although it has corresponded roughly to what many
developing countries use and is at least related to expenditures of people who
barely meet minimum nutrition).

The most recent systematic poverty estimates (available as of early 2014)
show that in 2010 some 1.22 billion people lived below $1.25 per day, and
some 2.36 billion below $2 per day (see Figure 5.13). The number of people
living in $1.25 per day income poverty fell from about 1.94 billion in 1981
— a 37% reduction in the headcount. The drop in the number living on less
than $2 per day was much smaller — under 8% - but this more modest de-
cline was partly due to people whose incomes actually had crossed above
the $1.25 per day, though still remained below $2 per day. These achieve-
ments in reducing the number of people living in poverty are all the more
impressive when we note that world population rose by 2.39 billion people
(53%) between 1981 and 2010 (UN estimates). Thus the headcount ratio (frac-
tion) living on less than $1.25 per day fell to about 18% by 2010 — approaching
half (55%) of its 1990 level of 33%. Thus, the MDG of halving $1.25 per day
poverty was close to having been met by 2010; and preliminary estimates show
that this goal had been met — and indeed exceeded — by the end of 2013. Global
and regional poverty trends are summarized in Figure 5.13. Note that the
numbers of the poor who live in sub-Saharan Africa rose steadily through-
out this three-decade period; but the headcount of the poor declined in
other regions.

FIGURE 5.13 Global and Regional Poverty Trends, 1981-2010

3

People living on less than $1.25 per day, other

)y developingregions People living on more than $1.25 and less than $2.00 per day
all developing regions

People living on less than $1.25 per day,
East Asia & Pacific

People living on less than $1.25 per day, Sub-
05 \Saharan Africa

People living in Poverty (billions)

0 1 1 ]
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Source: Figure drawn using data from PovcalNet/World Bank; data downloaded 13 February 2014 from http:/ /iresearch
.worldbank.org/PovcalNet/index.htm?1.
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TABLE 5.4 Regional Poverty Incidence, 2010

Region

Regional Aggregation at $1.25 per Day

East Asia and the Pacific

Europe and Central Asia

Latin America and the Caribbean
Middle East and North Africa
South Asia

Sub-Saharan Africa

Total

Regional Aggregation at $2 per Day

East Asia and the Pacific

Europe and Central Asia

Latin America and the Caribbean
Middle East and North Africa
South Asia

Sub-Saharan Africa

Total

Headcount Ratio (Pg) Poverty Gap (P;) Squared Poverty Gap (P3)
12.48 2.82 0.93
0.66 0.21 0.13
5.53 2.89 2.12
2.41 0.55 0.23
31.03 7.09 2.36
48.47 20.95 11.85
20.63 6.3 2.92
29.14 9.42 4.05
2.27 0.64 0.3
10.18 4.67 3.13
11.55 2.66 0.99
65.8 22.86 10.19
69.31 35.22 22.03
40.08 15.32 7.79

Source: data from World Bank, “PovcalNet,” http:/ /iresearch.worldbank.org/PovcalNet, accessed 13 February 2014.

The incidence of extreme poverty is very uneven around the developing
world. Household survey-based estimates are regarded as the most accurate
ways to estimate poverty incidence. Table 5.4 provides some survey-based
poverty estimates by region at the $1.25 and $2 poverty lines. As can be seen,
poverty incidence is very high in both South Asia, with about 40% below $1.25
per day, and in sub-Saharan Africa, with 51% below. But poverty severity is
far higher in sub-Saharan Africa, with a squared poverty gap index P, (in per-
centage terms) at 11.05, far above that of South Asia at 3.64. Table 5.5 provides
estimates for some specific countries in Africa, Asia, and Latin America at the
$1.25 and $2 poverty lines. It can be seen that about 44% of India’s 2004 rural
population lived below the $1.25-a-day poverty line, while almost 80% lived on
less than $2 per day. In contrast, less than 36% of its urban population lived on
less than $1.25 per day, although about 66% still lived on less than $2 per day.

Unfortunately, sub-Saharan Africa has shown far less progress than other
developing regions. While the fraction living in poverty has fallen somewhat
in the last decade, the headcount of individuals living in poverty rose dra-
matically in the 1981-2010 period, from about 205 million to about 414 million
(World Bank, 2013). The concentration of poverty may make it more difficult
to redress. In most countries in other regions, the poverty gap has fallen along
with the poverty headcount. But between 1981 and 2010, the average income
of the extremely poor hardly increased in sub-Saharan Africa, remaining near
an appalling 70 cents per person per day.

The Multidimensional Poverty Index (MPI)

The MPI is the most prominent application of multidimensional poverty
measurement; it incorporates three dimensions at the household level: health,
education, and wealth.
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TABLE 5.5 Income Poverty Incidence in Selected Countries

Per Capita Squared
Monthly Income Headcount Poverty Poverty Gini Index

Country Year (2005 PPP) Ratio (%) Gap (%) Gap (%) (%)
Incidence at $1.25 a Day; Poverty Line at 38 (monthly equivalent)
Bangladesh 2005 48.27 50.47 14.17 5.20 33.22
Benin 2003 52.77 47.33 15.73 6.97 38.62
Brazil 2007 346.64 5.21 1.26 0.44 55.02
Burkina Faso 2003 46.85 56.54 20.27 9.38 39.6
China—Rural 2005 71.34 26.11 6.46 2.26 35.85
China—Urban 2005 161.83 1.71 0.45 0.24 34.8
Cote d'Ivoire 2002 101.11 23.34 6.82 2.87 48.39
Guatemala* 2006 191.7 12.65 3.83 1.63 53.69
Honduras* 2006 184.45 18.19 8.19 5.00 55.31
India—Rural 2004 49.93 43.83 10.66 3.65 30.46
India—Urban 2004 62.43 36.16 10.16 3.80 37.59
Indonesia—Rural 2005 62.79 24.01 5.03 1.61 29.52
Indonesia—Urban 2005 89.1 18.67 4.06 1.29 39.93
Madagascar 2005 44.82 67.83 26.52 13.23 47.24
Mexico 2006 330.37 0.65 0.13 0.05 48.11
Mozambique 2002 36.58 74.69 35.4 20.48 47.11
Nicaragua* 2005 151.18 15.81 5.23 2.54 52.33
Nigeria 2003 39.46 64.41 29.57 17.2 42.93
Pakistan 2004 65.76 22.59 435 1.28 31.18
Peru 2006 216.82 7.94 1.86 0.61 49.55
Philippines 2006 98.99 22.62 5.48 1.74 44.04
Rwanda 2000 33.76 76.56 38.21 22.94 46.68
Senegal 2005 66.86 33.5 10.8 4.67 39.19
Incidence at $2 a Day; Poverty Line at 60.84 (monthly equivalent)
Bangladesh 2005 48.27 80.32 34.35 17.55 33.22
Benin 2003 52.77 75.33 33.51 18.25 38.62
Brazil 2007 346.64 12.70 4.15 1.85 55.02
Burkina Faso 2003 46.85 81.22 39.26 22.58 39.60
China—Rural 2005 71.34 55.63 19.47 8.94 35.85
China—Urban 2005 161.83 9.38 2.12 0.81 34.8
Cote d'Ivoire 2002 101.11 46.79 17.62 8.78 48.39
Guatemala* 2006 191.7 25.71 9.63 4.84 53.69
Honduras* 2006 184.45 29.73 14.15 8.91 55.31
India—Rural 2004 49.93 79.53 30.89 14.69 30.46
India—Urban 2004 62.43 65.85 25.99 12.92 37.59
Indonesia—Rural 2005 62.79 61.19 19.55 8.27 29.52
Indonesia—Urban 2005 89.1 45.85 14.85 6.39 39.93
Madagascar 2005 44.82 89.62 46.94 28.5 47.24
Mexico 2006 330.37 4.79 0.96 0.31 48.11
Mozambique 2002 36.58 90.03 53.56 36.00 48.07
Nicaragua* 2005 151.18 31.87 12.26 6.44 52.33
Nigeria 2003 39.46 83.92 46.89 30.8 42.93
Pakistan 2004 65.76 60.32 18.75 7.66 31.18
Peru 2006 216.82 18.51 5.95 2.54 49.55
Philippines 2006 98.99 45.05 16.36 7.58 44.04
Rwanda 2000 33.76 90.3 55.69 38.5 44.11
Senegal 2005 66.86 60.37 24.67 12.98 39.19

Source: data from World Bank, “PovcalNet,” http:/ /iresearch.worldbank.org/PovcalNet.

Income is imperfectly measured, but even more important, the advantages
provided by a given amount of income greatly differ, depending on circum-
stances. To capture this idea, the United Nations Development Programme
(UNDP) used its Human Poverty Index?® from 1997 to 2009.
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Multidimensional Poverty
Index (MPI) A poverty mea-
sure that identifies the poor
using dual cutoffs for levels
and numbers of deprivations,
and then multiplies the per-
centage of people living in
poverty times the percent of
weighted indicators for which
poor households are deprived
on average.
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In 2010, the UNDP replaced the HPI with its Multidimensional Poverty
Index (MPI); by building up the index from the household level, the MPI
takes into account that there are negative interaction effects when people have
multiple deprivations—worse poverty than can be seen by simply adding up
separate deprivations for the whole country, then taking averages, and only
then combining them.

The index’s creators report that they selected the three dimensions (health,
education, and standard of living) and each of their corresponding indicators
because they reflect problems often mentioned by the poor, they have been
long considered important by the development community particularly as re-
flected in the Millennium Development Goals (see Chapter 1), and they are
well established philosophically as human rights or basic needs; naturally,
reliable data also had to be available for enough countries when selecting spe-
cific indicators for the index.

With respect to health, two indicators—whether any child has died in the
family and whether any adult or child in the family is malnourished—are
weighted equally (so each counts one-sixth toward the maximum possible
deprivation in the MPI). Regarding education also, two indicators—whether
not even one household member has completed five years of schooling and
whether any school-age child is out of school for grades one through eight—are
given equal weight (so again, each counts one-sixth toward the MPI). Finally,
in terms of standard of living, equal weight is placed on six deprivations (each
counting one-eighteenth toward the maximum possible): lack of electricity,
insufficiently safe drinking water, inadequate sanitation, inadequate flooring,
unimproved cooking fuel, and lack of more than one of five assets—telephone,
radio, television, bicycle, and motorbike or similar vehicle.

Calculating deprivation in this way, individuals are then identified as “multi-
dimensionally poor” when their family is deprived by a “weighted sum” of 0.3 or
more (3 out of 10 points as calculated in practice). For concreteness, consider three
examples of families whose members would be classified as multidimensionally
poor. First, a person would get a value of 33% and thus be considered poor by hav-
ing a child in the family who was malnourished, while at the same time the most ed-
ucated person in the family received only three years of schooling. Second, a multi-
dimensionally poor person might live in a household that had experienced a child’s
death and was also deprived in at least three of the six living standard indicators,
which also would sumto1/6 +1/18 +1/18 + 1/18 =1/3, or 33%. Third, they could
live in a household that was deprived in the other three living standard indicators
and in which there was a school-age child not attending school. But if there were
no health or education deprivations, a person would have to live in a family which
was deprived in all six standard-of-living indicators to be deemed poor. Thus, the
MPI approach identifies the very poor by measuring a range of important house-
hold deprivations directly, rather than only indirectly through income, then build-
ing the index from household measures up to the aggregate measure. Rather than
using already aggregated statistics in an index, the approach takes into account the
multiplied or interactive harm done when multiple deprivations are experienced by
individuals in the same family. In essence, the approach assumes that an individual’s
lack of capability in one area can to a degree be made up for by other capabilities—
but only to a degree. (Put differently, capabilities are treated as substitutes up to a
point but then as complements.) This greatly augments measures used previously.



CHAPTER 5 Poverty, Inequality, and Development

Finally, the actual MPI for the country (or region or group) is computed
with the adjusted headcount ratio; as noted previously, a convenient way to
express the resulting value is the product of the headcount ratio, Hy; (the per-
centage of people living in multidimensional poverty) and the average inten-
sity of deprivation, A (the percentage of weighted indicators for which poor
households are deprived on average). The adjusted headcount ratio, HyA, is a
special case of the broader class of multidimensional poverty measures devel-
oped by Sabira Alkire and James Foster introduced earlier; HysA is readily cal-
culated, and it also satisfies some desirable properties, including dimensional
monotonicity, meaning that when a person deemed poor becomes deprived in
another indicator, he or she is deemed even poorer.?”

In its 2013 Human Development Report, the UNDP presents the MPI for 104
developing countries, based on the currently available data; some examples
are given in Table 5.6. Brazil and Mexico have very low MPI levels of just
0.011 and 0.015, respectively, while the world’s most impoverished country
for which data were available to compute the MPI, Niger, ranks 104th, with
an MPI value of 0.642. The UNDP reports that there are nearly 1.6 billion peo-
ple living in multidimensional poverty—several hundred million more than
the estimated number living on an income of less than $1.25 per day. At the
broadest level, the results are not out of line with what one might expect;
sub-Saharan Africa has the highest proportion of people living in poverty, and
South Asia has the largest number of people living in poverty.

