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Foreword

This book by Moazam Mahmood is about poverty and economic devel-
opment. In my own country, the United Kingdom, we are accustomed to
think of poverty in relative terms, with household or individual poverty
defined in relation to median income. In developing countries, a more
relevant concept is absolute poverty. Globally, the total number of people
living in extreme poverty (less than US$1.25 per day) has been gradually
falling, but poverty of this variety is still extensive in the least developed
countries where the ‘bottom billion’ live. These countries are mainly, but
not exclusively, located in sub-Saharan Africa. This is of particular con-
cern since these are also the countries with the highest fertility rates and
population growth. Assuming a considerable decline in fertility, the UN
projects that the population of today’s least developed countries will rise
from 1.0 billion at present to 4.0 billion by the end of the century. With
an even larger decline in fertility, the projected population at the end of
the period is 2.8 billion. It will be a major challenge to reduce poverty in
the face of population growth on this scale.

As the author makes clear, economic growth is the key to any major
improvement in living standards in the least developed countries. In
countries higher up in the development ladder, productivity throughout
the economy is typically higher than in the least developed countries,
there are fewer people working in agriculture, and there are more people
working in industry and services, where earnings are on average higher
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and more secure than in agriculture. However, one should not be too
starry-eyed about the benefits of economic development. In 2013, some
65 percent of all employed persons in the least developed countries were
classified as extremely poor or moderately poor (less than US$2 per day).
In somewhat richer countries on the next rung of the development lad-
der, the figure was 48 percent. The really big change comes in the transi-
tion to emerging economy status where ‘only’ 10 percent of employed
persons were extremely or moderately poor in 2013. This is a big improve-
ment over the situation in the least developed countries, but it is still a
long way behind the advanced economies.

Poverty can be alleviated through public transfer and expenditure pro-
grammes. These can take many forms, ranging from old-age pensions to
subsidised or free food, health, and education. The generosity and form
of such programmes depends, of course, on the wealth of the country
concerned. Not surprisingly, they are more generous in richer countries,
but they also exist to some extent in all countries. The authors estimate
that, in 2012, US$72 billion would have been needed to eliminate
extreme poverty in developing countries as a whole. This represents 0.16
percent of global income and 0.31 percent of developing country income.
In the least developed countries the cost of eliminating extreme poverty
would be 3.9 percent of their very small GDP.

The obstacles to rapid economic growth in the least developed coun-
tries are numerous, but the author singles out the following: a low share
of manufacturing in national output and a low level of investment in
physical and human capital. Moreover, much of the physical investment
which does occur goes into resource extraction, which is of uncertain
long-term benefit. Quite apart from their impact on economic growth,
investment in human capital and an expansion of manufacturing have
valuable spin-offs. The education of women, for example, is associated
with lower fertility and smaller family size, and thereby a lower risk of
poverty. Manufacturing jobs are relatively well-paid and secure, so an
expansion of this sector helps to reduce poverty and insecurity.

An important, if unsurprising, finding in this book is the influence of
demography (population) on the level and growth rate of employment in
developing countries. With no alternative means of support, people must
take whatever work that is available no matter how badly paid, and many
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of them end up working for a pittance in the unregulated informal sector
which acts as a sponge to absorb excess labour. If the working-age popula-
tion grows rapidly, employment will also grow rapidly, no matter how
strong or weak the underlying demand for labour. If demand is weak, as
is often the case in the least developed countries, the result will be an
expansion in the number of working poor. Concern about the number of
working poor is not confined to the least developed countries. It has been
a common theme in recent years even in advanced economies, although
the conventional poverty line in these economies is, of course, much
higher than in many developing countries.

These are just some of the topics covered by Moazam Mahmood. In
this absorbing book, he provides systematic and comprehensive evidence
to support his numerous insights into economic conditions in develop-
ing countries. Before reading this book, I was familiar with the general
theme, but was not really aware of the details or conversant with the
evidence. Having read it, I now consider myself to be well informed.

King’s College Robert Rowthorn
Cambridge, UK
6 January 2017



Preface

This book makes one premise, and poses one question, which it then
attempts to answer.

The Premise

The premise is that growth theory ought to apply to development eco-
nomics. Its provenance is longer, making it richer, and more rigorous, to
yield better analysis.

In academia, growth theory is taught and treated separately from devel-
opment economics—as though models of economic growth are abstracted
purely from the advanced economies (AEs), while models of economic
development are abstracted purely from developing countries (DCs)
seeking to catch up to the former. Both sets of models—growth and
development—are agent-based. But the environments in which these
agents operate are considered distinct, with AEs blessed with more com-
plete markets for capital, labour, land, and outputs, and DCs with less
complete markets in these. Hence, agent behaviour is said to vary between
AEs and DCs to cope with the difference in completeness of markets.

This is the distinction largely used to justify the difference in models of
growth between AEs and DCs, between growth theory and development
economics.

Xi
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But are there indeed special laws in economics, as in physics, that
change with context, or are these laws general and universal? Precisely
because the debate may be complex, I favour taking Occam’s razor to it
and working on the premise that the laws in economics are general and
universal until there is serious empirical challenge. So, the book assumes
that the same laws of economics govern DCs as AEs. And that, in the
near future, these laws will be the same as in the near past. In the parlance
of quantum physics, the laws in economics are not background-specific.

The Question and Entailed Methodology

Based on this premise of the universality of economic laws, across space
and recent time, the book poses the question: what laws explain differ-
ences in per capita incomes among DCs and with AEs? Why do some
countries move up the income ladder and others not? Is there a catch-up
to AEs? And if so, why are some countries catching up better?

To answer this fundamental question, the book leads with empirics
and a positivist methodology. An empirical answer is sought and then
squared and supplemented with theory. And as warranted, the theory
takes a modest step forward.

The resulting analysis and implied policy are heterodox. The book
finds itself largely in the classical and Kaldorian tradition on growth, in a
more development mode on informality-driven labour markets, riding
classical and institutional public goods horses on accumulation, and sup-
portive of enabling neoclassical macroprudential policies.

Specifically, the book examines over 140 DCs observed consistently
over the past third of a century. In theory, this could yield over 140 distinc-
tions between them. However, three categories of countries are observed to
cluster, not just in the present but also in their change over the last 33 years.
Least developed countries (LDCs), defined essentially as those below
US$1000 per capita in 2012 USS$, largely based on the UN definition,
appear to be a distinct category of DCs over the past third of century, with
more economic similarities than dissimilarities. Lower- and middle-income
countries (LMICs), defined as falling between US$1000 and US$4000,
based on the World Bank’s definition, also prove to be a distinct and stable



Preface Xiii

category of DCs over the past third of a century. Emerging economies
(EEs), defined as falling between $4000 and US$12,000, again based on
the World Bank’s definition, are the third distinct and stable category of
DCs over the past 33 years. AEs fall above US$12,000 per capita in 2012
US$, as a distinct and stable category of countries over the past 33 years.

To clarify, these three categories of DCs remain stable over the past
third of a century: LDCs, LMICs, and EEs. This does not mean that each
country remains trapped in the same category over time, for some coun-
tries do move up this income ladder. But it does mean that a distinct
category of countries has remained trapped in this income band below
US$1000 per capita over the past third of a century. Likewise, LMICs,
EEs, and AFEs are all stuck in their income bands. There has not been a
bunching of these four categories over time, into three, two, or one.

Then the fundamental question of development can be reposed as:
what laws explain why LDCs have remained trapped as LDCs over the
past third of a century, and not become LMICs or EEs or AEs? Similarly,
why have LMICs and EEs remain trapped in their income boundaries
and not risen higher up the income ladder over such a long period?

The Answer in Three Regularities

The answer the book comes up with is: one law. It is not the quantum of
growth that explains per capita incomes or their change over time. It is en
fait the composition of this growth that explains per capita incomes and
their change over time quite well.

This law is based on three regularities observed to hold for these 140-
plus countries over the past third of a century.

One regularity holds in GDP growth. It is not the quantum of GDP
growth that explains per capita incomes of a country. It is the composi-
tion of GDP growth that explains per capita incomes and their change
over time. Specifically, it is the classical and Kaldorian emphasis on
manufacturing which is vindicated through this large sample test. In a
modest step forward in this tradition, the share of manufacturing is
observed to explain per capita incomes, while growth in shares explains

growth in GDP very well.
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A second regularity holds in the labour market. It is not the quantum
of job growth or unemployment that explains per capita incomes or their
change over time. Quantum indicators are observed to be second-best
indicators of weaknesses or strengths in the labour market in DCs, given
the high levels of informality prevalent. Then, it is job quality that is seen
to explain per capita incomes and change in them quite well. Further, job
quality emerges not just as a residual spillover from GDP growth, but as
a policy lever to leverage growth through higher-productivity forms of
employment.

The third regularity holds in the macro drivers of growth and jobs. It
is not just the quantum of accumulation that drives growth and jobs to
determine the level of per capita incomes. It is the composition of the
accumulation of capital which comes to explain per capita incomes across
DCs. Specifically, accumulation in physical capital is observed to be as
important as the accumulation in human capital, both coming to explain
per capita incomes better than either one.

These three regularities are observed to hold over the past third of a cen-
tury, despite a changing global and regional macro environment for DCs.

The macro environment in Latin America during the 1980s and the
1990s saw crises, with balance-of-payment concerns prompting depreci-
ating exchange rates and falling employment and wage rates in turn. The
macro environment in Africa was one of weak growth, pulled largely by
commodity prices, but dampened by low investment, public and private,
especially in infrastructure. The macro environment in Asia was better,
with stronger growth, led especially by the East Asian tigers, China, Hong
Kong (China), Indonesia, Malaysia, Singapore, South Korea, and
Thailand.

The river of the global macroeconomy, into which the DCs stepped in
the 1980s to the mid-1990s, was one of expanding aggregate demand
and offshoring from AEs, leading to expanding demand for the products
of the DCs, manufactures, and commodities.

But this river of the global macroeconomy changed course from the
second half of the 1990s with the Asian crisis, prompted by weak macro
fundamentals. Unsecured debt overhangs and unsustainable fixed
exchange rates combined to reverse capital inflows into the East Asian
tigers, minus China, depreciating exchange rates, depressing asset values,
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and deflating aggregate demand, exports, investment, employment, and
wages. Multilateral policy advice to the beleaguered East Asian countries
was largely, simply wrong. National policy responses were defensive and
sensible, like capital controls in Malaysia, propping up minimum wages
in Thailand and social floors in South Korea, but questioned under the
neoclassical model of multilateral advice. China also saved the day by not
devaluing its pegged exchange rate, which might have led to a beggar-
thy-neighbour devaluation race to the bottom.

The Asian crisis tipped the global economy into a synchronised global
recession at the start of the millennium, but it was short-lived and fol-
lowed by a macro boom till 2007 and the onset of the global recession,
led by macro headwinds in the AEs, which still lingers today.