The poorest country is Niger, the only country with an MPI higher than
0.6. Six other countries had an MPI higher than 0.5, all in sub-Saharan Africa:
Ethiopia, Mali, Burkina Faso, Burundi, Mozambique, and Guinea (available
earlier data also show Angola, the Central African Republic, and Somalia with
an MPI greater than 0.5).

Countries outside Africa with high levels of multidimensional poverty for
their regions include Bangladesh (with an MPI of 0.292), Cambodia (0.212),
Haiti (0.299), Honduras (0.159), India (0.283), Lao PRD (0.267), Nepal (0.217)
Pakistan (0.264), Timor-Leste (0.360), and Yemen (0.283).

The results show that knowing income poverty is not enough if our con-
cern is with multidimensional poverty. For example, multidimensionally,
Bangladesh is substantially less poor and Pakistan substantially poorer than
would be predicted by these countries” income poverty (this finding may be
related to some of the comparisons in the end-of-chapter case study in Chapter
2). In Africa, Ethiopia is far more multidimensionally poor and Tanzania much
less so than predicted by income poverty. Most Latin American countries
studied rank worse on multidimensional poverty than on income poverty, but
Colombia’s income and MPI poverty ranks are about the same.

The severity of poverty in Africa is also highlighted by some of the findings.
In Guinea, Mali, and Niger, more than 50% are poor and live in a household
in which at least one child has died. In Mozambique, Guinea, Burundi, Mali,
Ethiopia, Burkina Faso, and Niger, more than 50% live in a poor household
where no one has completed five years of education. Outside of Africa, 39% in
India and 37% in Bangladesh live in a poor household where at least one child
or woman is undernourished.?®

Different regions in the same country can have very different MPIs. In Kenya,
the MPI for Nairobi is close to that of Brazil. Central Kenya’s MPI is similar to
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TABLE 5.6 Multidimensional Poverty Index, Data for 2007-2011

Country and Survey Year MPI Percent Poor Thousands Poor Poverty Intensity (A)
Bangladesh 2007 (D) 0.292 57.8 83,207 50.4
Brazil 2006 (N) 0.011 2.7 5,075 39.3
Burundi 2005 (M) 0.530 84.5 6,128 62.7
Bolivia, PS 2008 (D) 0.089 20.5 1,972 43.7
Burkina Faso 2010 (D) 0.535 84.0 13,834 63.7
Cambodia 2010 (D) 0.212 45.9 6,415 46.1
Colombia 2010 (D) 0.022 5.4 2,500 40.9
Congo, DR 2010 (M) 0.392 74.0 48,815 53.0
Cote d'Ivoire 2005 (D) 0.353 61.5 11,083 57.4
Dominican Republic 2007 (D) 0.018 4.6 439 39.4
Egypt 2008 (D) 0.024 6.0 4,699 40.7
Ethiopia 2011 (D) 0.564 87.3 72,415 64.6
Ghana 2008 (D) 0.144 31.2 7,258 46.2
Guinea 2005 (D) 0.506 82.5 7,459 61.3
Haiti 2005/2006 (D) 0.299 56.4 5,346 53.0
Honduras 2005/2006 (D) 0.159 32.5 2,281 48.9
India 2005/2006 (D) 0.283 53.7 612,203 52.7
Indonesia 2007 (D) 0.095 20.8 48,352 45.9
Kenya 2008/2009 (D) 0.229 47.8 18,863 48.0
Lao PRD 2006 (M) 0.267 47.2 2,757 56.5
Liberia 2007 (D) 0.485 83.9 3,218 57.7
Mali 2006 (D) 0.558 86.6 11,771 64.4
Mexico 2006 (N) 0.015 4.0 4,313 389
Madagascar 2008/2009 (D) 0.357 66.9 13,463 53.3
Malawi 2010 (D) 0.334 66.7 9,633 50.1
Mozambique 2009 (D) 0.512 79.3 18,127 64.6
Nepal 2011 (D) 0.217 44.2 13,242 49.0
Niger 2006 (D) 0.642 92.4 12,437 69.4
Nigeria 2008 (D) 0.310 54.1 83,578 57.3
Pakistan 2006/2007 (D) 0.264 d 49.4d 81,236 d 53.4d
Peru 2008 (D) 0.066 15.7 4,422 42.2
Philippines 2008 (D) 0.064 13.4 12,083 47.4
Rwanda 2010 (D) 0.350 69.0 6,900 50.8
Senegal 2010/2011 (D) 0.439 74.4 7,642 58.9
Sierra Leone 2008 (D) 0.439 77.0 4,321 57.0
South Africa 2008 (N) 0.057 13.4 6,609 42.3
Tanzania, 2010 (D) 0.332 65.6 28,552 50.7
Timor-Leste 2009/2010 (D) 0.360 68.1 749 52.9
Uganda 2011 (D) 0.367 69.9 24,122 52.5
Vietnam 2010/2011 (M) 0.017 4.2 3,690 39.5
Yemen 2006 (M) 0.283 52.5 11,176 53.9

Key: D indicates data are from Demographic and Health Surveys, M indicates data are from Multiple Indicator Cluster Surveys, d indicates lower bound estimate,
and N indicates data are from national surveys. Not all indicators were available for all countries; caution should thus be used in cross-country comparisons.
Where data are missing, indicator weights are adjusted to total 100%.

Source: UNDP, Human Development Report, 2013, pp. 160-161.

that of Bolivia. And northeastern Kenya has a worse MPI even than Niger. There
are also great inequalities across ethnic groups in Kenya, with 29% of the Embu
considered multidimensionally poor, compared with a staggering 96% of the
Turkana and Masai peoples. Great inequalities are also found in India, in which
indigenous (“tribal”) peoples and low-ranked (“scheduled”) castes are far poorer
than people from high-ranking castes. In the Delhi and Kerala regions, just 14 to
16% are MPI poor, but in Jharkhand and Bihar, 77 to 81% are MPI poor. Finally,
changes in the MPI over time are examined for three countries: Ghana saw its
MPT halved from 0.29 to 0.14; Bangladesh saw its MPI reduced by a more modest
22%; and in Ethiopia, the MPI fell by 16% in the periods studied.
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As with all indexes, the MPI has some limitations. As mentioned, data
are from the household rather than the individual level (such as whether any
child of school age is out of school or whether any family member is under-
nourished). It does not fully distinguish between past and present conditions
(because its measure is whether a child has ever died). It does not distinguish
differences within households (such as who may use the bicycle or whether
the undernourished individuals are females). Proxies are imperfect; for exam-
ple, nourishment does not capture micronutrient deficiencies. Sometimes a
person has to be labeled nondeprived if data are missing, so the numbers
may understate poverty somewhat. Education considers only inputs such as
enrolling or attending for five years, not outputs such as being able to read.
And the choice of basic assets is questionable; for example, even where a radio
and a simple bicycle are present, a woman may have just one dress and the
children may sleep on a rough concrete floor.

The MPI provides a new and fundamentally important way to measure
poverty, to help us understand how poverty levels differ across and within
countries, and also how the dimensions (or composition) of poverty can differ
greatly in different settings. Ultimately, this should assist with better design
and targeting of programs and policies and help us evaluate their performance
more quickly and effectively.

For now, because of the way living standards and human development sur-
veys are conducted, most of the usable data is at the household level, making it
difficult to “drill down” to the individual level. Household data are far better
than what used to be available; in fact, the availability of household data has already
had a substantial impact on improving the study of development economics. It
is a great improvement to be able to focus on what is happening at the family
rather than the national level. Well-designed income poverty measures such as
P, will always be used for many purposes; but the MP1 is likely to help usher in
an era in which multidimensional poverty is examined in most assessments.

Chronic Poverty Research suggests that approximately one-third of all peo-
ple who are income poor at any one time are chronically (always) poor. Andrew
McKay and Bob Baulch provide a well-regarded “guesstimate” that about 300
to 420 million people were chronically poor at the $1-per-day level in the late
1990s. The other two-thirds are made up of families that are vulnerable to pov-
erty and become extremely poor from time to time. These may be divided be-
tween families usually poor but occasionally receiving enough income to cross
the poverty line and families usually nonpoor but occasionally experiencing a
shock that knocks them temporarily below the poverty line. Chronic poverty
is concentrated in India, where the largest numbers are found, and in Africa,
where the severity of poverty among the chronically poor is greatest.”
Problems of the poorest of the poor pose particular challenges. Ultrapoverty
differs from conventional poverty in terms of depth (degree of deprivation),
length (duration of time), and breadth (the number of dimensions, such as il-
literacy and malnutrition).>’ The mutual reinforcement among the different
dimensions of poverty can potentially result in multiple mutually reinforcing
poverty traps. This makes ultrapoverty a more difficult problem to address
than conventional poverty, which can more often be redressed with simpler
solutions such as microfinance (see Chapter 15) plus business training. The
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chronic nature and severity of ultrapoverty also make short-term policies more
problematic. Poverty innovators such as Fazle Hasan Abed have concluded
that conventional programs have often not reached the ultra-poor. An income-
based definition of ultrapoverty is living on half the dollar-a-day poverty line,
or 54 cents per day in 1993 dollars. According to International Food Policy
Research Institute (IFPRI) estimates, 162 million people live below this stark
income level, generally with malnutrition and other destitute conditions. The
IFPRI study concluded:

poverty just below $1 a day has fallen faster than poverty below 50 cents a day,
suggesting that it has been easier to reach those living closer to the dollar-a-day
line rather than those living well below it. . . .The slow progress of poverty reduc-
tion for the world’s most deprived indicates the presence of poverty traps, or
conditions from which the poorest individuals or groups cannot emerge without
outside assistance.?!

Some NGOs have responded to this problem, such as BRAC’s Targeting
the Ultra-Poor Program and Grameen’s Beggars Program, both introduced in
the case study for Chapter 11.

The prospect for ending poverty depends critically on two factors: first, the
rate of economic growth—provided it is undertaken in a shared and sustain-
able way—and second, the level of resources devoted to poverty programs
and the quality of those programs.

Growth and Poverty

Are the reduction of poverty and the acceleration of growth in conflict? Or
are they complementary? Traditionally, a body of opinion held that rapid
growth is bad for the poor because they would be bypassed and marginal-
ized by the structural changes of modern growth. Beyond this, there had been
considerable concern in policy circles that the public expenditures required
for the reduction of poverty would entail a reduction in the rate of growth.
The concerns that concentrated efforts to lower poverty would slow the rate of
growth paralleled the arguments that countries with lower inequality would
experience slower growth. In particular, if there were redistribution of income
or assets from rich to poor, even through progressive taxation, the concern
was expressed that savings would fall. However, while the middle class gen-
erally has the highest savings rates, the marginal savings rates of the poor,
when viewed from a holistic perspective, are not small. In addition to finan-
cial savings, the poor tend to spend additional income on improved nutrition,
education for their children, improvements in housing conditions, and other
expenditures that, especially at poverty levels, represent investments rather
than consumption. There are at least five reasons why policies focused toward
reducing poverty levels need not lead to a slower rate of growth—and indeed
could help to accelerate growth.

First, widespread poverty creates conditions in which the poor have no access to
credit, are unable to finance their children’s education, and, in the absence
of physical or monetary investment opportunities, have many children as a
source of old-age financial security. Moreover, lack of credit denies people liv-
ing in poverty of opportunities for entrepreneurship that could otherwise help
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to spur growth. Together these factors cause per capita growth to be less than
what it would be if there were less poverty.

Second, a wealth of empirical data bears witness to the fact that unlike the
historical experience of the now developed countries, the rich in many contem-
porary poor countries are generally not noted for their frugality or for their desire to
save and invest substantial proportions of their incomes in the local economy.

Third, the low incomes and low levels of living for the poor, which are mani-
fested in poor health, nutrition, and education, can lower their economic productivity
and thereby lead directly and indirectly to a slower-growing economy. Strategies to
raise the incomes and levels of living of the poor will therefore contribute not
only to their material well-being but also to the productivity and income of
the economy as a whole.?? (These issues are considered further in Chapter 8.)

Fourth, raising the income levels of the poor will stimulate an overall increase in the
demand for locally produced necessity products like food and clothing, whereas the
rich tend to spend more of their additional incomes on imported luxury goods.
Rising demand for local goods provides a greater stimulus to local production, lo-
cal employment, and local investment. Such demand thus creates the conditions
for rapid economic growth and a broader popular participation in that growth.3

Fifth, a reduction of mass poverty can stimulate healthy economic expansion by
acting as a powerful material and psychological incentive to widespread public par-
ticipation in the development process. By contrast, wide income disparities and
substantial absolute poverty can act as powerful material and psychological
disincentives to economic progress. They may even create the conditions for
an ultimate rejection of progress by the masses, impatient at the pace of pro-
gress or its failure to alter their material circumstances.>* We can conclude,
therefore, that promoting rapid economic growth and reducing poverty are
not mutually conflicting objectives.®

That dramatic reductions in poverty need not be incompatible with high
growth is seen both in case studies and in the cross-national comparisons of
data. Countries where poverty has been reduced the most tend to have had
sustained growth; at the same time, growth does not guarantee poverty reduc-
tion. Over the past 30 years, China has experienced the highest growth rate in
the world and also the most dramatic reductions in poverty. The headcount
of the poor in China fell from 634 million in 1981 to 128 million in 2004, with
the corresponding headcount ratio falling from 64% to 10%. This did not occur
merely as a result of high growth. Policies actively encouraged modern-sector
enlargement. Moreover, China has worked with the World Bank and other de-
velopment agencies to improve its poverty reduction programs and has built
on its long-standing efforts to provide at least minimal education and health
care for its people as a firm foundation for long-term progress. Although the
plight of many peasants has worsened in recent years, especially in interior
regions, and inequality has greatly increased, the positive overall results of
China’s efforts to fight extreme poverty are apparent. Recent dramatic reduc-
tions of poverty in Vietnam have followed a similar pattern.

Richer countries strongly tend to have low levels of absolute poverty.
Through one means or another—the availability of employment and entre-
preneurship opportunities and greater public and NGO assistance—people
who live in rich countries tend to escape from poverty. Among developing
countries, there is evidence that countries with faster overall rates of per
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capita income growth also tend on average to have faster rates of per capita
income growth among those in the bottom quintile of the income distribution,
though the proportions vary widely. While we cannot passively count on even
sustainable growth by itself to end absolute poverty, ending poverty can be
greatly facilitated through wise and shared stewardship of the various resources
provided by growth.%

Certainly, the relationship between economic growth and progress among
the poor does not by itself indicate causality. Some of the effect probably runs
from improved incomes, education, and health among the poor to faster over-
all growth (as suggested by some of the arguments listed previously). Moreo-
ver, as we have noted, poverty reduction is possible without rapid growth.
But whatever the causality, it is clear that growth and poverty reduction are
entirely compatible objectives.

5.5 Economic Characteristics
of High-Poverty Groups

So far we have painted a broad picture of the income distribution and poverty
problem in developing countries. We have argued that the magnitude of abso-
lute poverty results from a combination of low per capita incomes and highly
unequal distributions of that income. Clearly, for any given distribution of in-
come, the higher the level of per capita income is, the lower the numbers of
the absolutely poor. But higher levels of per capita income are no guarantee
of lower levels of poverty. An understanding of the nature of the size distribu-
tion of income is therefore central to any analysis of the poverty problem in
low-income countries.

But painting a broad picture of absolute poverty is not enough. Before we
can formulate effective policies and programs to attack poverty at its source,
we need some specific knowledge of these high-poverty groups and their
economic characteristics.?”

Rural Poverty

Perhaps the most valid generalizations about the poor are that they are dis-
proportionately located in rural areas, that they are primarily engaged in ag-
ricultural and associated activities, that they are more likely to be women and
children than adult males, and that they are often concentrated among minor-
ity ethnic groups and indigenous peoples. Data from a broad cross section of
developing nations support these generalizations. We find, for example, that
about two-thirds of the very poor scratch out their livelihood from subsist-
ence agriculture either as small farmers or as low-paid farmworkers. Some of
the remaining one-third are also located in rural areas but engaged in petty
services, and others are located on the fringes and in marginal areas of urban
centers, where they engage in various forms of self-employment such as street
hawking, trading, petty services, and small-scale commerce. On the aver-
age, we may conclude that in Africa and Asia, about 80% of all target poverty
groups are located in the rural areas, as are about 50% in Latin America. Some
data for specific countries are provided in Table 5.7.
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TABLE 5.7 Poverty: Rural versus Urban

Percentage below National Poverty Line

Rural Urban
Region and Country Survey Year Population Population
Sub-Saharan Africa
Benin 2003 46.0 29.0
Burkina Faso 2003 52.4 19.2
Cameroon 2007 55.0 12.2
Malawi 2005 55.9 25.4
Tanzania 2001 38.7 29.5
Uganda 2006 34.2 13.7
Zambia 2004 72.0 53.0
Asia
Bangladesh 2005 43.8 28.4
India 2000 30.2 24.7
Indonesia 2004 20.1 12.1
Uzbekistan 2003 29.8 22.6
Vietnam 2002 35.6 6.6
Latin America
Bolivia 2007 63.9 23.7
Brazil 2003 41.0 17.5
Dominican Republic 2007 54.1 45.4
Guatemala 2006 72.0 28.0
Honduras 2004 70.4 29.5
Mexico 2004 56.9 41.0
Peru 2004 72.5 40.3

Source: data from World Bank, World Development Indicators, 2010 (Washington, D.C.: World Bank, 2010), tab. 2.7.

It is interesting to note, in light of the rural concentration of absolute pov-
erty, that the majority of government expenditures in most developing coun-
tries over the past several decades has been directed toward the urban area
and especially toward the relatively affluent modern manufacturing and com-
mercial sectors. Whether in the realm of directly productive economic invest-
ments or in the fields of education, health, housing, and other social services,
this urban modern-sector bias in government expenditures is at the core of
many of the development problems that will be discussed in succeeding chap-
ters. We need only point out here that in view of the disproportionate number
of the very poor who reside in rural areas, any policy designed to alleviate
poverty must necessarily be directed to a large extent toward rural develop-
ment in general and the agricultural sector in particular (we will discuss this
matter in detail in Chapter 9).

Women and Poverty

Women make up a substantial majority of the world’s poor. If we compared
the lives of the inhabitants of the poorest communities throughout the devel-
oping world, we would discover that virtually everywhere women and chil-
dren experience the harshest deprivation. They are more likely to be poor and
malnourished and less likely to receive medical services, clean water, sanita-
tion, and other benefits.® The prevalence of female-headed households, the
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lower earning capacity of women, and their limited control over their spouses’
income all contribute to this disturbing phenomenon. In addition, women
have less access to education, formal-sector employment, social security, and
government employment programs. These facts combine to ensure that poor
women’s financial resources are meager and unstable relative to men’s.

A disproportionate number of the ultrapoor live in households headed
by women, in which there are generally no male wage earners. Because the
earning potential of women is considerably below that of their male counter-
parts, women are more likely to be among the very poor. In general, women in
female-headed households have less education and lower incomes. Further-
more, the larger the household is, the greater the strain on the single parent
and the lower the per capita food expenditure.

A portion of the income disparity between male- and female-headed
households can be explained by the large earnings differentials between
men and women. In addition to the fact that women are often paid less
for performing similar tasks, in many cases they are essentially barred from
higher-paying occupations. In urban areas, women are much less likely to
obtain formal employment in private companies or public agencies and are
frequently restricted to illegal, low-productivity jobs. The illegality of piece-
work, as in the garment industry, prevents it from being regulated and ren-
ders it exempt from minimum-wage laws or social security benefits. Even
when women receive conventional wage payments in factory work, minimum
wage and safety legislation may be flagrantly ignored. Similarly, rural women
have less access to the resources necessary to generate stable incomes and are
frequently subject to laws that further compromise earning potential. Legisla-
tion and social custom often prohibit women from owning property or signing
financial contracts without a husband’s signature. With a few notable excep-
tions, government employment or income-enhancing programs are accessible
primarily if not exclusively by men, exacerbating existing income disparities
between men and women.

But household income alone fails to describe the severity of women'’s rela-
tive deprivation. Because a higher proportion of female-headed households are
situated in the poorest areas, which have little or no access to government-spon-
sored services such as piped water, sanitation, and health care, household mem-
bers are more likely to fall ill and are less likely to receive medical attention. In
addition, children in female-headed households are less likely to be enrolled in
school and more likely to be working in order to provide additional income.

The degree of economic hardship may also vary widely within a household.
We have already discussed the fact that GNI per capita is an inadequate measure
of development because it fails to reflect the extent of absolute poverty. Likewise,
household income is a poor measure of individual welfare because the distribu-
tion of income within the household may be quite unequal. In fact, among the
poor, the economic status of women provides a better indication of their own
welfare, as well as that of their children. Existing studies of intrahousehold re-
source allocation clearly indicate that in many regions of the world, there exists
a strong bias against females in areas such as nutrition, medical care, education,
and inheritance. Moreover, empirical research has shown that these gender bi-
ases in household resource allocation significantly reduce the rate of survival
among female infants. This is one reason why recorded female-male sex ratios
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are so much below their expected values, primarily in Asian countries, that well
over 100 million girls and women are said to be “missing.”*’ The favor shown to-
ward boys in part reflects the fact that men are perceived to have a greater poten-
tial for contributing financially to family survival. This is not only because well-
paying employment for women is unavailable but also because daughters are
often married to families outside the village, after which they become exclusively
responsible to their in-laws and thus cease contributing to their family of origin.

The extent of these internal biases is strongly influenced by the economic
status of women. Studies have found that where women'’s share of income
within the home is relatively high, there is less discrimination against girls, and
women are better able to meet their own needs as well as those of their children.
When household income is marginal, most of women'’s income is contributed
toward household nutritional intake. Since this fraction is considerably smaller
for men, a rise in male earnings leads to a less than proportionate increase in
the funds available for the provision of daily needs. It is thus unsurprising that
programs designed to increase nutrition and family health are more effective
when targeting women than when targeting men. In fact, significant increases
in total household income do not necessarily translate into improved nutritional
status (see Chapter 8). The persistence of low levels of living among women and
children is common where the economic status of women remains low. Box 5.2
provides some views of the poor on gender relations.

Women’s control over household income and resources is limited for a
number of reasons. Of primary importance is the fact that a relatively large
proportion of the work performed by women is unremunerated—for example,
collecting firewood and cooking—and may even be intangible, as with parent-
ing. Women’s control over household resources may also be constrained by
the fact that many women from poor households are not paid for the work
they perform in family agriculture or business. It is common for the male head
of household to control all funds from cash crops or the family business, even
though a significant portion of the labor input is provided by his spouse. In
addition, in many cultures, it is considered socially unacceptable for women
to contribute significantly to household income, and hence women’s work
may remain concealed or unrecognized. These combined factors perpetuate
the low economic status of women and can lead to strict limitations on their
control over household resources.

Development policies that increase the productivity differentials between
men and women are likely to worsen earnings disparities as well as further
erode women'’s economic status within the household. Since government pro-
grams to alleviate poverty frequently work almost exclusively with men, they
tend to exacerbate these inequalities. In urban areas, training programs to in-
crease earning potential and formal-sector employment are generally geared
to men, while agricultural extension programs promote male-dominated
crops, frequently at the expense of women'’s vegetable plots (see Chapter 9).
Studies have shown that development efforts can actually increase women’s
workload while at the same time reduce the share of household resources over
which they exercise control. Consequently, women and their dependents re-
main the most economically vulnerable group in developing countries.

The fact that the welfare of women and children is strongly influenced by
the design of development policy underscores the importance of integrating
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BOX 5.2 Problems of Gender Relations in Developing Countries: Voices of the Poor

Sister, if you don’t beat them, they’ll stop being
good. And if they’re good and you beat them,
they’ll stay that way.

—A man in Bangladesh

When my husband died, my in-laws told me to get
out. So I came to town and slept on the pavement.
—A middle-aged widow in Kenya

When I was working, I used to decide. When she
is working, she owns her money and does any-
thing she wishes.

—A man from Vila Junqueira, Brazil

together. The day he stays at home [out of work],
we are fighting constantly.
—A woman from El Gawaber, Egypt

The unemployed men are frustrated because they

can no longer play the part of family providers

and protectors. They live on the money made by

their wives and feel humiliated because of this.
—An elderly woman from Uchkun, Kyrgyzstan

When a woman gives her opinion, they [men]
make fun of her and don’t pay attention. If women
g0 to a meeting, they don’t give their opinion.

. . —A woman in Las Pascuas, Bolivia
Problems have affected our relationship. The day

my husband brings in money, we are all right

women into development programs. To improve living conditions for the
poorest individuals, women must be drawn into the economic mainstream.
This would entail increasing female participation rates in educational and
training programs, formal-sector employment, and agricultural extension pro-
grams. It is also of primary importance that precautions be taken to ensure
that women have equal access to government resources provided through
schooling, services, employment, and social security programs. Legalizing
informal-sector employment where the majority of the female labor force is
employed would also improve the economic status of women.

The consequences of declines in women’s relative or absolute economic
status have both ethical and long-term economic implications. Any process of
growth that fails to improve the welfare of the people experiencing the greatest
hardship, broadly recognized to be women and children, has failed to accom-
plish one of the principal goals of development. In the long run, the low status
of women is likely to translate into slower rates of economic growth. This is
true because the educational attainment and future financial status of children
are much more likely to reflect those of the mother than those of the father.
Thus, the benefits of current investments in human capital are more likely to
be passed on to future generations if women are successfully integrated into
the growth process. And considering that human capital is perhaps the most
important prerequisite for growth, education and enhanced economic status
for women are critical to meeting long-term development objectives. (We ex-
amine these issues in greater detail in Chapter 8.)

As feminist development economists have often expressed it, official pov-
erty programs cannot simply “add women and stir.” Women-centered poverty
strategies often require us to challenge basic assumptions. The harsher con-
ditions for women and women’s crucial role in a community’s escape from
poverty mean that involvement of women cannot be left as an afterthought
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but will be most effective if it is the first thought—and the consistent basis for
action—when addressing poverty.