The point is that the river of the global macroeconomy has varied, with
booms and busts, global and regional. Global aggregate demand has
often helped DCs, and then not. Multilateral advice, after a fashion, has
helped, and then not, precipitating or supplementing, both booms and
perversely busts.

This brings back the premise of the book. The DCs have, over the past
third of a century, not always stepped into the same proverbial global
macroeconomic river twice—but different rivers at different points in
time—and yet the three regularities have held. Then, the laws of econom-
ics are not that background-dependent. If they held in the near past, with
varying global macroeconomic contexts of booms and busts, then they
should hold in the near future—until there is serious empirical
challenge.

On this premise of the generalisation of economic laws, from the near
past to the near future, the book uses each regularity to imply policy.

Policy

The first regularity on growth emphasises the composition of GDP
growth over the quantum of GDP growth in determining the level of
income of a country and catch-up—moving up the income ladder. This
puts one policy caveat on growth—that it should be based on productive
transformation, enhancing the share of manufacturing.
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However, a policy prior on normative and welfare grounds is that
growth should be poverty-reducing, providing a rising share of the caloric
needs of the food-deficient. This makes for two policy caveats on
growth—that growth should be more inclusive and based on productive
transformation.

Hence, the policy chapter on growth first looks at the macro determi-
nants of poverty reduction and the policy needs that stem from this. It
then looks at the policy needs for productive transformation.

The second regularity on jobs prioritises job quality over job quantity
in determining the level of income and movement up the income ladder.
The limited size of the formal economy implies that more jobs are created
in the informal economy, with a significant proportion among the work-
ing poor—workers whose incomes fail to meet even the caloric needs of
their family. So, the quantum of jobs created matters less, with many of
them being of very weak quality, with low productivity and incomes, and
in onerous, often hazardous, working conditions.

With the informal, unregulated sector generating weak-quality jobs to
absorb and match supply-side demographics, it is then the job quality
rather than quantity which better reflects the state of the labour market
and becomes a better predictor of country incomes—and a better policy
lever to move countries up the income ladder.

A key element in improving job quality is the divide between the regu-
lated formal economy and the unregulated informal economy. Policy to
register and regulate the labour market is observed to improve forms of
employment, with higher productivity, incomes, and access to national
regulatory legislation, purview, and social floors.

The third regularity on the macro drivers of growth and jobs stresses
the composition of accumulation as much as the quantum of accumulation
in determining the level of income and movement up the income ladder.
Investment in human capital is seen to be as important as investment in
physical capital in explaining country income and change in it.

Policy incentives to increase the supply of physical capital are seen to
turn crucially on lowering the cost of capital. Here, prudential macro
policy plays as strong a role as regulatory policy on banking spreads.
Policy incentives to increase the supply of human capital are seen to turn
crucially on provisioning of public goods, especially primary and second-
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ary education. Policy incentives to increase intangible capital are seen to
depend on public provisioning of tertiary education.

Regularities Redux

In conclusion, the premise of the book seems warranted, with the regu-
larities holding across the varying institutional space of over 140 DCs,
and across time, a third of a century, with varying global macro contexts.
The laws of economics are not that background-dependent. One such
law appears to hold well for DCs and their comparator AEs—that to
explain levels of per capita incomes across these countries, and changes in
them over time, what matters less is the quantum of GDP growth, and
more the composition of this growth. The law is based on the three regu-
larities that appear to define recent development. The composition of
growth matters, for it has to be poverty-reducing and transformative. Job
quality matters, for it has to reduce vulnerability and increase productiv-
ity. And accumulation of capital has to be physical, human, and
knowledge-based.

Lahore, Punjab, Pakistan Moazam Mahmood
Beijing, China
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Introduction

The crisis persisting in the advanced economies (AEs) and its spillovers
into developing countries (DCs) has put the longer-term agenda of devel-
opment—the development of countries and people—somewhat on the
analytic and policy backburner. Day-to-day management of macro fun-
damentals in the global economy and the labour market have consumed
decision makers and analysts with faltering gross domestic product
(GDP) growth, elevated unemployment, and a continuing threat of
deflation. The aim of this book is to bring back some balance through
focus on the bigger and more intractable problem of development facing
some 145 countries. Indeed, the vulnerability of these DCs to the crisis
and their recovery, which is their cyclical problems, are bound to their
longer-run, more structural challenges of development.

1.1 The Immense Contextual Literature
on Development

Development theory and its empirical moorings are myriad. Two distinc-
tions in this iconography stand out. There are explanations of the quan-
tum of growth, which is the central concern of both neoclassical and
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accumulation arguments, the exemplars par excellence being the Harrod—
Domar growth model (see Harrod 1948) and Solow (1956)" on the one
hand, and Mill (1848), Say (1821), and Marshall (1920) on the other,
which are indeed important to consider. And then there are explanations
of the content of this growth, which is the more prolific literature empha-
sising a variety of structural constraints. These go from sectors, with pro-
genitors like Verdoorn (2002), Lewis (1954), and Kaldor (1966) among
the classics, to the emphasis on tradeables versus primary production like
Singer (1950) and Prebisch (1962); to the latter-day structural transfor-
mationists like Chang (2002, 2005), Lin (2011), Lin and Chang (2009),
Hausmann et al. (2005), and Hausmann et al. (2008); to the institution-
alists like North (2008) and Acemoglu et al. (2000). And then there are
the crossovers, where the quantum of growth depends on both the quan-
tum of investment and the content of investment, which is an endoge-
nous growth theory emphasising human capital (see Lucas 1988; Mankiw
et al. 1992; Easterly and Levine 2001), the inability to capture human
capital in embodied investment emphasised by Robinson (1953, 1962),
and some innovations suggested by intangible knowledge-based capital
for example by Dutz et al. (2012).

The labour market appears on the surface to be orthogonal to this
macro literature on growth for development.? But it comes in very
strongly in the content of growth literature, through the examination of
output per person—Ilabour productivity—and the returns to work, the
wage, especially emphasised by the classics, Verdoorn (2002), Lewis
(1954), and Kaldor (1966). The labour market and work also comes in
through the determination of labour productivity through the sectoral
transformation literature and the human capital literature.

Which gives a very rich literature to guide this book.

1.2 This Book’s Take on Development

The message of this book is that development can be well defined in terms of
empirically observed regularities in three principal areas: growth, jobs, and
the macro drivers of growth and jobs. And these regularities show that
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development can be about the quantum of change, but is much more about
the composition of this change.

The yardstick of development in the areas of growth, jobs, and their
macro drivers arguably returns to the individual. Increasing the returns to
the individual is good and desirable, which implies increasing individu-
als’ productivity. Hence per capita incomes and their increase over time
becomes a good benchmark of development in both growth and jobs. It
makes sense then to categorise DCs in terms of their per capita incomes,
to observe what separates higher- from lower-income countries, and to
explain the differences in their behaviour. It is these differences that allow
them to move up the per capita income ladder.

1.3 The Methodology of the Book

This book then examines growth and employment in 145 countries
defined as DCs, over the long run of the past third of a century—{rom
1980 to 2013. DCs are defined, after the World Bank’s criteria, as those
with per capita incomes falling below US$12,000. To facilitate analysis of
such a large number of countries, there had to be some aggregation of
these 145 DCs. But to also acknowledge their immense diversity, they
have for a start been divided into three income categories.’ Least devel-
oped countries (LDCs) are defined by the United Nations’ criteria, which
are those that fall below US$1000 per capita, but additionally a few
whose structural characteristics bring them into this group. Lower- and
middle-income countries (LMICs) lie between US$1000 and US$4000
per capita. Emerging economies (EEs) lie between US$4000 and
US$12,000 per capita. AEs then fall above US$12,000 per capita.

The book examines differences in growth and employment patterns
between these income categories of DCs, and their policy drivers.

The typology of country categories is widened in the search for expla-
nations of distinguishing between better and worse outcomes amongst
the 145 DCs and the policy explanations sought for them. One such
categorisation is the degree of reliance on extractives. Another categorisa-
tion is country reliance on macro drivers of growth, such as being
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investment-led or investment-shy, export-led, and being both export-led
and consumption-led.

1.4 The Structure of the Book
Three Regularities Shaping Development

The book argues that development can be well defined in terms of empirically
observed regularities in three principal areas: growth, jobs, and macro drivers
of growth and jobs. And these regularities show that development can be
about the quantum of change, but is much more about the composition of this
change. Each of these empirical regularities, derived in the first part of the
book, implies a specific set of policies in the second part.

Part 1. Three Empirical Regularities in Development:
In Growth, Jobs, and Macro Drivers

Chapter 2. A Regularity in Growth Patterns in DCs:
The Quantum and Composition

The quantum of growth does not explain the wide variety in different levels of
income per capita amongst DCs. The composition of growth, in terms of pro-
ductive transformation and structural change, explains this wide heterogene-
ity berter.

GDP growth rates for the three income categories, LDCs, LMICs, and
EEs, have converged over time. Hence GDP growth rates per se do not
distinguish well between these income categories. So, the quantum of
change does not explain well why LDCs do not become LMICs, LMICs
do not become EEs, or EEs do not become AEs. What consistently dis-
criminate between LDCs, LMICs, and EEs, over the past third of a cen-
tury, is the development of manufacturing. The range in manufacturing
shares over the past 33 years moves in lockstep up the income ladder.
LDCs have remained trapped below a 10 percent share in GDP for man-
ufacturing over this period, LMICs in the teens and EEs in the twenties.
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Hence the composition of change appears to explain how countries move
up the income ladder. This striking empirical regularity in productive
transformation may not imply specific industrial policy for each DC, but
it is broadly indicative of what has worked in the past, and can be a major
policy for the future.

Chapter 3. A Regularity in Employment Patterns in DCs: Jobs
and Good Jobs

Employment growth is demographically led in DCs. Hence job quality, that
is, composition of employment, is a better indicator of labour market success
or distress in DCs.

This chapter sets out to examine the patterns of employment across
DGCs, in terms of distinguishing between the characteristics of LDCs,
LMICs, and EEs. It does not find the quantum of employment growth
to be the best estimator of improvement or distress in the labour markets
of DCs. The reason is that in DCs, lack of social protection compels the
poor and low-income part of the labour force to work, which causes
employment growth to be largely determined by labour force growth.
Employment growth is then determined more by demographic supply-
side factors, than by economic demand-side factors. This makes job qual-
ity a better estimator of labour market improvement or distress. Job
quality is demonstrated to be correlated to employment in the informal
economy, where workers are not registered. These unregistered workers
are employed in both unregistered enterprises and registered ones. Using
these statistical definitional building blocks, estimates are derived for
informality for a large number of DCs. Such a large-scale empirical esti-
mate is rare. Further, this estimate of informality is decomposed to indi-
cate vulnerability, and correlated to other indicators of job quality, like
the working poor.