Ethnic Minorities, Indigenous Populations, and Poverty

A final generalization about the incidence of poverty in the developing world is
that it falls especially heavily on minority ethnic groups and indigenous popula-
tions. We pointed out in Chapter 2 that some 40% of the world’s nation-states
have more than five sizable ethnic populations, one or more of which faces seri-
ous economic, political, and social discrimination. In recent years, domestic con-
flicts and even civil wars have arisen out of ethnic groups’ perceptions that they
are losing out in the competition for limited resources and job opportunities. The
poverty problem is even more serious for indigenous peoples, whose numbers
exceed 300 million in over 5,000 different groups in more than 70 countries.*’

Although detailed data on the relative poverty of minority ethnic and in-
digenous peoples are difficult to obtain (for political reasons, few countries
wish to highlight these problems), researchers have compiled data on the
poverty of indigenous people in Latin America.*! The results clearly demon-
strate that a majority of indigenous groups live in extreme poverty and that
being indigenous greatly increases the chances that an individual will be
malnourished, illiterate, in poor health, and unemployed. For example, the
research has shown that in Mexico, over 80% of the indigenous population is
poor, compared to 18% of the nonindigenous population. Table 5.8 shows that
similar situations exist in countries such as Bolivia, Guatemala, and Peru (not
to mention Native American populations in the United States and Canada).
Moreover, a 2006 World Bank study confirmed that all too little progress had
been made. Whether we speak of Tamils in Sri Lanka, Karens in Myanmar,
Untouchables in India, or Tibetans in China, the poverty plight of minorities is
as serious as that of indigenous peoples.

Poor Countries Finally, it should be noted that the poor come from poor coun-
tries. Although this may seem like a trivial observation, it is actually a useful note of
optimism. The negative relationship between poverty and per capita income sug-
gests that if higher incomes can be achieved, poverty will be reduced, if only be-
cause of the greater resources that countries will have available to tackle poverty
problems and the growth of civil society and the voluntary sector. Unfortunately,
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TABLE 5.8 Indigenous Poverty in Latin America

Population below the Poverty Line (%), Early 1990s Change in Poverty (%), Various Periods
Country Indigenous Nonindigenous Period Indigenous Nonindigenous
Bolivia 64.3 48.1 1997-2002 0 -8
Guatemala 86.6 53.9 1989-2000 -15 -25
Mexico 80.6 17.9 1992-2002 0 -5
Peru 79.0 49.7 1994-2000 0 +3

Sources: Data for the left side of the table from George Psacharopoulos and Harry A. Patrinos, “Indigenous people and poverty in Latin America,” Finance and Development
31 (1994): 41, used with permission; data for the right side of the table from Gillette Hall and Harry A. Patrinos, eds., Indigenous Peoples, Poverty, and Human Development in

Latin America, 1994-2004 (New York: Palgrave Macmillan, 2006).
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as noted earlier, a high level of absolute poverty can also retard a country’s growth
prospects. Moreover, many of the poorest countries in sub-Saharan Africa experi-
enced outright declines in per capita income throughout the 1980s and 1990s and in
some cases during the first decade of this century. Among those that are growing,
at current growth rates it would take decades to reach the levels of income at which
poverty tends to be eradicated. After all, Brazil, which has been solidly middle-in-
come for decades, still has 8% of its population living on less than $1.25 per day. In-
come poverty, malnutrition, low school attendance, and child labor in Brazil finally
showed a substantial decline after the turn of this century, when antipoverty and
social safety net programs were greatly expanded (see the case study at the end of
Chapter 1). We can conclude that higher national incomes greatly facilitate poverty
reduction, while at the same time, poverty still needs to be addressed directly.

5.6 Policy Options on Income Inequality and
Poverty: Some Basic Considerations

Areas of Intervention

Developing countries that aim to reduce poverty and excessive inequalities
in their distribution of income need to know how best to achieve their aim.
What kinds of economic and other policies might governments in developing
countries adopt to reduce poverty and inequality while maintaining or even
accelerating economic growth rates? As we are concerned here with moderat-
ing the size distribution of incomes in general and raising the income levels
of people living in poverty, it is important to understand the various deter-
minants of the distribution of income in an economy and see in what ways
government intervention can alter or modify their effect. The main focus of
this section is on the relationship between income inequality and poverty. We
examine the effects of policies and programs involving nonincome aspects of
poverty in the subsequent chapters in Part Two—particularly with respect to
health, nutrition, and education in Chapter 8.

We can identify four broad areas of possible government policy interven-
tion, which correspond to the following four major elements in the determina-
tion of a developing economy’s distribution of income.

1. Altering the functional distribution—the returns to labor, land, and capital as
determined by factor prices, utilization levels, and the consequent shares
of national income that accrue to the owners of each factor.

2. Mitigating the size distribution—the functional income distribution of an
economy translated into a size distribution by knowledge of how owner-
ship and control over productive assets and labor skills are concentrated
and distributed throughout the population. The distribution of these asset
holdings and skill endowments ultimately determines the distribution of
personal income.

3. Moderating (reducing) the size distribution at the upper levels through progressive
taxation of personal income and wealth. Such taxation increases government
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revenues that decrease the share of disposable income of the very rich—rev-
enues that can, with good policies, be invested in human capital and rural
and other lagging infrastructure needs, thereby promoting inclusive growth.
(An individual or family’s disposable income is the actual amount available
for expenditure on goods and services and for saving.)

4. Moderating (increasing) the size distribution at the lower levels through public
expenditures of tax revenues to raise the incomes of the poor either di-
rectly (e.g., by conditional or unconditional cash transfers) or indirectly
(e.g., through public employment creation such as local infrastructure
projects or the provision of primary education and health care). Such pub-
lic policies raise the real income levels of the poor above what their per-
sonal income levels would otherwise be, and, as will become clear in later
chapters, can do so sustainably when they build the capabilities and assets
of people living in poverty.

Altering the Functional Distribution of Income through
Relative Factor Prices

Altering the functional distribution is a traditional economic approach. It is ar-
gued that as a result of institutional constraints and faulty government policies,
the relative price of labor in the formal, modern, urban sector is higher than
what would be determined by the free interplay of the forces of supply and de-
mand. For example, the power of trade unions to raise minimum wages to artifi-
cially high levels (higher than those that would result from supply and demand)
even in the face of widespread unemployment is often cited as an example of
the “distorted” price of labor. From this it is argued that measures designed to
reduce the price of labor relative to capital (e.g., through market-determined
wages in the public sector or public wage subsidies to employers) will cause
employers to substitute labor for capital in their production activities. Such fac-
tor substitution increases the overall level of employment and ultimately raises
the incomes of the poor, who have been excluded from modern-sector employ-
ment and typically possess only their labor services. Put differently, artificially
increased modern-sector wages reduce the rate of modern-sector enlargement
growth, thus harming the poor. (For details of this analysis, see Appendix 5.1.)

However, in recent years, some scholars and practitioners, particularly
from the developing world, argue that the impact of minimum wages on
poverty is more nuanced in theory and practice, particularly when the pos-
sibility of income sharing among the poor is accounted for. In India, the Self-
Employed Women’s Association argues that minimum wages have beneficial
effects even on informal-sector workers. And research by Darryl McLeod and
Nora Lustig concludes that higher minimum wages are correlated with reduc-
tions in poverty.*> Thus, actual impacts may vary, depending on local circum-
stances. These qualifications are particularly relevant for relatively low-skill
and informal activities, such as garment stitching, beedi rolling, and incense
rolling, in which workers have commonly held very low bargaining power,
often due to monopsony, if not extramarket forces.

In addition, often the price of capital equipment is “institutionally” set
at artificially low levels (below what supply and demand would dictate)
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Disposable income The
income that is available to
households for spending and
saving after personal income
taxes have been deducted.
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Asset ownership The own-
ership of land, physical capital
(factories, buildings, machin-
ery, etc.), human capital, and
financial resources that gener-
ate income for owners.
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through various public policies such as investment incentives, tax allowances,
subsidized interest rates, overvalued exchange rates, and low tariffs on capital
goods imports such as tractors and automated equipment relative to tariffs
set on consumer goods. If these special privileges and capital subsidies were
removed so that the price of capital would rise to its true “scarcity” level, pro-
ducers would have a further incentive to increase their utilization of the abun-
dant supply of labor and lower their uses of scarce capital. Moreover, owners
of capital (both physical and financial) would not receive the artificially high
economic returns they now enjoy.

Because factor prices are assumed to function as the ultimate signals and
incentives in any economy, correcting these prices (i.e., lowering the relative
price of labor and raising the relative price of capital) would, in general, not
only increase productivity and efficiency but also reduce inequality by pro-
viding more wage-paying jobs for currently unemployed or underemployed
unskilled and semiskilled workers. It would also lower the artificially high
incomes of owners of capital. Removal of such factor-price distortions would
therefore go a long way toward combining more growth, efficiently generated,
with higher employment, less poverty, and greater equality (a more detailed
analysis is presented in Appendix 5.1).

We may conclude that there is much merit to the traditional factor-price dis-
tortion argument and that correcting prices should contribute to a reduction in
poverty and an improved distribution of income. How much it actually con-
tributes will depend on the degree to which firms and farms switch to more
labor-intensive production methods as the relative price of labor falls and the
relative price of capital rises. These are important empirical questions, the an-
swers to which will vary from country to country. Moreover, recent research
would suggest that a close study of local conditions is needed before conclud-
ing that all minimum wages cause increases in poverty in all circumstances.

Modifying the Size Distribution through Increasing
Assets of the Poor

Given correct resource prices and utilization levels for each type of produc-
tive factor (labor, land, and capital), we can arrive at estimates for the total
earnings of each asset. But to translate this functional income into personal in-
come, we need to know the distribution and ownership concentration of these
assets among and within various segments of the population. Here we come
to what is probably the most important fact about the determination of in-
come distribution within an economy: The ultimate cause of the unequal dis-
tribution of personal incomes in most developing countries is the unequal and
highly concentrated patterns of asset ownership (wealth) in these countries.
The principal reason why 20% of their population often receives over 50% of
the national income (see Table 5.2) is that this 20% probably owns and con-
trols well over 90% of the productive and financial resources, especially physi-
cal capital and land but also financial capital (stocks and bonds) and human
capital in the form of better education and health. Correcting factor prices is
certainly not sufficient to reduce income inequalities substantially or to elimi-
nate widespread poverty where physical and financial asset ownership—and
education—are highly concentrated.
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It follows that the second and perhaps more important line of policy to re-
duce poverty and inequality is to focus directly on reducing the concentrated
control of assets, the unequal distribution of power, and the unequal access to ed-
ucational and income-earning opportunities that characterize many developing
countries. A classic case of such redistribution policies as they relate to the rural
poor, who comprise 70% to 80% of the target poverty group, is land reform. The
basic purpose of land reform is to transform tenant cultivators into smallholders
who will then have an incentive to raise production and improve their incomes.
But as we explain in Chapter 9, land reform may be a weak instrument of income
redistribution if other institutional and price distortions in the economic system
prevent small farm holders from securing access to much needed critical inputs
such as credit, fertilizers, seeds, marketing facilities, and agricultural education.
Similar reforms in urban areas could include the provision of commercial credit
at affordable rates (rather than through traditional, high-interest moneylenders)
to small entrepreneurs (microcredit—for details, see Chapter 15 and the case
study on the Grameen Bank at the end of that chapter) so that they can expand
their business and provide more jobs to local workers.

In addition to the redistribution of existing productive assets, dynamic re-
distribution policies could be gradually pursued. For example, governments
at least in developing countries that are growing could facilitate the transfer of
a certain proportion of annual savings and investments to low-income groups
so as to bring about a more gradual and perhaps politically more acceptable
redistribution of additional assets as they accumulate over time. This is what
is often meant by the expression “redistribution from growth.” Whether such
a gradual redistribution from growth is any more possible than a redistribu-
tion of existing assets is a moot point, especially in the context of very unequal
power structures. But some form of asset redistribution, whether static or dy-
namic, seems to be a necessary condition for any significant reduction of pov-
erty and inequality in most developing countries.

Human capital in the form of education and skills is another example of
the unequal distribution of productive asset ownership. Public policy should
therefore promote wider access to educational opportunities (for girls as well
as boys) as a means of increasing income-earning potential for more people.
But as in the case of land reform, the mere provision of greater access to addi-
tional education is no guarantee that the poor will be better off unless comple-
mentary policies—for example, the provision of more productive employment
opportunities for the educated—are adopted to capitalize on this increased
human capital. The relationship among education, employment, and develop-
ment is discussed further in Chapter 8.

People living in poverty tend to have common problems, but the prevalent
forms of deprivation and social exclusion can differ considerably even across
regions within a country. Policymakers need to have a strong knowledge base.
Essential to the process is a means to find out and utilize what the poor know
about their own conditions of poverty. Practitioners stress that the more that
people living in poverty are engaged in setting the agenda, the more effec-
tive programs to increase their assets and capabilities tend to be. But attention
must be given to different segments of the local poor communities, as different
priorities are often found between men and women, between ethnic groups,
and between castes.
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Redistribution policies
Policies geared to reducing
income inequality and
expanding economic
opportunities in order to
promote development, includ-
ing income tax policies, rural
development policies, and
publicly financed services.

Land reform A deliberate
attempt to reorganize and
transform existing agrarian
systems with the intention of
improving the distribution of
agricultural incomes and thus
fostering rural development.
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Progressive income tax A
tax whose rate increases with
increasing personal incomes.

Regressive tax A tax struc-
ture in which the ratio of taxes
to income tends to decrease as
income increases.

Indirect taxes Taxes levied
on goods ultimately pur-
chased by consumers, includ-
ing customs duties (tariffs),
excise duties, sales taxes, and
export duties.

Public consumption All
current expenditures for pur-
chases of goods and services
by all levels of government,
including capital expenditures
on national defense and
security.

Subsidy A payment by the
government to producers or
distributors in an industry
to prevent the decline of that
industry, to reduce the prices
of its products, or to encour-
age hiring.

PART TWO Problems and Policies: Domestic

Progressive Income and Wealth Taxes

Any national policy attempting to improve the living standards of the bot-
tom 40% must secure sufficient financial resources to transform paper plans
into program realities. The major source of such development finance is the
direct and progressive taxation of both income and wealth. Direct progressive
income taxes focus on personal and corporate incomes, with the rich required
to pay a progressively larger percentage of their total income in taxes than the
poor. Taxation on wealth (the stock of accumulated assets and income) typi-
cally involves personal and corporate property taxes but may also include
progressive inheritance taxes. In either case, the burden of the tax is designed
to fall most heavily on the upper-income groups.

In reality, in many developing countries (and some developed countries),
the gap between what is supposed to be a progressive tax structure and what
different income groups actually pay can be substantial. Progressive tax struc-
tures on paper often turn out to be regressive taxes in practice, in that the lower-
and middle-income groups often end up paying a proportionally larger share
of their incomes in taxes than the upper-income groups. The reasons for this are
simple. The poor are often taxed at the source of their incomes or expenditures
(by withholding taxes from wages, general poll taxes, or indirect taxes levied
on the retail purchase of goods such as cigarettes and beer). By contrast, the rich
derive by far the largest part of their incomes from the return on physical and
financial assets, which often go unreported. They often also have the power and
ability to avoid paying taxes without fear of government reprisal. Policies to
enforce progressive rates of direct taxation on income and wealth, especially at
the highest levels, are what are most needed in this area of redistribution activ-
ity. (See Chapter 15 for a further discussion of taxation for development.)

Direct Transfer Payments and the Public
Provision of Goods and Services

The direct provision of tax-financed public consumption goods and services
to the very poor is another potentially important instrument of a comprehen-
sive policy designed to eradicate poverty. Examples include public health pro-
jects in rural villages and urban fringe areas, school lunches and preschool
nutritional supplementation programs, and the provision of clean water and
electrification to remote rural areas. Direct money transfers and subsidized
food programs for the urban and rural poor, as well as direct government poli-
cies to keep the prices of essential foodstuffs low, represent additional forms
of public consumption subsidies.

Direct transfers and subsidies can be highly effective, but they need to be de-
signed carefully. Four significant problems require attention. First, when resources
for attacking poverty are limited—as they always are—they need to be directed to
people who are genuinely poor. Second, it is important that beneficiaries not
become unduly dependent on the poverty program; in particular, we do not want
to give the poor less incentive to build the assets, such as education, that can
enable them to stay out of poverty. But a “safety net” can also be valuable to
encourage the poor to accept a more entrepreneurial attitude toward their mi-
croenterprises. This is much more possible when the poor do not fear that their
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children will suffer terrible consequences if their small businesses fail. Third, we
do not want to divert people who are productively engaged in alternative eco-
nomic activities to participate in the poverty program instead. Finally, poverty
policies are often limited by resentment from the nonpoor, including those who
are working hard but are not very far above the poverty line themselves.

When a subsidy of goods consumed by the poor is planned, it should be
targeted to the geographic areas where the poor are found and should em-
phasize goods that nonpoor people do not consume. This helps conserve re-
sources for the program and minimizes efforts by nonpoor people to benefit
from the program. For example, nutritional supplements can be provided for
any woman who brings her baby to the neighborhood poverty program center
located in villages and neighborhoods with a high incidence of absolute pov-
erty. Although more affluent mothers could use the program, few would risk
the stigma of venturing into the poorer villages and neighborhoods, let alone
the center itself. The nutritional supplements help poor mothers and their
small children stay healthy and thus help break the cycle of poverty.

In addition, it may be useful to impose a work requirement before food
aid is provided. This is done in the well-known Bangladesh Food for Work
Program and in the Maharashtra Employment Guarantee Scheme in India.
More recently, the government of India has introduced a nationwide pro-
gram to guarantee 100 days of employment to at least one family member
each year; early reports suggest that the program has provided substan-
tial benefits. In programs such as these, the poor are put to work building
infrastructure, such as roads from outlying areas (where the poor live) to
market towns, that will ultimately benefit the poor and others in the region.
Although the administrative costs are generally higher and the skills of the
workers significantly lower than would be the case with a commercially
procured construction contract, in many cases these valuable infrastructure
projects would never be tackled at all in the absence of the program. The
high work requirement and very modest payment discourage the nonpoor
from participating, thus conserving resources. This characteristic is known
as the “screening” function of workfare programs. These requirements also
help preserve the program’s political sustainability: When people see that
the poor are getting “a hand up rather than a handout,” the programs tend
to attract wider public support.

In sum, we can say that workfare, such as the Food for Work Program,
represents a better policy than welfare or direct handouts when the following
criteria are met:

e The program does not reduce or seriously undermine incentives for the
poor to acquire human capital and other assets.

e There are greater net benefits of the work output of the program.
e [t is harder to screen the poor without the workfare requirement.

e There is lower opportunity cost of time for poor workers (so the economy
loses little output when they join the workfare program).

e There is higher opportunity cost of time for nonpoor workers (so they
won’t avail themselves of the benefits).
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Workfare program A pov-
erty alleviation program that
requires program beneficiaries
to work in exchange for ben-
efits, as in a food-for-work
program.
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* The fraction of the population living in poverty is smaller (so the extra
costs of a universal welfare program would be high).

* There is less social stigma attached to participating in a workfare pro-
gram, so the poor do not suffer undue humiliation and are less deterred
from seeking the help that their families need (otherwise, a discreet wel-
fare transfer may be preferable to a highly visible workfare program).*?

The poor often have low bargaining power in their communities, and
while it is difficult politically to increase this power, well-designed programs
can accomplish this indirectly by providing improved “outside options” such
as guaranteed public employment programs when they are needed.

We will be continuing our examination of policies for poverty reduction
throughout the remainder of this text. Appropriate agricultural development
policies represent a crucial strategy for attacking poverty because such a high
fraction of the poor are located in rural areas and engaged in agricultural pur-
suits. Strategies for agricultural development are examined in Chapter 9. In
addition, the poor in urban as well as rural areas suffer from degraded envi-
ronmental conditions, which lower opportunities for economic growth and also
worsen the health of the poor; these problems are examined in Chapter 10.

Another set of viable policies involve targeted poverty programs to increase
the capabilities and human and social capital of the poor. An important ex-
ample centers on helping the poor develop their microenterprises, on which
a large fraction of the nonagricultural poor depend for their survival. It has
been found that credit is the binding constraint for many of these tiny firms. By
building up the working capital and other assets of microenterprises, the poor
can improve their productivity and incomes. The microfinance strategy for ac-
complishing this goal, as exemplified by the Grameen Bank of Bangladesh, is
examined in Chapter 15. In addition, relatively new approaches to attacking
poverty focus on an integrated approach to achieving higher incomes together
with improved education, health, and nutrition among the poor, notably, con-
ditional cash transfer (CCT) programs that transfer incomes to poor families
conditional on behaviors such as keeping their children in school; these ap-
proaches are considered in Chapter 8 and its case study. Finally, strategies to
assist the development of the urban informal sector are examined in Chapter 7.

5.7 Summary and Conclusions: The Need
for a Package of Policies

To summarize our discussion of alternative policy approaches to the problems
of poverty and inequality in development, the need is not for one or two iso-
lated policies but for a “package” of complementary and supportive policies,
including the following four basic elements.**

1. A policy or set of policies designed to correct factor price distortions (under-
pricing capital or overpricing modern-sector skilled wages) so as to ensure
that market or institutionally established prices provide accurate signals and
incentives to both producers and resource suppliers. Correcting distorted
prices should contribute to greater productive efficiency, more employment,
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and less poverty. The promotion of indigenous technological research and
development of efficient, labor-intensive methods of production may also be
valuable. (For a further analysis of factor price distortions, see Appendix 5.1.)

2. A policy or set of policies designed to bring about far-reaching structural
changes in the distribution of assets, power, and access to education and asso-
ciated income-earning (employment) opportunities. Such policies go beyond
the realm of markets and touch on the whole social, institutional, cultural,
and political fabric of the developing world. But such fundamental structural
changes and substantive asset redistributions, whether immediately achieved
(e.g., through public-sector interventions) or gradually introduced over time
(through redistribution from growth), will increase the chances of improving
significantly the living conditions of the masses of rural and urban poor.

3. A policy or set of policies designed to modify the size distribution of in-
come at the upper levels through the enforcement of legislated progres-
sive taxation on incomes and wealth; and at the same time, providing
the poor with direct transfer payments and the expanded provision of
publicly provided consumption goods and services, including workfare
programs. The net effect is to create a social “safety net” for people who
may be bypassed by the development process.

4. A set of targeted policies to directly improve the well-being of the poor
and their communities, which goes beyond safety net schemes, to offer
programs that build capabilities and human and social capital of the poor,
such as microfinance, health, education, agricultural development, envi-
ronmental sustainability, and community development and empower-
ment programs, as described throughout this text. These can be carried
out either by government or by nongovernmental organizations through
local and international support.

While providing a focus on ending extreme poverty and mitigating harmful
inequality, such policies can be designed to encourage and accelerate inclusive
economic growth targeted at the poor, while keeping in mind the inherently
multidimensional nature of poverty. Key examples include growth-supporting
investments in education, nutrition, health, and infrastructure that raise the
incomes of those in the bottom deciles of the income distribution. Chapters 2
through 4 considered the sources of economic growth and basic policies to iden-
tify constraints and maintain growth that benefit people living in poverty. Ad-
ditional supporting trade, macro, and financial policies are examined in more
detail in Chapters 13 through 15. But when it is not inclusive, growth by itself
is insufficient to eliminate extreme poverty, at least in any time frame that a
nation—Ilet alone people living in poverty—will find acceptable. So encourage-
ment of inclusive growth goes hand in hand with active policies and programs
to reduce poverty and to prevent nonpoor people from falling into poverty.

Though the task of ending extreme poverty will be difficult, it is possible,
if we can only muster the will. As noted by James Speth, the executive director
of the United Nations Development Programme, “Poverty is no longer inevi-
table. The world has the material and natural resources, the know-how and
the people to make a poverty-free world a reality in less than a generation.
This is not woolly idealism but a practical and achieveable goal.”*®
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Case Study 5

Institutions, Inequality, and Incomes:
Ghana and Cote d’Ivoire

hana’s development has exceeded expecta-

tions—at least after many disappointments.
Cote d’Ivoire (CIV) started with many apparent ad-
vantages, but on many economic measures, Ghana
has closed the development gap that existed be-
tween itself and CIV at independence.

It is recommended that you read Chapters 2
and 5 in conjunction with this case. These country
illustrations provide further interpretation of the
more general research discussed in those chapters.

A Natural Comparative Case Study

Ghana and Cote d’Ivoire border each other in West
Africa. Their land area is similar in size at 92,456
square miles (239,450 kmz) and 124,502 square miles
(322,458 km?), respectively. Their populations are also
similar, with 25.5 million people in Ghana and 20.6
million in Cote d’Ivoire in 2012. Becoming indepen-
dent within three years of each other and also sharing
similar geographies, these adjoining countries make
for a natural comparison. One of the most striking dif-
ferences is that Ghana was part of the British Empire
from 1821 to 1957, and CIV was a French colony from
1842 until 1960. (Note, however, that full colonial rule
took a long time to become established throughout
the territories of these countries; the French were still
fighting to extend their presence into the early years
of the twentieth century.)

How did these colonial histories matter? Did
their influences extend after independence, affect-
ing later development policies for good or ill? Or
have other, internal factors been more decisive?
Can this help us to better understand why it is so
challenging to sustain high growth, eliminate pov-
erty and hunger, and to achieve other Millennium
Development Goals?
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The experiences of a half-century after inde-
pendence illustrate some of the opportunities for
and threats to development. This case study raises
thought-provoking questions and presents the
types of information one would weigh in address-
ing this and other comparative country studies. This
case illustrates how the frameworks and many-
country statistical studies of Chapters 2 and 5 can
be applied to understanding development experi-
ences in comparative perspective. The richness of
culture and nuances of complex political histories
are abstracted to feature some broad approaches
and findings in development economics in a short
space. Readers are encouraged to explore these
leading African nations in detail.