A question of causality arises, as to whether job quality is merely a
trickle-down effect of higher incomes, or whether job quality can leverage
countries up the income ladder. Some evidence is provided showing the
circularity and cumulativeness of the development process, with job
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quality and productivity and hence incomes all moving together up the
income ladder. That is, job quality need not lag behind growth.

Chapter 4. A Regularity in the Macro Drivers of Growth
and Jobs: Accumulation of Physical Capital and Human
Capital

Quantitative change in macro aggregates driving growth, like investments
and savings, matter. However, the composition of the drivers of growth
between investment in physical capital, human capital, and intangibles mat-
ters even more.

The third empirical regularity emerges in the macro drivers of GDP
growth and jobs. The conventional macro drivers of GDP growth and
jobs are borne out in the form of investment and savings, climbing
in lockstep up the income ladder. LDCs are particularly seen to be
trapped at low levels of savings and investment. Interestingly, exports do
not provide such a consistent explanation of moving up the income lad-
der, nor do other macro drivers like consumption and government expen-
diture. However, a more comprehensive explanation of moving up the
income ladder is provided by examining the composition of capital accu-
mulation. While physical capital is observed to be important, investment
in human capital is seen to discriminate very well between DCs as a
whole and AEs. The explanation improves further in considering differ-
ent forms of human capital, going from investment in primary education
to investment in higher-skilled intangibles.

Part 2. Three Policy Drivers of Development

Chapter 5. Putting Caveats on Growth: Policy for Inclusion
and Productive Transformation

This first policy chapter on growth harks back to the first empirical chapter’s
finding on growth—that the quantum of growth does not explain DCs mov-
ing up the per capita income ladder as well as the composition of this growth
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explains it. So, growth, to explain catch-up in country incomes, needs a caveat
on it, which is that the composition of this growth must exhibit structural
change. But arguably, and with a large literature to support it, growth should
in the first instance be poverty reducing. If we are to prioritise the needs of the
population, then the first priority should be, meeting the caloric needs of the
population falling below the required dietary allowance. This puts two policy
caveats on growth. That it should be poverty-reducing. And that it should be
based on productive transformation of the structure of the economy. The chap-
ter examines the policy conditions required to meet these two caveats on
growth.

This policy chapter on inclusive growth is structured into four parts.
Section 5.1 looks at some key determinants of poverty based on an
empirical analysis of some 75 DCs. Section 5.2 looks at the policy needs
to fill the income gap of the poor, through transfers and enhanced labour
incomes. Section 5.3 looks at the non-income needs of the poor, and the
role of public goods in meeting those needs. Strategic policy to fill the
income and non-income gaps is discussed. Section 5.4 looks at the policy
needs for productive transformation.

In Sect. 5.1, the empirical analysis of poverty in DCs is based on iden-
tifying who the poor are. It shows the largest quantitative determinants
to be a demographic drag, comprising the children and the elderly, and
vulnerable workers. Both pull these populations below the poverty line.

In Sect. 5.2, the identification of the poor then allows an estimation of
the income gap, and what kinds of income would be needed to fill this
gap. The young and the elderly, not being of working age, would require
more transfer incomes, to fill their gaps. Vulnerable workers would
require enhanced labour incomes, through higher productivity, wages,
and employment levels. Policy on transfers and enhancing labour incomes
is examined in the light of the literature and country experiences.

Non-income gaps to reduce poverty (Sect. 5.3) are identified in three
key areas, health, education, and subsidies on consumption. The role of
public goods in these areas is seen as being indispensable in filling in the
gaps for the poor in health, education, and nutrition.

Turning to the second caveat on growth, in Sect. 5.4, policy on pro-
ductive transformation is examined. A strategic area focussed on is
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country experiences in industrial catch-up, with educational attainments
and capabilities playing key roles.

Chapter 6. Policy for Jobs: Reducing Informality

The second policy chapter, on jobs, harks back to the findings of the empirical
second chapter on jobs, that the quantum of employment growth does not
explain per capita incomes, while job quality does. This policy chapter argues
that a major determinant of job quality is arguably informality, with wide-
ranging weaknesses in informal jobs. Hence policy to reduce informality is
seen as a strategic policy lever to improve job quality. Employment policies
should then focus on enforcing registration of both workers and enterprises to
reduce informality and improve job quality. They should also be comple-
mented by social provision policies which have an impact on workers vulner-
ability and on productivity and internal demand.

Given the empirical regularity found between per capita income levels
and job quality, the notion of informality suggests itself as a policy lever.
The chapter provides the first estimates of informality, based on a more
comprehensive definition of informality, for a large sample of DCs. The
new estimates lead to two important policy implications.

One, they allow a comparison of job quality between the formal and
informal economies. The demonstration of weaker job quality in infor-
mality gives a broad policy handle with which to improve jobs. Two, the
new estimates allow a better decomposition of informality, showing the
significance of not just informal employment in unregistered firms, but
also the considerable share of informal employment in formally regis-
tered firms. Policy on informality hence needs to be derived through an
instrument to register not just enterprises but also workers.

Contractual provisioning is seen to climb up the income ladder across
DCs, implying the need to enhance both the number of provisions and
their coverage. Enhanced security in employment, and therefore enhanced
duration of employment, increases capabilities through learning by doing
effects, and therefore productivity. Registration of workers is also seen as
a policy instrument enabling them to potentially access social protection,
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earn minimum wages, and benefit from national legislation on a raft of
improved conditions and rights. Social health provisioning becomes a
key area of policy intervention as it provides a micro floor for the indi-
vidual and their family, and hence a macro floor for consumption and
aggregate demand for the economy.

Chapter 7. Macro Policy for Drivers of Growth and Jobs

The third policy chapter, on macro drivers (in symmetry with the policy chap-
ters on growth and jobs), also bases itself on the findings of the empirical
chapter on macro drivers. That accumulation of physical capital explains per
capita incomes as much as human capital. This policy chapter then examines
macro policy which enables increases in both types of investment, in gross fixed
capital formation and in human capital through education and training.

The third empirical regularity, that the quantum of accumulation is
as important as the composition of accumulation—that is, investment
in both physical and human capital explains per capita incomes—Ileads
to a broad policy implication for both physical capital and human
capital.

Country policy on investment in physical and human capital is exam-
ined not through de jure proclamations, but de facto policy as revealed by
national income accounts, budgets, and effective resource allocation
towards these expenditure heads. Domestic resource mobilisation is seen
to be more important for such investment, rather than inflows.

On investment in physical capital, the chapter finds that looser mone-
tary policy and interest rate structures climb up the per capita income
ladder. Hence the lower cost of borrowing is seen to enable higher levels of
investment. However, this lower cost of borrowing is seen to be enabled in
turn by more stringent macroprudential regimes, tightening fiscal policy,
and controlling inflation, which in turn allow lower interest rate struc-
tures. Therefore, good governance of macro fundamentals through both
fiscal and monetary policy is seen to enable higher levels of investment.
Further, sequencing is seen to be at the heart of this policy, in that revers-
ing the sequence, to loosen monetary policy, prior to lowering inflation,
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would simply raise the nominal interest rates and therefore not be
sustainable.

On investment in human capital, the key enabling policy variable is
seen to be government expenditure on both basic and tertiary education.

But the chapter ends on a note of caution. While stressing that invest-
ment in both physical and human capital has been observed to work, to
explain higher per capita incomes, there is a broader policy argument to
be made for more balanced growth. Balance in the reliance between the
drivers of investment, exports and consumption, leads to a better balance
between incentives to raise productivity and incomes, and incentives to
raise aggregate demand.

Chapter 8. Regularities Redux: Success Stories and Traps—
What Has Worked for DCs?

The concluding chapter starts by taking a quick stock of the theoretical
and empirical contributions of the volume. It highlights the analytical
framework chosen, the empirical findings, and the policy derivations. It
goes back to the central argument of the volume, picking up the key
determinants of per capita incomes as they emerged in each chapter, the
regularities in growth, jobs, and macro drivers, to empirically demon-
strate that they can also be observed to have worked over time.

The logic of the central argument of the book is to determine what
works—what has been empirically demonstrated to explain income dif-
ferences between LDCs, LMICs, and EEs. This gives the three empirical
regularities and in turn allows policies to leverage what works. A more
stringent test of what works would be to regroup the DCs, not by income,
but by growth of income, in terms of those that doubled their incomes,
those that raised them by only half, and those that stagnated. So, this is a
final test to see if the regularities observed to explain levels of income also
explain change in these incomes over time.

This more stringent test largely confirms the explanatory and policy
variables, especially linking productive transformation and productive

jobs.
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1.5 The Current Global Context for DCs:
The Crisis Has Affected the Economy
and Labour Markets of Both AEs and DCs

Day-to-day management of macro fundamentals in the global economy
and the labour market have consumed decision makers and concerned
organisations, with still low GDP growth, elevated unemployment, and
an abiding threat of price and wage deflation, at the time of writing.
Global GDP after the initial recovery from the onslaught of the crisis has
declined on trend, falling from 4.2 percent in 2011 to 3.4 percent in
2012, to 3.3 percent in 2013, 3.4 percent in 2014, and 3.1 percent for
both 2015 and 2016, far from the pre-crisis growth of 5.3 percent seen in
2007 (IMF 2016). October-based estimation for 2017 has come in at 3.6
percent, and projections for 2018 stood at 3.7 percent (IMF 2017).

Global unemployment rose from its pre-crisis 2007 level of 5.5 per-
cent to peak at 6.2 percent in 2009, was still stuck at 5.7 percent by 2016,
and is in fact estimated to have risen marginally to 5.8 percent for 2017
and 2018.% Men’s unemployment may have crept down from its peak of
5.9 percent in 2009, to flatline at about 5.5 percent for the past two
years. But women’s unemployment has persistently increased on trend
since the start of the crisis level of 5.8 percent in 2007 to about 6.2 per-
cent for the past two years. Similarly, youth unemployment has seen no
recovery whatsoever, increasing on trend from 11.5 percent in 2007 to
13.1 percent for 2017.

The number of the unemployed has steadily plodded up, from 170
million in 2007 to 198 million in 2016, and 202 million for 2017—the
crisis adding this 32 million, with 3 million being added in 2016 and
another 4 million in 2017. If the discouraged worker effect on the falling
labour force participation rate is taken into account, the jobs gap due to
the crisis mounts to 62 million. Nor is the crisis in labour markets
restricted to the AEs, with about one-third of the jobs lost there, but the
other two-thirds lost in the DCs, prominently, 35 million in South Asia,
4 million in sub-Saharan Africa, almost 2 million in the Middle East, and
6 million in Latin America and the Caribbean.’
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The macro explanation for the faltering global economy appears to be
the huge macro headwinds blowing largely from the AEs, leading to a
deficit in aggregate demand. Households and firms have continued dele-
veraging, and not consuming and investing enough. Banks have contin-
ued to labour under infected portfolios, reluctant to lend, especially to
small and medium enterprises. Corporate debt has translated through
much needed financial support for it, into government debt. The need to
restore fiscal balances has led to reductions in public expenditures and in
significant part through reductions in public wage bills. Weak domestic
consumption has led to the need to restore export competitiveness
through internal devaluations, again through cuts in the wage bill. These
negative private and public feedback loops have all contributed to the
weakness in aggregate demand. The problem of the persistence of high
unemployment into the longer term has raised structural supply-side
issues of deskilling, and scarring for youth, further weighing down on
global employment growth rates which continue at 1.4 percent to be a
half of global GDP growth rates.