Poverty and Human Development As reported
in the UNDP’s 2013 Human Development Report,
Ghana is considered a medium human development
country, with a New Human Development Index
(NHDI) value of 0.558, while CIV is considered a low
human development country, with an NHDI of just
0.432. Ghana’s performance is 22 positions higher
than predicted by income, while CIV’s is 9 positions
lower. In the 1990 Human Development Report, when
the original HDI was introduced, the numbers were
0.393 for CIV and 0.360 for Ghana. Both made prog-
ress, but Ghana much more so. CIV’s Multidimen-
sional Poverty Index (MPI) as reported in the 2013
Human Development Report is very high at 0.353, while
Ghana’s MPI is substantially lower at 0.144. And the
2009 Human Development Report Human Poverty In-
dex (see note 11) for CIV was 0.374, ranking 29 places
lower in the country rankings based on human pov-
erty than income poverty (the fraction under $1.25
per day). This suggested that what the UNDP termed
human poverty is relatively worse in CIV than even



its income poverty would suggest. Ghana’s HPI was
significantly better, at 0.281 (with its ranking as pre-
dicted by its income poverty).

These outcomes would have surprised many who
wrote at the time of independence. In 1960, Ghana
had a real GDP per capita of just $594, far behind
CIV’s $1,675; but in 2007, according to the Penn World
Table, Ghana had reached $1,653—a gain of 278%
and nearly enough to close its original deficit—while
CIV increased to $2,228, a modest gain of just 33%
after 47 years. In 2011, Ghana'’s estimated income per
capita PPP of $1,830 surpassed CIV’s level of $1,780
(2013 World Development Indicators).

Ghana has a life expectancy of 64, while that of
CIV is only 55 (2012 PRB estimates); in 1960, life ex-
pectancy in CIV was 51, to Ghana'’s 46, a dramatic
reversal. In 2011, under-5 mortality was 115 in CIV
and a still high but significantly lower 78 in Ghana.

Aysit Tansel showed that by 1987, Ghana was well
ahead of CIV in mean years of schooling by each gen-
der and across age groups. By 2008, the adult literacy
rate reached 65.0% in Ghana versus 48.7% in CIV.

Highly credible information on the extent of ex-
treme poverty in these countries is difficult to find,
but it is not doubted that at the time of independ-
ence, poverty was far higher in Ghana. Using 1987
surveys, the World Bank put dollar-a-day poverty
at just 3.28% in CIV that year but 46.51% in Ghana;
a comparable figure for Ghana (from a 1998 study)
was 36% and for CIV (2002) was 16%. The most
recent available World Bank estimates are 28.6%
below $1.25 per day in Ghana (2006 survey) and
23.8% (2008 survey) in CIV (2013 World Develop-
ment Indicators). It appears that over time, poverty
has fallen in Ghana and risen in CIV.

Progress in both countries is small in compari-
son to East Asia; but the differences between these
countries are substantial. How can we begin to un-
derstand such differences? Sometimes even recent
changes in the patterns of development can have
long historical roots, and we consider this first.

Long-Run Factors in Comparative
Development

The Colonial Impact and the Legacy of Institu-
tions The Portuguese built a fortress on the coast
of Ghana in 1482 and named it Elmina (“The
Mine”). Later, the British named this area the Gold
Coast, as it was known until independence in 1957.

Cote d’'Ivoire (Ivory Coast) received its name from
the French. These names apparently reflect how the
colonial powers viewed the territories: as “coasts”
rather than nations; as commodities for trade
rather than people, or simply as a mine. The colo-
nialists’ priority of resources over people could not
have been more obvious. Ghana suffered earlier
and more from the impact of the slave trade. But
CIV also suffered ill treatment, including a brutal
campaign by the French to subdue the “interior”
in the late nineteenth and early twentieth centuries
and impose forced labor. How do we understand
this terrible colonial experience and its possible af-
termath? Settler mortality rates, which is correlated
with the establishment of extractive institutions by
the colonial power with long-term pernicious ef-
fects (see Chapter 2, section 2.7), was stunningly
high in these two countries, each with an estimated
668 deaths per 1,000 per year, among the highest
in the study by Acemoglu, Johnson, and Robin-
son (AJR); for comparison, the rate was just 15.5 in
South Africa.*

Institutional Quality The expectation is that
inherited institutions should be particularly bad
in these two countries because colonialists would
have had little incentive to protect property rights,
encourage investment, or allow broad access to
economic opportunities or political participation;
instead, in stark terms, the incentive was to steal
or have others steal for you. In their data for cur-
rent institutional quality, the “average protection
against expropriate risk” was 6.27 in Ghana and
7.00 in CIV, compared to a range from 3.50 in the
Democratic Republic of Congo (known as Zaire
at the time) to 10.00 in the United States—better,
though not spectacularly better, investor protection.
But a range of recent studies give higher marks to
Ghana. Although all-country rankings of institu-
tional quality should be used with caution, as they

*According to the AJR dataset, which is based on the work of the historian
Philip Curtin, the other highest-mortality colonies were Togo, Gambia,
Mali, and Nigeria. By contrast, the death rate was just 14.9 in Hong Kong,
and 17.7 in Malaysia and Singapore. Settler mortality was used as an in-
strument for early institutions in the literature (see Chapter 2), and we
examine two countries with identical settler mortalities giving attention to
additional elements. (Conclusions of the research cited here are based on
multicountry statistical analysis, not on case studies; we are taking such
research as a starting point for issues to consider when conducting more
in-depth comparative case studies).
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can contain subjective elements; when a group of
independently produced indicators with different
focuses all point in the same direction, they be-
come suggestive (though still never substituting
for careful country-specific appraisal). Regarding
corruption perceptions, according to Transparency
International, in 2012 Ghana ranked 64th and CIV
130th out of 176 countries ranked. Regarding “ease
of doing business,” the World Bank-International
Finance Corporation 2010 rankings of 183 countries
listed Ghana as 92nd (7th in sub-Saharan Africa)
and CIV as 168th (32nd in the region). Regarding
democracy, for 2012 the Economist listed Ghana
(ranked 78th of 167) as a “flawed democracy” (two
steps above authoritarian) and CIV (ranked 136th)
as authoritarian. And on current property rights
protections, a 2013 ranking sponsored by the Wall
Street Journal and Heritage Foundation placed
Ghana at 50 on a scale of 100 and CIV just 25. Critics
point out limits and flaws of these various rankings,
but they are consistent. So this, too, must be better
understood. Is it because things had gotten so bad
in Ghana that reform became the only option?

Ethnolinguistic Fractionalization Another fea-
ture associated in the economics literature with low
incomes and growth is ethnolinguistic fractionaliza-
tion, with some social scientists also pointing out the
potential dangers of religious fractionalization. In fact,
both countries are fairly highly fractionalized, but CIV
more so. Both countries have an Akan majority (45%
in Ghana and 42% in CIV) and many smaller groups.
In Ghana, the population is 69% Christian and 16%
Muslim, but in CIV, adherents are much more evenly
divided, with 39% Muslim and 33% Christian. Al-
though scholars debate the proper way to measure
fractionalization, seven main measures are used, with
CIV higher on six, in some cases substantially higher.”
CIV was torn by civil war in 2002, which has split the
country, and the opportunistic use of fractionalization
by political figures is an important factor.

Population Patterns of population growth are of-
ten considered an important aspect of development,
as discussed in Chapter 6. At independence in 1960,

*For example, according to the 1997 basic Easterly-Levine (ELF) measure,
CIV was rated 0.86 and Ghana 0.71, with the range in Africa from 0.04 for
Burundi to 0.9 for Congo and Uganda. On the widely cited 2003 Alesina
et al. alternative measure, CIV is 0.82 and Ghana 0.67 in a range from 0 to
0.93. These are the usual baseline measures, but one measure of the seven
points in the other direction: the 1999 measure of Fearon, on which CIV is
0.78 and Ghana 0.85.
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the population of CIV was just 3.6 million, so it grew
about 5% times by 2007. In contrast, Ghana’s popula-
tion was already nearly 7 million in 1960, so it grew
by less than 33 times in the same period. Even now,
the total fertility rate is a high 4.0 in Ghana but sig-
nificantly higher at 4.9 in CIV, with one extra birth
per woman. While just 8% of married women of
childbearing age use modern contraceptives in CIV,
17% do in Ghana—still a small fraction but more
than twice the incidence of CIV (the gap remains, at
24% to 13%, when considering both traditional and
modern methods). High birth rates generally hinder
economic development. Faster population growth
is associated with slower per capita income growth
and slower improvement in other development in-
dicators; lower fertility increases family incentives
and resources for education. But the geographic
distribution of population does not seem to have
particularly strong political implications. For ex-
ample, Jeffrey Herbst classifies both Ghana and CIV
as among just 7 of 40 sub-Saharan African countries
with a “neutral political geography.”

Extreme Inequality As explained in Chapter 5
(and introduced in Chapter 2), extreme inequality
can retard the development process. The most re-
cent World Bank Gini coefficient estimates for CIV
and Ghana do not differ significantly (at 0.42 and
0.43). But Arnim Langer points out that the com-
bination of relatively high and rising inequality in
CIV, coupled with rising ethnic tensions that politi-
cal actors had deliberately made worse, led to the
conflict that broke out there in the early 2000s
(ethnic inequalities as a factor in conflict is consid-
ered in Chapter 14, section 14.5).

Common Law versus Civil Law? As a former
British colony, Ghana’s legal system is based on
common law, while the legal system in CIV is based
on French civil law. Since the late 1990s, the view
that common law legal systems provide a better
foundation than civil law systems for the develop-
ment of the financial system has been very influ-
ential. Authors in this literature such as Rafael La
Porta and his colleagues argue either that common
law better protects property rights, better enforces
contracts, offers more predictability, or that it is bet-
ter able to adapt to changes in economic conditions.
Investment is generally necessary for economic
growth (Chapters 3 and 4), and the development of
an effective financial system encourages investment



(Chapter 15). Some evidence supports the predic-
tion that civil law countries will experience less fi-
nancial development and lower rates of investment.
But differences between French and British institu-
tions besides the legal system may be important.

French versus British Rule? The British Empire
is commonly considered to have preferred indirect
rule, relying on its ability to dominate local traditional
political systems rather than to create new ones (pos-
sibly related to common law tradition). In contrast,
the French are said to have tended to employ direct
rule of their colonies, introducing their own central-
ized administrative structures, perhaps related to their
own legal and historical traditions. Tactics might well
have been similar regardless of the colonizer if condi-
tions strongly favored central rule or indirect rule. But
where starting conditions were similar in both colo-
nies and when local advantages of either centraliza-
tion or decentralization were not strong, a centralized
French strategy and a decentralized British strategy
might plausibly have been expected.

The evidence does reflect a more decentralized
rule in British Ghana and more centralized rule in
French Cote d'Ivoire. But if centralized rule is then
transmitted to the postcolonial regime, the result
can be a state with too few checks and balances.
Decentralized rule, in contrast, provides better in-
centives and checks against large-scale government
corruption (see Chapter 11). The postcolonial record
is complex but shows continued strong tendencies
toward centralization in CIV, although the after-
math of civil strife increases uncertainty about the
future course (indeed there is some risk that CIV
may face a prolonged period as a failed state). As
Catherine Boone notes in her richly detailed study
of both countries, the case of Ghana is subtle with
initial but far from fully successful postcolonial
government attempts at more centralization, prob-
ably in part to wrest a larger share of agricultural
revenues, but in 1992 there was a reinstatement of
at least a ceremonial role—and unofficially a much
larger role—for chiefs and other traditional village
governance. This built on long traditions that were
not systematically undermined under the British
the way they were under the French.

Finally, some observers view postindependence
CIV as having a more dependent relationship with
France. Besides colonial rule having negative effects
in general, close CIV dependence on its former co-

lonial ruler may have been a hindrance to its eco-
nomic and political growth and development over
the long run. In contrast, Ghana diversified more of
its international relations, perhaps giving it some-
what higher bargaining power in pursuing its na-
tional development interests.

Education Some scholars consider education of
central importance in explaining economic growth;
Edward Glaeser and coauthors even argue that
improved education can result in improved insti-
tutions. Educational attainment was abysmal in
both nations at the time of independence. One of
the most striking postcolonial differences between
the countries is the higher level of educational at-
tainment in Ghana, where there have been greater
investments in education. In the early years after
independence, there was strong policy attention
to providing basic education in some of the poorer
areas in Ghana. In 2010, according to the 2013 Human
Development Report (HDR), the mean years of
schooling was almost 3 years higher in Ghana (at
7.0) than in CIV (at 4.2). Moreover, expected school-
ing is now 11.4 years in Ghana, compared with only
6.5 years in CIV. Education is intrinsically valuable,
as reflected in the HDI; it has apparently been a fac-
tor in faster growth and may even figure in later
institutional improvements. Ghana has also had
recent success scaling up basic health insurance.

Development Policies Development policies
are often framed by a country’s underlying eco-
nomic institutions; this can place constraints on
the types of beneficial reforms and policies that a
country can successfully implement. The failure of
a country to implement otherwise obvious policies
(such as investing in quality primary education) may
not reflect failures of understanding as much as the
realities of political constraints. But when achieved,
well-designed and implemented policies can have
very positive effects on development outcomes;
bad policies can have disastrous consequences.

Policies in Ghana Both nations started as (and
still are) largely agrarian economies, with over
half of the labor force working in rural areas. But
the two countries have had somewhat different
policy trajectories. The general scholarly view is
that in the first quarter century after independence,
Ghana chose many poorly conceived and often cor-
rupt interventionist policies. Early policies have
been described as oriented toward urban industry,
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with inefficiently implemented import substitu-
tion to replace manufactured imports with locally
produced ones (see Chapter 12). But one policy as-
sociated with the early rule of Kwame Nkrumah
through 1966 was an emphasis on basic education,
which may have left an enduring legacy through
difficult subsequent swings. After disastrous poli-
cies and extreme instability, including coups in
the mid-1960s to early 1980s, Ghana underwent a
policy transformation to become a favorite country
of liberalization promoters in the World Bank and
elsewhere in the 1980s.

The development process is complex and rarely
proceeds linearly. In Ghana, there was relative
deterioration from independence until the early
1980s; much of its economic growth took place
from the mid-1980s to the present. For example,
cocoa had long been an important part of Ghana'’s
economy, but it went into decline when state mar-
keting boards (described in Chapter 9) limited the
price farmers received for cocoa, so as to subsi-
dize industrialization. After farmers were allowed
to receive a much higher price and technical as-
sistance was offered, output greatly increased,
particularly in two spurts in the late 1980s and
early 2000s. Fertilizer use and improved varieties
have diffused among farmers (diffusion in Ghana
for the case of pineapples is examined in Findings
Box 9.1 in Chapter 9). Cocoa growing now pro-
vides a basic livelihood for over 700,000 farmers
in Ghana.

By the early 1990s, World Bank analysts such as
Ishrat Husain were pointing to Ghana as a country
that had been doing a better job at following and
implementing more of its recommended market-
friendly policies than countries such as CIV.

A reason given for large-scale reform in Ghana
(and in explaining other countries as well) is that
things got so bad that there became no choice but
to embrace reform. Naturally, when according to lo-
cal conditions things become so bad that continued
resistance to change is futile, something changes—
perhaps not always for the better. Ghana became a
classic example for proponents of the controversial
view that duress “causes” reform. A criticism, to
paraphrase Dani Rodrik, is that it is not clear how
much duress is enough to “cause” reform; and as
a result, it is not very convincing when analysts
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simply claim that a reform did not happen because
the situation must not have been bad enough.

Policies in Céte d'Ivoire In contrast, CIV expe-
rienced relatively faster growth in the 1960s and
1970s and then decline from 1980 to the present
(recently more pronounced due to civil conflict). In-
stitutions that appear to perform serviceably for two
decades can have underlying weaknesses that later
emerge—for example, politicians treat weaknesses
as a political opportunity or the system proves to
have too little flexibility as new challenges emerge.

CIV is widely viewed as having started down a
more market-based, export-oriented path in a way
that should have helped the rural agricultural sec-
tor, where most of the population and most people
living in poverty were located. But this did not pre-
vent elites from extracting what they could from the
rural areas. In fact, there were a number of policy
lurches. An apparently favorable tactic might have
been an early policy of effectively trying to keep all
the ethnic groups engaged in and benefiting from
growth in the national economy. There were large
migrations into CIV, for example, including the
forced labor brought into CIV from Burkina Faso
(Upper Volta) by the French in the early 1940s. A
more ethnically based politics in the late 1990s is
viewed by specialists in the politics of CIV as help-
ing to precipitate the disaster of regional and ethnic
conflict in the 2000s.

Enduring Questions By 1990, Ghana was al-
ready being deemed a “success story” by the World
Bank and others. Is it because the nation followed
the right policies? And if so, what explains why
Ghana chose good policies and CIV did not? How
much benefit can be attributed to the volume of aid
itself?

CIV fell into a period of severe conflict in 2002—
2007; many lives were lost, and resources continue
to be diverted into managing the problems, with
perceptions of prospects still damaged. French
military involvement reflected France’s ongoing
unique relationship with CIV. In contrast, Ghana
has so far remained stable. Why? And can it con-
tinue to remain stable? It remains to be seen how
well Ghana comes through its recent discovery and
production of oil. In principle, new resources can
help reduce poverty, directly and indirectly. But
for many countries, a “resource curse” has resulted



from political conflict over resource revenues and an
overspecialized or even “hollowed out” economy
(see Chapter 14).

Have leadership differences mattered for de-
velopment of these countries? Socialist Kwame
Nkrumah constructively supported education but
diverted resources from cocoa exports to local in-
dustry, leading to economic disaster; under duress,
socialist Jerry Rawlings embraced market-oriented
policy reforms that led to short-term pain but long-
term gain. Subsequent leaders have been pragmatic
and at least have done relatively little harm and
perhaps some good. CIV’s capitalist President Félix
Houphouét-Boigny, backed by France (“Francaf-
rique”), seemed early on to be leading his country
to economic success but stole billions from the pub-
lic purse and led the country to ruin while clinging
to power for 33 years until his death in 1993. Subse-
quent leadership has impressed few observers. Of
course, extraordinary leadership in government or
civil society can play a decisive role in the course of
development—think of Nelson Mandela in South
Africa or Muhammad Yunus in Bangladesh. But in
ordinary experience, is leadership the key, or is it
underlying institutions? Or popular movements?
Education? Imported ideas and technology? These
remain enduring questions, and answers may de-
pend on local circumstances.

As an examination of just two countries to il-
lustrate more general evidence in the literature,
it cannot be concluded beyond doubt that institu-
tions set up by Great Britain in Ghana and France
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Absolute poverty

Asset ownership

Character of economic growth
Decile

Disposable income

Elasticity of factor substitution

Factor price distortions

Factors of production
Foster-Greer-Thorbecke
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Concepts for Review

Gini coefficient

Indirect taxes
Kuznets curve
Land reform
Lorenz curve

(Appendix 5.1)

(Appendix 5.1)
index (MPI)

(FGT) index

Questions for Discussion

. Most development economists now seem to agree
that the level and rate of growth of GNI and per
capita income do not provide sufficient measures
of a country’s development. What is the essence
of their argument? Give some examples.

. Distinguish between size and functional distributions
of income in a nation. Which do you conclude is the
more appropriate concept? Explain your answer.

. What is meant by absolute poverty? What measures
of income poverty are favored by development
economists? How do income poverty measures
differ from the UNDP’s Multidimensional Poverty
Index? Why should we be concerned with the mea-
surement of poverty in developing nations?

. What are the principal economic characteristics of
high-poverty groups? What do these characteris-
tics tell us about the possible nature of a poverty-
focused development strategy?

. Describe Kuznets’s inverted-U hypothesis. Discuss
the conceptual merits and limitations of this hypoth-
esis for contemporary developing countries.

. In the text, when we examined statistics from a
wide range of developing countries, we found that
growth does not guarantee poverty reduction; while
higher income is clearly associated with less poverty,
economies can even reach upper-middle-income
status but continue to struggle with a quite high in-
cidence of extreme poverty. What does this tell us
about the importance of the character of a nation’s
growth process and about its institutional structure?

Headcount index
Income inequality

Functional distribution of income

Multidimensional poverty

10.

11.

12.
13.

14.

271

Personal distribution of income
Progressive income tax

Public consumption

Quintile

Redistribution policies
Regressive tax

Subsidy

Total poverty gap (TPG)
Workfare programs

Neoclassical price incentive
model (Appendix 5.1)

What is the relationship between a Lorenz curve
and a Gini coefficient? Give some examples of
how Lorenz curves and Gini coefficients can be
used as summary measures of equality and in-
equality in a nation’s distribution of income.

“The major determinant of a country’s income
distribution is its distribution of productive and
income-earning assets.” Explain the meaning of
this statement, giving examples of different kinds
of productive and income-earning assets.

Are rapid economic growth (as measured by ei-
ther GNI or per capita GNI) and a more equal dis-
tribution of personal income necessarily conflict-
ing objectives? Summarize the arguments both for
and against the presumed conflict of objectives,
and state and explain your own view.

How might inequality lead to faster growth or de-
velopment? How might it lead to slower growth
or development?

Is progress being made in the fight against poverty?
Why or why not?

What types of poverty policies have proved effective?

Economic growth is said to be a necessary but not
sufficient condition to eradicate absolute poverty
and reduce inequality. What is the reasoning be-
hind this argument?

Outline the range of major policy options for a de-
veloping country to alter and modify its size distri-
bution of national income. Which policies do you
believe are absolutely essential? Explain your answer.
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Neoclassical price

incentive model A model
whose main proposition is
that if market prices are to in-
fluence economic activities in
the right direction, they must
be adjusted to remove factor
price distortions by means of
subsidies, taxes, or the like so
that factor prices may reflect
the true opportunity cost of
the resources being used.
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Appendix 5.1

Appropriate Technology and Employment
Generation: The Price Incentive Model

Choice of Techniques: An lllustration

The basic proposition of the neoclassical price incentive model is quite sim-
ple and in the best tradition of the neoclassical theory of the firm. Following
the principle of economy, producers (firms and farms) are assumed to face a
given set of relative factor prices (e.g., of capital and labor) and to use the com-
bination of capital and labor that minimizes the cost of producing a desired
level of output. They are further assumed to be capable of producing that out-
put with a variety of technological production processes, ranging from highly
labor-intensive to highly capital-intensive methods. Thus, if the price of capital
is very expensive relative to the price of labor, a relatively labor-intensive pro-
cess will be chosen. Conversely, if labor is relatively expensive, our economiz-
ing firm or farm will use a more capital-intensive method of production—it
will economize on the use of the expensive factor, which in this case is labor.
The conventional economics of technical choice is portrayed in Figure A5.1.1.
Assume that the firm, farm, industry, or economy in question has only two tech-
niques of production from which to choose: technique or process 0A, which
requires larger inputs of (homogeneous) capital relative to (homogeneous) labor,
and technique or process 0B, which is relatively labor-intensive. Points F and G

Figure A5.1.1

Choice of Techniques: The Price Incentive Model
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represent unit output levels for each process, and the line Q; FGQ] connecting
F and G is therefore a unit-output isoquant. (Note that in the traditional neoclas-
sical model, an infinite number of such techniques or processes are assumed
to exist so that the isoquant or equal-product line takes on its typical convex
curvature.)

According to this theory, optimum (least-cost) capital-labor combinations
(efficient or appropriate technologies) are determined by relative factor prices.
Assume for the moment that market prices of capital and labor reflect their scar-
city or shadow values and that the desired output level is Q; in Figure A5.1.1. If
capital is cheap relative to labor (price line KL), production will occur at point
F using capital-intensive process 0A. Alternatively, if the market prices of labor
and capital are such that labor is the relatively cheap (abundant) factor (line
K" L), optimal production will occur at point G, with the labor-intensive tech-
nique, 0B, chosen. It follows that for any technique of production currently in use,
a fall in the relative price of labor, all other things being equal, will lead to a substi-
tution of labor for capital in an optimal production strategy. (Note that if capital-
intensive process 0A “dominates” labor-intensive process 0B—that is, if technology
0A requires less labor and less capital than 0B for all levels of output—then for
any factor price ratio, the capital-intensive technique will be chosen.)

Factor Price Distortions and Appropriate Technology

Given that most developing countries are endowed with abundant supplies of
labor but possess very little financial or physical capital, we would naturally
expect production methods to be relatively labor-intensive. But in fact we of-
ten find production techniques in both agriculture and industry to be heav-
ily mechanized and capital-intensive. Large tractors and combines dot the ru-
ral landscape of Asia, Africa, and Latin America, while people stand idly by.
Gleaming new factories with the most modern and sophisticated automated
machinery and equipment are a common feature of urban industries, while
idle workers congregate outside the factory gates. Surely, this phenomenon
could not be the result of a lesser degree of economic rationality on the part of
farmers and manufacturers in developing countries.

The explanation, according to the price incentive school, is simple. Because
of a variety of structural, institutional, and political factors, the actual market
price of labor is higher and that of capital is lower than their respective true
scarcity, or shadow, values dictate. In Figure A5.1.1, the shadow price ratio
would be given by line K’ L’, whereas the actual (distorted) market price ra-
tio is shown by line KL. Market wage structures are relatively high because of
trade union pressure, politically motivated minimum-wage laws, an increasing
range of employee fringe benefits, and the high-wage policies of multinational
corporations. In former colonial nations, high-wage structures are often relics of
expatriate remuneration scales based on European levels of living and “hard-
ship” premiums. By contrast, the price of (scarce) capital is kept artificially low
by a combination of liberal capital depreciation allowances, low or even negative
real interest rates, low or negative effective rates of protection on capital goods
imports, tax rebates, and overvalued foreign-exchange rates (see Chapter 13).