A consequence of the cyclical slowdown in growth in the AEs, both
cyclical and structural slowdown in the EEs, especially China, has beck-
oned the end of the commodities supercycle that began in 2003-04.
Commodity prices have been increasing on trend since then, to falter
with the initial onslaught of the crisis in 2009, to recover and peak in
2011/12. But by 2016, the cycle had ended, with oil having lost virtually
any gains since the start of the cycle, and metals 50 percent above that.
This huge fall in commodity prices has affected the earnings, growth, and
budgets of the primary commodity producers significantly.

A moot point is whether this depressed state of the global economy
and labour market represents a new normal, from which DCs will have
to rebound harder in their quest for moving up the income ladder and
catch up to the AEs.

Management of a crisis of such proportions in the short run has also
detracted from the longer-run issue of development—of growth and jobs
in DCs, of the crisis before the crisis—to which we now turn.
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Appendix

Table 1.1 Country classifications

LDCs Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burkina Faso,
49 countries  Burundi, Cambodia, Central African Rep., Chad, Comoros, Dem.
Rep. Congo, Djibouti, Equatorial Guinea, Eritrea, Ethiopia,
Guinea, Guinea-Bissau, Haiti, Kiribati, Lao PDR, Lesotho, Liberia,
Madagascar, Malawi, Mali, Mauritania, Mozambique, Myanmar,
Nepal, Niger, Rwanda, Samoa, Sdo Tomé and Principe, Senegal,
Sierra Leone, Solomon Islands, Somalia, South Sudan, Sudan,
Tanzania, The Gambia, Timor-Leste, Togo, Tuvalu, Uganda,
Vanuatu, Yemen, Zambia
The United Nations defines LDCs according to income criterion
(GNI per capita <$992 for inclusion, >$1190 for graduation),
human assets index, and economic vulnerability index
LMICs Albania, Armenia, Belize, Bolivia, Cameroon, Cape Verde, Rep.
44 countries  Congo, Cote d'lvoire, Egypt Arab Rep., El Salvador, Fiji, Georgia,
Ghana, Guatemala, Guyana, Honduras, India, Indonesia, Iraq,
Kenya, Dem. Rep. Korea, Kosovo, Kyrgyz Republic, Marshall
Islands, Micronesia Fed. Sts., Moldova, Mongolia, Morocco,
Nicaragua, Nigeria, Pakistan, Papua New Guinea, Paraguay,
Philippines, Sri Lanka, Swaziland, Syrian Arab Republic,
Tajikistan, Tonga, Ukraine, Uzbekistan, Vietham, West Bank and
Gaza, Zimbabwe
World Bank income category: lower-middle income (GNI per
capita US$1026-4035) + low-income (GNI per capita <$1025)
countries that are not classified as LDCs
EEs Algeria, American Samoa, Antigua and Barbuda, Argentina,
52 countries  Azerbaijan, Belarus, Bosnia and Herzegovina, Botswana, Brazil,
Bulgaria, Chile, China, Colombia, Costa Rica, Cuba, Dominica,
Dominican Republic, Ecuador, Gabon, Grenada, Iran, Jamaica,
Jordan, Kazakhstan, Latvia, Lebanon, Libya, Lithuania,
Macedonia FYR, Malaysia, Maldives, Mauritius, Mexico,
Montenegro, Namibia, Palau, Panama, Peru, Romania, Russian
Federation, Serbia, Seychelles, South Africa, St Lucia, St Vincent
and the Grenadines, Suriname, Thailand, Tunisia, Turkey,
Turkmenistan, Uruguay, Venezuela RB
World Bank income category: upper-middle income (GNI per
capita US$4036-12,475) less Angola and Tuvalu (LDCs)

Note: EE emerging economy, GNI/ gross national income, LDC least developed
country, LMIC lower- or middle-income country
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Notes

[a—y

With Solow going from investment to endogenous growth theory.

2. Which is to purposively ignore for the moment a prolific micro literature
on development and labour markets.

3. Largely following the World Bank’s categorisation.

4. Data from the ILO Trends Unit, Trends Econometric Models, November
2016 and November 2017.

5. Data from the ILO Trends Unit, Trends Econometric Models, November

2016 and November 2017.
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2

A Regularity in Growth Patterns
in Developing Countries: The Quantum
and Composition

This chapter sets out to examine the pattern of gross domestic product (GDP)
growth across developing countries (DC), to discern distinguishing character-
istics between different income levels for least developed countries (LDCs),
lower- and middle-income countries (LMICs) and emerging economies (EEs).
It does not find that the quantum of GDP growth distinguishes consistently
well between these income groups. However, what it does find is that the com-
position of GDP growth over the past third of a century does set them consis-
tently and distinctly apart. The share of manufacturing moves in lockstep up
the income ladder in this long run. This striking empirical regularity about
productive transformation may not imply specific industrial policy for each
DG, but it is broadly indicative of what has worked in the past, and can be
a major policy driver for the future.

2.1 Three Fundamental Questions
About Growth

To capture the immense economic and social diversity amongst the 145
DCs, they initially have been classified after the World Bank into per
capita income categories of LDCs below US$1000, in 2012 US$, LMICs
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between US$1000 and US$4000, and EEs between US$4,000 and
US$12,000. With advanced economies (AEs) lying above US$12,000.
This categorisation allows the posing of three fundamental questions

about growth in DCs.

(a) Are DCs converging with AEs—that is, are DCs catching up to AEs
in terms of per capita incomes?

(b) If convergence and comparison between DCs and AE:s is a far shot,
then what distinguishes DCs amongst themselves? What distin-
guishes LDCs from LMICs and EEs? That is, why are LDCs trapped
in lower per capita incomes compared to LMICs, and both in turn
compared to EEs? Is it the quantum of their long-run GDP growth?

(c) Or, does the composition of GDP growth also fundamentally distin-
guish and trap LDCs from LMICs and from EEs?

This logic also establishes the broad methodology of the book. The first
part of the book asks the main question—what growth, employment,
and macro patterns distinguish and characterise LDCs from LMICs and
from EEs? The second part of the book then focuses on the policy drivers
for these distinguishing characteristics between LDCs, LMICs, and EEs.

There are of course multiple other cross-cutting categories besides per
capita income, by which DCs could be classified. This book goes on to
consider a few typologies, such as extractives, and macro drivers of
growth, such as investment, export, and consumption-led countries. The
World Bank’s (2012) Jobs report uses to good effect a typology of major
characteristics of societies, such as agrarian, conflict-affected, urbanising,
resource-based, island, high youth unemployment, formalising, and age-
ing. The development literature is replete with such rich typologies, with
good arguments for their use (see, for instance, Boserup 1981). The
choice of typology used, however, should depend on the objective of the
enquiry. The objective of this book is to examine development in the
areas of growth and jobs using the yardstick of returns to the individual
and their productivity. Per capita incomes, and their distribution, then
come to a close approximation as the basis for categorising DCs, given
this perspective of examining and benchmarking development. Other
forms of categorisation, like extractives, or macro drivers of growth like
accumulation, exports, and consumption, can then serve to explain what
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distinguishes growth and employment outcomes between LDCs, LMICs,
and EEs. They add to the causal explanation of what distinguishes and
traps LDCs from LMICs and from EEs.

2.2 Is There Convergence Between DCs
and AEs?

The economist’s two-handed answer is, in principle, yes, but effectively
no.
Look at Figs. 2.1 and 2.2, which track GDP per capita for 145 DCs
and the AFs, in constant US$ over the last third of a century, from 1980
to 2012. There are two critical variables to track here. One is the relative
GDP growth rates for DCs and their composite LDCs, LMICs, and EEs,

—_——

-~ N _
—_— CAGR =1.24%

CAGR =1.92%

GDP per capita at constant 2005 USD ('000)
=
(o]

ee--DCs = LMICs ~--EEs «=-AEs —-DCs

Fig. 2.1 GDP per capita ($ ‘000). (Note: AE advanced economy, CAGR compound
annual growth rate, DC developing country, EE emerging economy, GDP gross
domestic product, LDC least developed country, LMIC lower- or middle-income
country. Source: Author’s estimations at the ILO, based on data from ILO, World
of Work Report 2014: Developing with Jobs (Geneva: ILO, 2014))
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on the one hand, and for AEs on the other. Figures 2.1 and 2.2 are in
constant 2005 USS$.

Further, Figs. 2.3 and 2.4 separate out a terms-of-trade effect which is
estimated to be very small for DCs, —0.1 percent of GDP per capita
growth between 1980 and 2011, comprising +0.2 percent for LDCs and
—0.1 percent each for LMICs and EEs.

Between 1980 and 2012, AEs have had a long-run growth rate of GDP
per capita of 1.2 percent per annum. Compared to this, DCs have had a
long-run growth rate over this period of 1.7 percent per annum, higher
than AEs by 0.5 percent per annum. So, in theory, there has been conver-
gence in terms of GDP per capita over the past 32 years. Further, from
amongst DCs, EEs have had a higher growth rate for GDP per capita, of
1.9 percent per annum over this period, beckoning an earlier crossover
with AEs compared to the average DC. But LMICs have had a slightly
lower growth rate for GDP per capita over this period, of 1.1 percent
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per annum, and compared to AEs, beckoning that an eventual crossover
with AEs is farther. And LDCs have had an even lower growth rate of
GDP per capita over this period, of 0.8 percent per annum, compared to
AEs’ higher growth rate of 1.2 percent per annum, indicating no conver-
gence over the past 32 years.

Figure 2.2 illustrates this convergence, by pretending as if there were
no gap between AEs and DCs in 1980. Starting from this common point,
EEs would cross AEs' GDP per capita in about 20 years, EEs would take
30 years, and LMICs a lot longer than the scale of the projections made.

So, there has been convergence in GDP per capita, between AEs, EEs,
and LMICs over the past 32 years. However, returning to Fig. 2.1, it
shows the immense per capita gap between AEs and DCs. The gap implies
that the convergence is at a very low rate, and therefore so far off to be
effectively negligible.

In 1980, AEs had an average GDP per capita of US$22,000 (in 2005
USS$). Compared to this, DCs had an average GDP per capita of just
US$2000. Giving a gap between them of US$20,000. By 2012, the gap
between them had widened to about US$30,000. Which illustrates the sim-
ple arithmetic of convergence, that the larger the gap in per capita incomes
to be overcome, the higher the growth rates of per capita incomes of DCs
need to be compared to AEs. That is, the higher the income per capita gap,
the higher the growth rate of income needs to overcome the income gap.

So, even the GDP per capita gap for EEs widens from about
US$18,000 in 1980 to about US$26,000 by 2012, despite their higher
growth rate of 0.7 percent per annum compared to AEs. The GDP per
capita gap for LMICs widens from US$21,000 in 1980 to US$31,000 by
2012, given almost equal growth rates with AEs of about 1.2 percent
per annum. And the GDP per capita gap for LDCs widens the most,
from about US$21,000 in 1980 to US$32,000 in 2012, given their lower
growth rates by 0.4 percent compared to AEs.

An important caveat to this convergence exercise has to be noted. Just
because the average DC is a far cry from converging with the average AE
does not mean that some DCs, especially some EEs, will not converge
earlier. Indeed, as seen ahead, there have been a number of graduations
from EEs to AEs, and even a few from LMICs to AEs, over the last third

of a century examined here. However, the point of this analysis and
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indeed the whole project of examining a group of countries categorised as
DCs is that despite the graduations, a large number of countries charac-
terised as DCs remains very far away from convergence and graduation.
Hence it becomes important to examine the immense variety of DCs by
themselves, to establish what growth and employment characteristics dis-

tinguish between them, and trap them into LDCs, LMICs, and EEs.

2.3 Does the Quantum of Growth
Differentiate DCs into LDCs, LMICs,
and EEs?

Since convergence between DCs and AEs is a long shot yet, the funda-
mental question to be asked is, amongst the wide variety of DCs with per
capita incomes ranging from LDCs under US$1000 to EEs with up to
US$12,000, what growth, employment, and macroeconomic character-
istics distinguish and trap them into these per capita incomes. The devel-
opment policy challenge is then to change these binding growth,
employment, and macroeconomic characteristics, to move them up the
income ladder.

A prior to these fundamental questions is: does the quantum of GDP
growth distinguish LDCs, LMICs, and EEs? And the answer is not lately.

True, Figs. 2.1 and 2.2 showed that long-term growth over the past
third of a century, between 1980 and 2012, did give LDCs, LMICs, and
EEs significantly different growth rates. LDCs were trapped into growth
of GDP per capita of 0.8 percent per annum over this period. LMICs had
higher growth of 1.1 percent per annum over this period. And EEs had
the highest growth rates of 1.9 percent per annum over this period—
higher than AEs by 0.7 percent per annum. Table 2.1 splits this long
period into three decades: 1980s, 1990s, and 2000s. It shows that DC
growth rates of GDP have picked up from near 4 percent per annum in
the 1980s to 5 percent per annum in the 1990s, to 6.5 percent per annum
in the 2000s. This applies to each of the three income categories, LDCs,
LMICs, and EEs, each climbing up in their GDP growth rates by the
decade. In the 2000s, LDCs had GDP growth rates of 6.5 percent
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Table 2.1 Annual real GDP growth rate, period average

Classification 1980-89 1990-99 2000-11
DCs 3.81 5.01 6.53
LDCs 2.64 4.03 6.29
LMICs 4.67 4.63 6.33
EEs 3.53 5.20 6.62
Non-extractives

LDCs 2.82 3.91 5.58
LMICs 4.66 4.88 6.53
EEs 4.12 5.47 7.02
Extractives

LDCs 1.94 1.06 6.16
LMICs 4.67 4.03 5.86
EEs 1.33 3.97 4.56

Note: DC developed country, EE emerging economy, GDP gross domestic
product, LDC least developed country, LMIC lower- or middle-income country

Source: Author’s estimations at the ILO, based on data from IMF, World
Economic Outlook, April 2013, Hopes, Realities, Risks (Washington, DC: IMF,
2013)

per annum, LMICs 6.3 percent per annum, and EEs 6.6 percent
per annum. So LDCs, LMICs, and EEs have been doing equally well in
GDP growth in the past 12 years, in the band range of 6.3-6.6 percent.
LDCs began the 1980s with much lower GDP growth rates of 2.6 per-
cent per annum, which were 1.5-2.0 percent lower than for the EEs and
LMICs. But this early difference in GDP growth rates was largely ironed
out by the 2000s.

Table 2.1 also shows that natural resources helped the lower-income
categories more in the last decade, giving LDCs and LMICs higher GDP
growth rates compared to EEs amongst the DCs more reliant on extrac-
tives.! Amongst the less extractive-reliant DCs, EEs had the highest GDP
growth rates in the last decade of 7 percent per annum, LMICs next at
6.5 percent per annum, and LDCs lowest at 5.6 percent per annum.

Table 2.2 shows that LDC growth was also hardest hit by the end of
the decade crisis. The crisis lowered pre-crisis DC growth of 6.7 percent
per annum over 2000-07, to 5.9 percent per annum over 2008—13, by
about 0.8 percent per annum. LDCs had their GDP growth lowered by
1.9 percent per annum by the crisis, compared to a drop of 0.5 percent
per annum for LMICs, and 0.8 percent per annum for EEs.
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So, in the long run of the past 33 years, the quantum of GDP growth
per capita does serve to distinguish between LDCs, LMICs, and EEs, but
in the past decade GDP growth rates for all three income categories have
picked up and converged in the range of 6.3-6.6 percent. This leads to
the next fundamental question, that if the quantum of GDP growth does
not consistently distinguish over time between these income categories of
LDCs, LMICs, and EEs, does the composition of GDP growth afford

more time-consistent distinguishing characteristics?

Some Growth Theory to Contextualise These Findings

Growth theory for development is myriad and arcane. For the purpose of
this enquiry, to differentiate between income groups in terms of growth
and employment outcomes, and their policy drivers, growth literature is
divided into two broad sets. One set explains economic change in terms
of the quantum of growth. Another set seeks to explain this change in
terms of the composition of growth. And then there is a crossover litera-
ture which explains the quantum of growth through its composition.

Essentially, the quantum literature, with its genesis in Mill (1848),
Marshall (1920), and Say (1821), has explained macroeconomic change
in countries through growth rates determined by the accumulation of
physical capital. Their neoclassical successors Solow (1956, 1994) and
Harrod (1948) pondered challenges to long-run steady-state growth,
stemming from exogenous factors like the rate of population growth hav-
ing to equal the rate of investment growth (divided by the capital-output
ratio). The logical implication of these models seeking to explain eco-
nomic change in terms of simply the quantum of growth was that there
would be eventual convergence across countries from different income
groups. The Swan—Solow model in fact predicts just that (see Solow
1994; Thirlwall 1983, 2002). The empirical literature has not borne this
out. And the findings above also show convergence to be effectively neg-
ligible—a long shot for the group of EEs and LMICs, leave alone LDCs.
Which implies the need to rely more (although not solely as seen ahead)
on the second literature set emphasising the explanatory power of the
composition of growth.
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The sea change in growth literature came with the realisation that the
economic change could not be explained well by the quantum of growth
alone. The components of this growth mattered very much. Without a
strict chronology, the progenitors in this realisation stem from Lewis
(1954), Verdoorn (2002), Kaldor (1966, 1967, 1975), and the structural
transformationists like Chang and Lin (Lin and Chang 2009; Lin 2011)
and Hausmann et al. (2008). Lewis comes first because his is the broadest
model of macroeconomic change being determined not just by the quan-
tum of growth, but by sectoral change from a subsistence to a capitalist
sector. Verdoorn focused on industry, Kaldor on the role of manufactur-
ing, with the transformationists following in that tradition with their
own nuances.

The crossover literature seeks to explain the quantum of growth
through the composition of growth, principally manufacturing, a la the
structural transformationists. But it also seeks to differentiate capital into
physical and human capital, a la Arrow (1962), Becker (1962), Lucas
(1988), and Mankiw et al. (1992). A more latter-day interpretation by
Dutz et al. (2012) seeks to use intangible knowledge-based capital.

2.4 Does the Composition of Growth
Differentiate and Lock in DCs into LDCs,
LMICs, and EEs?

So, the empirical finding is that the quantum of GDP growth does not
offer a time-consistent explanation of the vast income difference within
DCs, between LDCs, LMICs, and EEs. Nor does the literature support
an explanation of economic change purely in terms of the quantum of
GDP growth. This implies that an explanation must be sought for what
distinguishes between LDCs, LMICs, and EEs being locked into their
separate trajectories, in terms of the composition of their growth.

And the first clear explanation emerges, that a long-run time-consistent
difference between LDCs, LMICs, and EEs is due to their differences in the
development of manufacturing. Manufacturing shares appear to strongly dif-
ferentiate and lock in DCs into LDCs, LMICs, and EEs in the long run.
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Sectoral Growth

The importance of manufacturing in explaining the long-run differences
in income between LDCs, LMICs, and EEs is implied by sectoral growth
rates, but only comes out stridently through sectoral shares—the struc-
ture of the economy.

Sectoral growth in Table 2.3 follows a Lewisian pattern, in being led by
non-agriculture. Lewis (1954) argued that a movement of surplus labour
from a low-productivity subsistence sector, say agriculture, to a higher-
productivity capitalist sector, say industry, would raise the economy’s
GDP and growth. A lower increase in the wage compared to the produc-
tivity increase provided a surplus to the capitalist to increase investment
in this budding sector.

Table 2.3 shows that the earlier observed pick up in DC growth from
3.8 percent in the 1980s to 5 percent in the 1990s, to 6.5 percent in the
2000s, was not led by agriculture, and marginally by manufacturing.
Agriculture growth over this period trends atabout 3.5 percent per annum.
Manufacturing growth over this period picks up from 4.7 percent
per annum to 7.2 percent per annum. Industrial growth follows, with a
pickup over this period from 3.5 percent per annum to 6.8 percent
per annum. Services growth also follows, with a pickup over this period
from 3.7 percent per annum to 6.4 percent per annum.

It is important to distinguish between industry and manufacturing.
The two main components of industry are manufacturing and extrac-
tives. Hence the implication of Table 2.3 is that DC growth over the past
third of a century has been led a bit more by manufacturing, a bit less by
extractives and services. And this is where the first pattern emerges in
sectoral differences between the three income groups, LDCs, LMICs,
and EEs.

The three income categories of DCs, LDCs, LMICs, and EEs, all fol-
lowed the broad Lewisian pattern over the 1980s to the 2000s, of growth
being led by non-agriculture. However, Table 2.3 shows that growth for
the higher-income groups, EEs and LMICs, was consistently slightly
higher for manufacturing over this period than for industry. Conversely,
LDCs growth over this period was more consistently led by industry
than manufacturing.
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Hence the higher-income groups amongst DCs, EEs and LMICs, tend to
have relied more on manufacturing growth to lead their GDP growth over
the past third of a century. Compared to lower-income DCs like LDCs which
have more consistently relied on extractive growth to lead their GDP growth.
Services growth pretty much consistently comes third in leading GDP growth
for all three DCS income categories.