The net result of these factor price distortions is the encouragement of in-
appropriate capital-intensive methods of production in both agriculture and
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Factor price distortions
Situations in which factors

of production are paid prices
that do not reflect their true
scarcity values (i.e., their
competitive market prices) be-
cause of institutional arrange-
ments that tamper with the
free working of market forces
of supply and demand.
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Elasticity of factor
substitution A measure of
the degree of substitutability
between factors of produc-
tion in any given production
process when relative factor
prices change.
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manufacturing. Note that from the private-cost-minimizing viewpoint of indi-
vidual firms and farms, the choice of a capital-intensive technique is correct. It
is their rational response to the existing structure of price signals in the market
for factors of production. However, from the viewpoint of society as a whole,
the social cost of underutilized capital, and especially labor, can be very sub-
stantial. Government policies designed to “get the prices right”—that is, to
remove factor price distortions—contribute not only to more employment but
also to a better overall utilization of scarce capital resources through the adop-
tion of more appropriate technologies of production.

The Possibilities of Labor-Capital Substitution

The actual employment impact of removing factor price distortions will de-
pend on the degree to which labor can be substituted for capital in the pro-
duction processes of various developing-world industries. Economists refer to
this as the elasticity of factor substitution and define it roughly as the ratio
of the percentage change in the proportion of labor used relative to capital
(labor-capital or L/K ratio) compared to a given percentage change in the price
of capital relative to labor (Pg/P;r). Algebraically, the elasticity of substitution,
Mk can be defined as follows:

_d(L/K) (L/K)
KT 4 (Pe/Py) (P/Pr) (A31D)

For example, if the relative price of capital rises by 1% in the manufacturing
sector and the labor-capital ratio rises as a result by, say, 1.5%, the elasticity of
substitution in the manufacturing industry will be equal to 1.5. If Pg/P; falls
by, say, 10% while L/K falls by only 6%, the elasticity of substitution for that
industry will be 0.6. Relatively high elasticities of substitution (ratios greater
than about 0.7) are indicative that factor price adjustments can have a sub-
stantial impact on levels and combinations of factor utilization. In such cases,
factor price modifications may be an important means of generating more
employment opportunities.

In general, most empirical studies of the elasticity of substitution for man-
ufacturing industries in less developed countries reveal coefficients in the
range 0.5-1.0. These results indicate that a relative reduction in wages (either
directly or by holding wages constant while letting the price of capital rise) of,
say, 10% will lead to a 5% to 10% increase in employment.
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Appendix 5.2

The Ahluwalia-Chenery Welfare Index

The necessity of reorienting development priorities away from an exclusive
preoccupation with maximizing rates of GNI growth and toward broader so-
cial objectives such as the eradication of poverty and the reduction of exces-
sive income disparities is now widely recognized throughout the developing
world. Figures for GNI per capita give no indication of how national income
is actually distributed and who is benefiting most from the growth of produc-
tion. We have seen, for example, that a rising level of absolute and per capita
GNI can camouflage the fact that the poor are no better off than before.

The calculation of the rate of GNI growth is largely a calculation of the
rate of growth of the incomes of the upper 40% of the population, who re-
ceive a disproportionately large share of the national product. Therefore, the
GNI growth rates can be a very misleading index of improved welfare. To give
an extreme example, suppose that an economy consisted of only 10 people
and that 9 of them had no income at all and the tenth received 100 units of
income. The GNI for this economy would be 100 and per capita GNI would
be 10. Now suppose that everyone’s income increased by 20% so that GNI
rose to 120 while per capita income grew to 12. For the 9 individuals with
no income before and still no income now (1.20 X 0 = 0), such a rise in per
capita income would provide no cause for rejoicing. The one rich individual
still would have all the income. And GNI, instead of being a welfare index of
society as a whole, is merely measuring the welfare of a single individual!

The same line of reasoning applies to the more realistic situation where
incomes are very unequally distributed, although not perfectly unequal as in
our example. Taking the figures from Table 5.1, where we divided the popula-
tion into quintiles that received 5%, 9%, 13%, 22%, and 51% income shares,
respectively, we found that these income shares are a measure of the relative
economic welfare of each income class and that the rate of income growth in
each quintile is a measure of the economic welfare growth of that class. We can
approximate the growth in the total welfare of society as the simple weighted
sum of the growth of income in each class. This is in fact what the rate of GNI
growth measures—the weights applied to each income class are their respec-
tive shares of national income. To be specific, in the case of a population di-
vided into quintiles according to rising income levels, we have

G = w1g1 + ngz + ZU3g3 + ZU4g4 + ZU5g5 (A521)

where G = a weighted index of growth of social welfare, g; = the growth rate
of income of the ith quintile (where the i quintiles are ordered 1, 2, 3, 4, and
5 in our example), and w; = the “welfare weight” of the ith quintile (in our
example, w; = 0.05, w, = 0.09, w3 = 0.13, wy = 0.22, and w5 = 0.51). As long
as the weights add up to unity and are nonnegative, our overall measure of the
growth of social welfare, G, must fall somewhere between the maximum and
minimum income growth rates in the various quintiles. In the extreme case of
all income accruing to one individual or one group of individuals in the highest
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quintile and where the welfare weights are the income shares (as they are with
GNI growth calculations), Equation A5.2.1 would be written as

G = 081 + ng + 0g3 + 0g4 + 1g5 = 1g5 (A522)

The growth of social welfare would therefore be associated exclusively with
the growth of incomes of the top quintile of the population!

In the example derived from Table 5.1, the GNI-share-weighted index of
social welfare would be written as

Now suppose that the income growth rate of the bottom 60% of the popu-
lation was zero (g7 = g» = g3 = 0) while that of the top 40% was 10% (g4 =
g5 = 0.10). Equation A5.2.3 could then be written as

G = 0.05(0) +0.09(0) + 0.13(0.10) + 0.22(0.10) + 0.51(0.10) = 0.073 (A5.2.4)

and the social welfare index would rise by more than 7%, which is the rate
of growth of GNI (i.e., GNI would rise from 100 in Table 5.1 to 107.3 if the
incomes of the 4th and 5th quintiles grew by 10%). Thus, we have an illustra-
tion of a case where GNI rises by 7.3%, implying that social well-being has
increased by this same proportionate amount even though 60% of the popu-
lation is no better off than before. This bottom 60% still has only 5, 13, and
22 units of income, respectively. Clearly, the distribution of income would be
worsened (the relative shares of the bottom 60% would fall) by such a respect-
able growth rate of GNI.

The numerical example given by Equation A5.2.4 illustrates our basic
point. The use of the growth rate of GNI as an index of social welfare and as a
method of comparing the development performance of different countries can
be misleading, especially where countries have markedly different distribu-
tions of income. The welfare weights attached to the growth rates of differ-
ent income groups are unequal, with a heavy social premium being placed on
the income growth of the highest-quintile groups. In the example of Equation
A5.2.3, a 1% growth in the income of the top quintile carries more than 10
times the weight of a 1% growth in the lowest quintile (0.51 compared with
0.05) because it implies an absolute increment that is 10 times larger. In other
words, using the measure of GNI growth as an index of improvements in so-
cial welfare and development accords to each income group a welfare valua-
tion that corresponds to its respective income share (i.e., a 1% increase in the
income of the richest 20% of the population is implicitly assumed to be more
than 10 times as important to society as a 1% increase in the income of the bot-
tom 20%). It follows that the best way to maximize social welfare growth is to
maximize the rate of growth of the incomes of the rich while neglecting the
poor! If ever there was a case for not equating GNI growth with development,
this example should provide a persuasive illustration.



CHAPTER 5 Poverty, Inequality, and Development

Constructing a Poverty-Weighted Index of Social Welfare

An alternative to using a simple GNI growth rate or distributive share index
of social welfare would be to construct an equal-weights or even a poverty-
weighted index. Such indexes might be especially relevant for countries con-
cerned with the elimination of poverty as a major development objective. As the
name indicates, an equal-weights index weights the growth of income in each
income class not by the proportion of total income in that class but rather by
the proportion of the total population—that is, all people are treated (weighted)
equally. In an economy divided into quintiles, such an index would give a
weight of 0.2 to the growth of income in each quintile. So a 10% increase in the
income of the lowest 20% of the population would have the same bearing on
the overall measure of social welfare improvements as a 10% increase in the top
20% group or in any other quintile group, even though the absolute increase in
income for the bottom group would be much smaller than for the upper groups.
Using an equal-weights index in our example of a 10% income growth of
the top two quintiles with the bottom three remaining static, we would have

G = 0.20g; + 0.20g, + 0.20g3 + 0.20g4 + 0.20gs5 (A5.2.5)
or, inserting growth rates for g, through gs,
G =020(0) +0.20(0) + 0.20(0) + 0.20(10) + 0.20(0.10) = 0.04 (A5.2.6)

Social welfare would increase by only 4%, compared to the 7.3% increase
recorded by using the distributive shares or GNI growth rate index. Even
though recorded GNI still grew by 7.3%, this alternative welfare index of de-
velopment would show only a 4% rise.

Finally, consider a developing country that is genuinely and solely con-
cerned with improving the material well-being of, say, the poorest 40% of its
population. Such a country might wish to construct a poverty-weighted index
of development, which places “subjective” social values on the income growth
rates of only the bottom 40%. In other words, it might arbitrarily place a wel-
fare weight on wy of 0.60 and on w, of 0.40 while giving ws;, wy, and ws zero
weights. Using our same numerical example, the social welfare growth index
for this country would be given by the expression

G = 0.60g; + 0.40¢g, + 0g3 + 0gy + 0gs (A5.2.7)

which, when substituting g = go = g3 = 0 and g4 = g5 = 0.10, becomes
G =0.60(0) +040(0) +0(0) +0(0.10) + 0(0.10) =0 (A5.2.8)

The poverty-weighted index therefore records no improvement in social wel-
fare (no development), even though recorded GNI has grown by 7.3%!
Although the choice of welfare weights in any index of development is
purely arbitrary, it does represent and reflect important social value judgments
about goals and objectives for a given society. It would certainly be interest-
ing to know, if this were possible, the real implicit welfare weights of the
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various development strategies of different developing countries. Our main
point, however, is that as long as the growth rate of GNI is explicitly or implic-
itly used to compare development performances, we know that a “wealthy
weights” index is actually being employed.

To put some real-world flavor into the discussion of alternative indexes of
improvements in economic welfare and to illustrate the usefulness of different
weighted growth indexes in evaluating the economic performance of various
countries, consider the data in Table A5.2.1 compiled by Montek Ahluwalia and
Hollis Chenery. The table shows the growth of income in 12 countries as mea-
sured first by the rate of growth of GNI (GNI weights), second by an equal-
weights index, and third by a poverty-weighted index where the actual weights
assigned to income growth rates of the lowest 40%, the middle 40%, and the top
20% of the population are 0.6, 0.4, and 0.0, respectively. Some interesting conclu-
sions emerge from a review of the last three columns of Table A5.2.1:

1. Economic performance as measured by equal-weights and poverty-
weighted indexes was notably worse in some otherwise high-GNI-growth
countries like Brazil, Mexico, and Panama. Because these countries all ex-
perienced a deterioration in income distribution and a growing concentra-
tion of income growth in the upper groups over this period, the equal-
weights and poverty-weighted indexes naturally show a less impressive
development performance than the simple GNI measure.

2. In five countries (Colombia, Costa Rica, El Salvador, Sri Lanka, and Taiwan),
the weighted indexes show a better performance than GNI growth, be-
cause the relative income growth of lower-income groups proceeded more
rapidly over the period in question in those five countries than that of the
higher-income groups.

TABLE A5.2.1 Income Distribution and Growth in 12 Selected Countries

Upper
Country 20%
Brazil 6.7
Colombia 5.2
Costa Rica 4.5
El Salvador 3.5
India 53
Mexico 8.8
Panama 8.8
Peru 3.9
Philippines 5.0
South Korea 124
Sri Lanka 3.1
Taiwan 4.5

Income Growth Annual Increase in Welfare
Middle Lowest GNI Equal Poverty
40% 40% Weights Weights Weights
3.1 3.7 5.2 4.1 3.5
7.9 7.8 6.2 7.3 7.8
9.3 7.0 6.3 7.4 7.8
9.5 6.4 5.7 7.1 7.4
3.5 2.0 4.2 3.3 2.5
58 6.0 7.8 6.5 59
9.2 3.2 8.2 6.7 52
6.7 2.4 4.6 44 3.8
6.7 44 55 5.4 52
9.5 11.0 11.0 10.7 10.5
6.3 8.3 5.0 6.5 7.6
9.1 12.1 6.8 9.4 11.1

Sources: International Bank for Reconstruction and Development/The World Bank: Redistribution with Growth: An Approach to Policy. Copyright © 1974 by The World Bank.

Reprinted with permission.
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3. In three countries (Peru, the Philippines, and South Korea), little change in
income distribution during the period in question resulted in little varia-
tion between the GNI measure and the two alternative weighted indexes
of social welfare.

We may conclude, therefore, that a useful summary measure of the degree
to which economic growth is biased toward the relative improvement of high-
income or low-income groups is the positive or negative divergence between a
weighted social welfare index and the actual growth rate of GNI.
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