The relatively greater reliance of LDCs’ growth on extractives also
made them more vulnerable to the global crisis. Table 2.4 shows that for
DCs’ pre-crisis GDP growth over 2000-07 of 6.7 percent per annum,
dropped by a half percent per annum with the crisis over 2008-11. From
amongst the DCs, the largest drop in GDP growth over this period was
for the LDCs of over 2 percentage points per annum, followed by EEs
with a drop in GDP growth of 0.6 percentage points per annum. The
table shows that the large drop in LDC growth over the crisis is largely
accounted for by a more than halving of their industrial growth rates,
while their manufacturing growth rates remained constant over this
period. The table further shows that industrial growth rates plunged for
the more extractive-reliant of LDCs, and indeed the more extractive-reli-
ant of EEs as well.

A general tension also emerges between growth of manufacturing and
growth of extractives. A recap of Table 2.4 shows that a high reliance on
natural resource rent appears to inhibit manufacturing growth. The table
separates the more extractive-reliant DCs from the less extractive-reliant.
And it shows that manufacturing growth rates over the 1980s to the

2000s have been largely consistently higher for the less extractive-reliant
LDCs, LMICs, and EEs.

Sectoral Shares

So, higher-income DCs, EEs and LMICs, appear to have relied more on
manufacturing growth to lead their GDP growth, while lower-income
DCs like LDCs appear to have relied more on extractive growth to lead
their GDP growth over the past third of a century. This implies that EEs
and LMICs will have built up higher shares in manufacturing compared
to LDCs.
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Indeed, neither shares of extractives in GDPE nor services show any consis-
tent pattern moving up the income ladder in DCs between 1980 and 2010.
Shares in manufacturing, however, move in serial lockstep moving up the
income ladder, from LDCs to LMICs to EEs.

Table 2.5 shows that the share of agriculture in DCs goes down in
expected Lewis fashion, from 15 percent of GDP in 1980 to about 10
percent in 2010, which is by a third. Also in keeping with Lewis, the
shares in agriculture over the past three decades have been the lowest for
EEs, followed by LMICs and followed by LDCs.

Table 2.5 separates manufacturing from industry, so there are value-
added shares in GDP for agriculture, extractives cum construction and
utilities, manufacturing, and services. For DCs as a whole, the share of
extractives drops marginally between 1980 and 2010 from about 17 per-
cent of GDP to about 16 percent. There is some pattern to the drop in
extractive shares. Moving up the income ladder, the share in extractives
drops more. So LDCs actually increased their share of extractives in GDP
over these last three decades by 7 percent. LMICs reduced their share of
extractives in GDP marginally by about 1 percent, while EEs reduced
also their share in extractives by less than 1 percent.

The share of services does not show any consistent pattern moving up
the income ladder. The share of services in DCs as a whole has remained
virtually constant at about 50 percent of GDP for these last three decades.
It dropped marginally for LDCs, rose for LMICs, and dropped again for
EEs. It is vaguely symptomatic of a backward bending curve moving up
the income ladder, but not consistently so either.

Then it is only manufacturing shares which move consistently up the
income ladder in DCs, between 1980 and 2010. The manufacturing
share in DCs as a whole increased from about 18 percent of GDP to
about 24 percent, over the last three decades. LDCs have remained locked
in to a very low band in manufacturing shares, ranging between 9 percent
in 1980 and 10 percent in 2010. Moving up the income ladder, LMICs
have had a significantly higher band in manufacturing, ranging from 16
percent in 1980 to near 19 percent in 2010, while EEs have had the
highest band range in manufacturing, ranging from near 19 percent in
1980 to 26 percent in 2010.
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Hence long-run manufacturing shares in GDP appear to explain per cap-
ita incomes very well for DCs and consistently over the past three decades. It
is not the quantum of growth—GDP growth rates having converged across
per capita incomes in the last decade—that explains the large variation in
per capita incomes. It is the nature of growth that explains this variation in
country incomes. It is the long-run manufacturing share in GDP that appears
to distinguish countries in different per capita income groups.

That said, manufacturing has had a very rough ride in an increasingly
competitive market. So this result could be based on the manufacturing
gains of few large countries, at the expense of a number of small ones
whose manufacturing sectors have shrunk over time. The first test for this
is the removal of one such manufacturing giant from amongst the EEs,
China. That still leaves EEs in the same band as LMICs, with a manufac-
turing share in GDP ranging between 17 percent in 1980 and 18 percent
in 2010. The manufacturing share still separates LDCs, from LMICs and
EEs quite consistently over the last three decades.

The second test is to examine in how many countries manufacturing
dropped its share significantly in the last three decades. Figure 2.4 shows
that only 13 out of 49 LDCs saw a reduction in their manufacturing
shares of greater than 3 percent, over the last three decades. Sixteen out
of 44 LMICs saw such significant drops over this period. And 24 out of
52 EEs saw such significant drops over this period. So, while there has
been much churning in the manufacturing sector shares in these 145
DCs, stability and even rise in manufacturing shares has been a majority
phenomenon, and not restricted to a minority of winners. Figure 2.4
shows the substantial variation between the countries within each of
these country groups.

Some Econometric Support for Three Key Propositions

So, there are two key propositions made about long-run growth in DCs
stretching back to the past third of a century. These have been made
through tabular findings, and could use econometric support.
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Proposition 1: GDP growth is more consistently led by manufacturing
growth than by growth in other sectors.

Proposition 2: The share of manufacturing moves up the per capita GDP
ladder, hence explaining the long-run persistence of different income levels of
LDCs, LMICs, and EEs.

Which implies Proposition 3: If GDP growth is led by manufacturing
growth, and manufacturing shares move up the per capita income ladder,
then manufacturing growth will help GDP growth more moving up the per
capita income ladder. That is higher per capita income countries with higher
manufacturing shares will have higher GDP growth.

Hence manufacturing growth becomes a key determinant of moving
up the per capita income ladder for DCs.

Figure 2.5 lends more econometric robustness to the tabular results in
Tables 2.3 and 2.5 driving these two propositions. First in support of
Proposition 1, manufacturing is strongly, significantly, and positively cor-
related to GDP growth and GDP per capita growth, supporting the tab-
ular result in Fig. 2.5 showing that manufacturing growth may have more
consistently led GDP growth in the past three decades. A coefhicient of
0.42 shows that a 1 percentage point increase in manufacturing growth
rate is associated with a 0.4 percentage point increase in GDP growth
rates. A coeflicient of 0.4 shows that a 1 percentage point increase in
manufacturing growth rates is associated with a 0.4 percentage point
increase in GDP per capita. The R-squared shows that about 44 percent
of the variation in GDP growth is explained by manufacturing growth.

Figure 2.5 further shows that in running both manufacturing and the
rest of industry—largely extractives—manufacturing has a coefficient of
0.34, twice the coeflicient for the rest of industry with 0.17. So, a 1 per-
centage point increase in manufacturing growth leads to a 0.34 percent-
age point increase in GDP growth. Compared to this, a 1 percentage
point increase in the rest of industry’s growth rate, leads to a much smaller
0.17 percentage point increase in GDP growth. The R-squared shows
that about 60 percent of the variation in GDP growth is explained by
both manufacturing and extractives.

Second, in support of Proposition 2, Fig. 2.6 shows that the share of
manufacturing in GDP is also positively and significantly correlated to
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A. GDP per capita growth
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Fig. 2.5 Effect of manufacturing and industry growth on GDP growth. (Note:
GDP gross domestic product. The figures show the average annual percentage
point change in GDP and GDP per capita with a 1 percentage point change in the
average annual industrial and manufacturing sectors. All the estimated coeffi-
cients are statistically significant at the 1 percent confidence level. Econometric
specifications available from the author. Source: Author’s estimations at the ILO,
based on data from the World Bank’s World Development Indicators)

GDP per capita. As is the rest of industry. Both more so than services.
The coeflicients for both manufacturing and the rest of industry are low
at 0.03, because of the huge variation in per capita incomes to be
explained. But sectoral variation in shares explains about two-thirds of
the variation in GDP per capita. Further, Fig. 2.6 also shows that the
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Fig. 2.6 Effect of sectoral shares on GDP per capita. (Note: EE emerging econ-
omy, GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. Econometric specifications available from the author.
Source: Author’s estimations at the ILO, based on data from the World Bank's
World Development Indicators)

coefhcients increase moving up the income ladder. The manufacturing
coefhicient goes up from 0.026 for LDCs to 0.029 for LMICs, to 0.058
for EEs.

Third, Fig. 2.7 gives support for Proposition 3, that manufacturing
growth will contribute more to GDP growth in going up the income lad-
der. The figure shows that the coefficient for manufacturing growth con-
tributing to per capita GDP growth goes up from 0.235 for LDCs, to
0.506 for LMICs, to 0.516 for EEs. The R-squared explains about 40
percent of the variation in GDP per capita growth.

Support for Classical Growth Theory

Proposition 1, that manufacturing growth is the more important determi-
nant of GDP growth, harks back to classical growth theory whose progenitors
were Kaldor and Verdoorn. Proposition 2, that manufacturing shares explain
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Fig. 2.7 Effect of manufacturing (five-year average) growth on GDP growth.
(Note: EE emerging economy, GDP gross domestic product, LDC least developed
country, LMIC lower- or middle-income country. Econometric specifications avail-
able from the author. Source: Author’s estimations at the ILO, based on data from
the World Bank’s World Development Indicators)

per capita incomes of countries, and hence their movement up the per capita
income ladder, is a modest advance in that tradition. Proposition 3, ergo that
manufacturing growth will contribute more to GDP growth for higher per
capita income countries, is again a modest advance in the Kaldorian
tradition.

Lewis (1954) implied that GDP growth would be led by (a) the
increasing share and (b) the higher productivity of the capitalist mod-
ern sector, as a result of workers moving to it from the lower-productiv-
ity subsistence sector. Kaldor (1966, 1967, 1975) identified that GDP
growth would be led by manufacturing (see also Thirlwall 1983).
Kaldor was seeking to explain why growth rates for Great Britain had
lagged behind those of the other industrialised economies like the US,
France, and Germany. His hypothesis was that the decline in manufac-
turing in the UK was responsible for the relatively low GDP growth
rate experienced. Manufacturing was the driving force for growth and
development.
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Kaldor’s first law sets out this hypothesis clearly: higher growth of
manufacturing causes higher growth of aggregate output.”> Since
manufacturing is also a part of aggregate output, part of the law could be
true by definition. But Kaldor’s argument was that output growth in
manufacturing contributed to output growth in non-manufacturing
because it provided capital goods to the other sectors. Four other key
rationales have been added along the way (see Andreoni and Gregory
2013). First, there are more opportunities for capital accumulation and
intensification in manufacturing, given greater economies of scale allow-
ing for technological indivisibilities. Second, there is a higher income
elasticity of demand for manufactured goods, so as incomes rise, higher
manufactures constitute a higher proportion of consumption. Third,
manufactures help ease balance-of-payments problems because of their
exportability. And fourth, the possibility of higher technical change in
manufacturing permits greater learning opportunities enhancing supply-
side capabilities.

What can work against Kaldor’s first law is that since his first argu-
ments were made, freer movement of capital and technology could have
vitiated the preferential role of manufacturing in leading technological
change and growth. However, two factors also work to support the law.
One, increasing global competition within manufacturing has served to
keep its growth and shares in country’s GDP in check. Two, increasing
competition in manufacturing has also driven up technical change
within it. A large debate on the complementary role of services and out-
sourcing some manufacturing processes to services is addressed in the
following chapter five on productive transformation. Hence the persis-
tence in the literature with a preferential role for manufacturing in both
DCs and AEs.

Empirical results testing Kaldor’s first law have been good. Kaldor
himself used data from 12 technically advanced economies over
1953-1963, regressing GDP growth on manufacturing growth. He
found a significant coeflicient of 0.64 with an R-squared value of 0.959.
The result for 145 DCs given above is a bit weaker, with a lower coeffi-
cient of 0.4 and a lower R-squared of 0.44, but very much supportive of
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Kaldor’s first law applied to DCs. A number of other empirical results
have been supportive of Kaldor, including Thirlwall’s (1983) rerun,
McCombie and de Ridder (1984) for states in the US, Hansen and
Zhang (1996) for provinces in China, Bernat (1996) for the US, Bairam
(1991) for Turkey, Drakopoulos and Theodossiou (1991) for Greece, and
Atesoglu (1993) for the US.

There are a number of theoretical problems with Kaldor’s first law, but
they are not overriding. The source of demand has to be assumed to be
exogenous. Manufacturing does not produce just capital goods but also
consumption goods. The empirical results are based on the mechanism of
increasing returns to scale in manufacturing, and transfer of labour from
less productive sectors to manufacturing.

Hence a host of current literature takes manufacturing as the engine of
growth and development, for instance, Cohen and Zysman (1988) and
Toner (1999) and the structural transformationists par excellence being
Lin and Chang (2009), Lin (2011), and McMillan and Rodrik (2011).
McMillan and Rodrik have a more nuanced position amongst the struc-
tural transformationists in first using country data for 39 DCs, including
China, Turkey, and countries from Latin America and Africa, for the
period 1990-2005. They specify that labour flows have to be from low-
to higher-productivity sectors for structural transformation to have a
positive impact on growth.

In essence, the results obtained here for 145 DCs observed over the
past three decades support Kaldor’s first law. Proposition 1, that manu-
facturing growth is the more important determinant of GDP growth,
follows and supports Kaldor’s first law. Proposition 2, that manufacturing
shares move up the income ladder, explaining the variation in GDP per
capita between LDCs, LMICs, and EEs, is a modest step forward in the
Kaldorian tradition. Proposition 3, which is implied from the first two
propositions, that manufacturing growth will contribute more towards
GDP growth going up the income ladder from LDCs to LMICs to EEs,

is also a modest step forward in this tradition.



44 M. Mahmood

2.5 Conclusions

This chapter sets out to examine the pattern of GDP growth across DCs,
to see what distinguishes LDCs from LMICs and from EEs. It does not
find that the quantum of growth does this well and consistently over
time, because of a convergence in GDP growth rates in the last decade
plus. What it does find is that the composition of growth distinguishes
between LDCs, LMICs, and EEs consistently and well—in the form of
the development of the manufacturing sector. This empirical regularity
does not of itself a development strategy make—based on industrial pol-
icy to develop manufacturing. There must be important caveats to this.
Principally, the analysis of DCs” manufacturing shares over the past third
of a century do show a reduction in a minority of the countries.
Competition within global manufacturing being intense would account
for the falls in these countries’ shares. There may also be limits on the size
of the sector imposed by non-price factors as seen ahead in the policy
chapter five also focussing on productive transformation. And in some
cases, factor endowments could be not just non-conducive and therefore
amenable to aggressive industrial policy, but could down right militate
against manufacturing.

All said, however, this chapter does find a striking empirical regularity
in manufacturing differentiating between LDCs, LMICs, and EEs. As
such it does provide a broad indicator for development policy, of what
has worked in the past, and indicative of future policy drivers.
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Notes

1. Extractive-reliant countries being classified as those with extractive reve-
nues above 40 percent of GDP.

2. Kaldor’s second and third laws relate to productivity and are examined
ahead in that context.
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A Regularity in Employment
Patterns in Developing Countries:
Jobs and Good Jobs

This chapter sets out to examine the patterns of employment across DCs, in
terms of distinguishing between the characteristics of least developed countries
(LDC), lower- and middle-income countries (LMICs), and emerging econo-
mies (EEs). It does not find the quantum of employment growth to be the best
estimator of either improvement or distress in the labour markets of DCs. The
reason is that in DCs, lack of social protection compels the poor and low-
income part of the labour force to work, which causes employment growth ro
be largely determined by labour force growth. Employment growth is then
determined more by demographic supply-side factors, than by economic
demand-side factors. This makes job quality a better estimator of labour mar-
ket improvement or distress.

Job quality, measured in terms of three key indicators, the working poor,
vulnerability, and labour productivity, are all observed to consistently climb
up the per capita income ladder across DCs. This empirical regularity of a
strong correlation between job quality and per capita incomes must however
be viewed as a two-way relationship. Climbing up the per capita income lad-
der may well allow improvements in job quality. However, equally, improve-
ments in job quality can also lead to climbing up the income ladder—ro
development. In this chapter, rates of reduction in vulnerability are seen to
explain increases in labour productivity well. In the following chapter four on
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drivers of jobs and growth, this causality is established further. Human capi-

tal is seen to climb the per capita income ladder. This empirical regularity of
human capital clearly works to improve job quality—rthrough productivizy,

allowing DCs to climb up the income ladder.

3.1 Introduction

Chapter 2 posed and set out to answer three fundamental questions
about DCs. One was about catch-up with advanced economies (AEs) in
terms of incomes per capita, and was seen to be far distant. The second
was about what distinguished DCs amongst themselves—what factors
characterised LDCs, LMICs, and EEs, almost trapping them into their
growth and income trajectories. And the answer was that, while long-
term gross domestic product (GDP) growth had varied and moved up
the income ladder in the past decade or so, GDP growth rates had con-
verged across LDCs, LMICs, and EEs. The third question was that if the
quantum of growth did not consistently differentiate between income
groups, then the content of growth could. And this was indeed seen to be
so, with manufacturing affecting GDP growth the most, and the share of
manufacturing climbing in lockstep up the income ladder, from LDCs to
LMIC:s to EEs. Hence the impact of manufacturing on GDP growth also
climbed up the income ladder. This was not to discount the role and
importance of the other sectors in growth, but merely to emphasise the
well-observed lead taken by manufacturing.

The fundamental questions posed for GDP growth outcomes in DCs
can be reposed for labour market outcomes in DCs, albeit with an impor-
tant nuance. The quantum of employment growth is an important indi-
cator of labour market outcomes in DCs, but less so than in AEs, for
several reasons to do with essential differences in the nature of labour
markets between DCs and AEs. A key stylised characteristic of labour
markets in DCs, as observed below, is the relative lack of significant social
protection, compared to AEs. Which vitiates the indicators of employ-
ment and unemployment as measures of labour market outcomes in
DCs. The fairly robust logic is that the majority of the low-income popu-
lation in DCs cannot afford not to work, given the lack of social protection
or the adequacy of any other forms of transfers. Hence the lack of formal
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waged employment simply impels the need to accept employment with
weaker remuneration and more onerous working conditions, often in
self-employment, all too often outside the working age. Hence employ-
ment growth has been observed to track labour force growth, become
supply-led by demographics rather than demand-led by economics (ILO
2011). Resultantly unemployment in DCs becomes minimised, and a
weaker indicator of labour market outcomes.

With this relative de-emphasis on the quantum of employment as an
indicator of labour market outcomes in DCs comes the greater impor-
tance of the quality and nature of jobs. There have been in fact three key
indicators for the first Millennium Development Goal (MDG) on halv-
ing global poverty, which have also succeeded to the Sustainable
Development Goal (SDG) 8 on full and productive employment and
decent work for all. These three key indicators of the nature of jobs
include the incidence of the working poor falling below agreed norms,
the incidence of vulnerable workers, and productivity per worker.

Hence four key questions arise for labour market development in DCs:

One, what has quantitative job growth been like in DCs in the long run?

Two, has there been catch-up with AEs in terms of the quality and nature
of jobs in the long run?

Three, what differentiates between—and so, characterises—LDCs from
LMICs, from EEs, in terms of the quality and nature of jobs generated
in the long run? Further, if higher manufacturing shares give better
growth outcomes as observed in Chap. 2, do they also provide more
and better jobs?

Four, if job quality moves up the income ladder, then is this a two-way
relationship, with higher incomes affording better jobs, but also better
jobs enabling higher incomes? Does job quality also drive growth?

3.2 Quantum Indicators of Job Growth
for DCs

Quantum indicators of job growth for DCs are less revealing than for AEs,
particularly so for employment and unemployment.
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Employment and Unemployment Are More Labour
Supply-Driven

Beginning with job growth. Job growth lags behind GDP growth axiom-
atically, if there is to be productivity growth. This is so simply because job
growth and productivity growth must sum up to GDP growth." Hence
GDP growth over 1991-2013 of 2.1 percent per annum for AEs exceeds
employment growth over this period seen in Table 3.1 of 0.8 percent,
giving a gap of about 1.3 percent per annum. For DCs over this period,
GDP growth of 6.5 percent per annum exceeded employment growth of
1.7 percent per annum, which is near 5 percent per annum. Leaving aside
the gap representing some form of productivity for later, the point to be
made here is that on the face of it, employment growth in DCs was more
than double that in AEs, not just over the last decade, but in the long run
for which there is consistent employment data presented in Table 3.1,
from 1990 onwards. However, the difference narrows for women’s
employment growth, while youth employment growth was negligible for
DCs and negative for AEs over this period.

While the near-double employment growth rate for DCs compared to
AEs shows twice the absorption of labour in the DCs, it need not reflect
twice the demand for labour. Figure 3.1 shows employment growth and
the growth of the working-age population over the last two decades. And
the growth of the working-age population in DCs over this period has
been double that of AEs. Hence the first point to note is that the demo-
graphically given supply of the working-age population in DCs approxi-
mates their long-run trend in employment growth.

The second point to note is that in Fig. 3.2, employment growth hugs
labour force growth quite closely for DCs, over the last two decades.
Much more so than for AEs. Hence for DCs, employment growth seems
more driven by supply-side demographics, than by demand-side eco-
nomics. Which implies that within DCs, employment growth has been
driven much more so by demographic growth for the lowest income
group (LDCs, as Fig. 3.3 shows), a little less so for LMICs, and even less
so for EEs. As labour force growth goes down, moving up the income
ladder, from LDCs to LMICs, to EEs, the demographic supply-side pres-

sure for labour absorption weakens, and demand-side economics begins
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70 M. Mahmood

to play a greater role in determining employment growth. Observe that
the global crisis hit employment growth in AEs and EEs starkly, but not
apparently LMICs and LDCs.

If employment has been more demographically driven amongst DCs,
then the level of unemployment becomes minimised, and therefore not
the best indicator of labour market distress. Table 3.2 shows that the
impact of the crisis had raised unemployment in AEs from under 6 per-
cent pre-crisis, to 8 percent in 2009. For DCs as a whole, unemployment
only rose over this period from 5.4 to 5.8 percent. LDCs saw a rise of
only 0.2 percent over this period, LMICs no rise, while EEs saw a rise of
0.8 percent.

But the crisis did hit youth unemployment in DCs more visibly in
Table 3.2, with DCs seeing a rise of 0.8 percent between 2007 and 2009,
0.6 percent for LDCs, 0.7 percent for LMICs, and 1.5 percent for EEs.
And again, while long-run unemployment rates over the past two decades
remain within a pretty constant band range of 5.5 percent to 6 percent
for DCs, the ratio of youth unemployment to adult unemployment does
show a gradual increase over this period. This is more pronounced for
LMIC:s in Table 3.3, rising from a ratio of 3.5 in 1991 to 3.8 by 2013,
and for EEs rising from 2.5 to 2.8 over this period. It also appears to be
more pronounced for women in EEs.

Joining the Labour Force Is More Compulsive
and Complex in DCs

The factors that vitiate quantum indicators of job growth, like employment
and unemployment into second-best measures of labour market success or dis-
tress in DCs, work through the labour force. But a number of behavioural
Jactors can further complicate this indicator of labour market outcomes.
Making labour force participation difficult to read as an unambiguous good
or bad labour market outcome in DCs.

Absence of significant social protection or transfers, low incomes, and
high demographic growth of the working-age population in DCs, make
joining the labour force more compulsive going down the income ladder.
This can be labelled an income effect, and implies a linear increase in the



€102 4290120 S|9POIAl 21433WOU0D] SpuaJi] ‘Hun spuall O] @Yl Wouy e1ep uo paseq ‘07| @Yl 1t SUOI1ewIISS S,10YlNy :324N0S
A1unod> awodul-a|ppIW IO -IdMO|
DIWT "Aaunod padojanap 1ses| D@7 ‘Awouods buibiawse 37 ‘A13unod buidojanap H@ ‘Awouoda paduenpe 7y ‘serewlisa Ateutwijaad ate €10z ‘uoidsfoid d :210N

Ov ¥¥ ¥¥ Sv 9v ¥ 6€ v vv 9v 8¢ 6¥ 6v 0SS TS 0S [L¥ 9V Sv ¥ OF 6€ Lt s33
Ve €€ €€ TE L€ 9¢ 9¢ 6E€ OV 6€ OV 6€ 6€ 8E 9¢€ +veE GE€ €€ €g €g §g g ¥E SN
Ty TY €Y €v TV Lv v ¥ v €v v¥ O Ov 6€ 8 OF OF OV OV 6€ 6€ 8E 0V $OAT
'y ov OoOv Ov <¢v Ov 8¢ Ov <¢¢v €¥ S¥ ¥¥ S¥ S¥ Sv €v Ty v Ov 8&& 8&& 9¢€ Cv bele]
69 69 89 L/ 89 8¢y 9% LS SS 85 09 6S €S ¥S LS 6S 6S L9 19 SS9 S9 19 S s3v
(%) @1eJ Jusawhojdwaun ynpy

67l 97l ¥zl SZL 67 6Ll ¥LL 0ZL 97 O0€l ¥EL ¥EL TEL €€l €€l L'EL €L 0L LLL 60L £LOL ¥OL 8Ll s33
el 0€El 6¢CL 0€lL 9¢CL STl STl 9¢l OvL 9€L QEL LEL OEL 0O€L TTZL ®&CL TZL vLL LUl ZLL 9Ll 90L Ll SDIAT
¥’'0L €0L ZOL LOL vOL 00L 86 LOL £6 S6 L6 COL 90L LOL €0L LOL #OL LOL ¥OL €0L €0L #OL 0oL $dAl
SZL €71 Lzl el gL gLl SLLogel LTl LTl oeech o€l LT gL vl ST 0L SLL €Ll 60L OLL SOoL 9Ll sOd
6Ll 9/L LLL 9LL LLL €€l STL €EL TYL vvL LPL €¥L vEL €€l L¥L vl 8vlL TSL TSL LSl 6SL 8¥L Ovl s3v
(%) 914 3uswhojdwaun YyInoA

9 9SS 9§ /S 6S S§S TS 95 6S L9 €9 €9 €9 S9 /9 S9 7?9 09 69 S5 ¥v¥s TS P¥9 s33
€9 79 v¥9 v¥9 €9 79 €9 L ¥L. CTL TL VL VL SS9 ¥9 S9 €9 09 6S 19 €9 85 9 SIIAT
L9 L9 (L9 (L9 89 99 SS9 /9 /.9 L9 89 L9 69 69 L9 89 69 (L9 89 L9 99 [L9 [9 belep]
09 09 09 19 19 6S 85 T9 <9 S9 /.9 99 99 S9 99 99 €9 19 09 85 8s 95 V9 sOd
€8 €8 18 18 [LL V9 09 99 /L V¥VL VYL ¥vL 69 VL SL 8L 6L T8 T8 S8 98 18 9L s3v
(%) 914 3uswhojdwaun sjewa4

09 8s 8S 6S 9 (LS ¥S LS 09 €9 S99 /9 (.9 89 69 89 SS9 ¥9 ¥9 19 6S 8S 89 s33
Ly 9vY 9v 9¥ IL'S V'S 'S §S 9SS /LS @S LS &S LS €S 1S €S 6v 8y 8y LS Lv L'S SJIA]
7 ¢S ¢S TS 7Ts Vs os Vs e6¥ LS €5 Vs TS Vs 0SS OS VS LS VS TS VS V'S TS sOail
€S €9 ¢S €5 /LS ¥s ¢S SS /.S 6S L9 19 09 T9 09 6S 85 LS 99 SS9 §9 €5 09 s2d
08 08 6,/ ¥8 78 (LS €S 85 €9 99 69 .9 19 09 v9 99 (9 0L 0L V¥VL 9L VL V9 s3v
(%) 914 Juswhojdwaun e

8s /LS /LS 6S 19 9 €5 95 6 ¢9 ¥9 99 S99 99 89 (L9 €9 €9 9 8s /LS 9SS 99 s33
Z¢ V'S 7S TS SS SS SS 09 <C¢9 9 €9 T9 09 6S LS 9SS 9§ €S TS TS SS9 LS SS9 SIAT
6°S 6'S 6'S 6'S 6'S 8'S L'S 8'S L'S 8'S 6'S 8'S 6'S 6'S L'S 8'S 6'S 8'G 6'S 8'S 8'S 8'S 8'S $Oat
9¢ S§S §S 9SS 8S 9SS ¥S @S 09 19 €9 €9 €9 €9 €9 79 09 85 s 9SS 9SS ¥S 19 sOd
18 18 08 €8 08 69 99 19 (9 0. V£ 0L SS9 SS9 69 L TL SL &L 6L 08 SL 69 s3v
(%) @1e4 Jusawhojdwaun |ero)

dgLoz 710z LL0Z 0L0Z 600Z 800Z LOOZ 900Z S00Z +00Z €00Z TO0Z LOOZ 000Z 666l 866L L66L 966l S66L v66L €66L T66L L66L UOIBY

dnoub abe pue xas Aq ‘@1eJ yuswhojdwaun g€ 9|qeL



€102 199010 ‘S|9POIAl d14}WOU0IT SPUSIL ‘HUN SPUSIL O] DY} WOIS BIRP UO Paseq ‘O7| 9y} 38 SUOII_WIISS S,JOYINYy :32IN0S
A13unod swWodUI-3|pPpPIW JO -J1dMO| JJNT ‘A1aunod padojanap isea| D@7 ‘Awouoda buibisws 73 ‘serewiyss Ateulwijaid ale g0z ‘uondafoid d 210N

6C 8¢ 8T 8¢ 8T 8¢ 8¢ 6C 87 8¢ 8¢ L' 9T 9T ST ST S¢ ST SC ST 9T 9T ¢ve s33
g€ 9€¢ 9€ 9¢ veE veE €€ €€ ve ¢€g €€ €€ g +v¥e €€ G€ ve €€ € e €€ L€ €€ SN
€7 Tr TT TT €T TT TTr €T Tr 0OrT 0C €T +V¥r v vr Tr €T TT €C¢ Vvi vT ST vr sOal
31e. JuswAo|dwaun 4o ol3el }Npe-03-yinoA sjewsa4

87 87 8T 87 8T 6T 6T 6T 6C 6T 8T 8¢ LT LT LT LT LT LT LT LT 8T 8T 9T s33
L'y €v TV €y vE€ GS€ G€ L€ L€ 9E€ 9€ L€ §E€ §E€ v¥eE 6€¢ GE€ G& G€ §E veE P¥eE GE SN
LT 9T 9T ST LT 9T 9T LT ST Vvr v¥T 8T 6T O0E€ 6T 8T 6T 8T 6T 6T 6T 0 8r sOAl
91eJ uawhojdwaun Jo onels 3 npe-03-yinoA ajey

8C 8C 8C 8C 8C 6C 6C 6C 6C¢ 8¢ 8¢ LT LT LT 9T 9C¢ 9 9 9 9T LT LT ST s33
6€ O0Ov 6€¢ O0Ov ¥eE GS€ G€ G€ 9¢ G& P¥e g€ v¥e GE€ veE 8 VvE vVE veE vE vE €€ vE SIAI
s¢ ve¢ ve ve¢ Ss¢ ve ve s¢ ve <¢¢ ¢ 9¢ 9¢ (LT¢ LT ST 9C ST 9C 9¢ LT LT 9T sOaAl
91eJ JuswAojdwaun Jo o11el }Npe-031-YinoA

deloz 210z LL0Z 0L0Z 600 800Z £00Z 900 S00Z ¥00Z €00C TO0Z LOOZ 000Z 666l 866l L66L 966l S66L v66L €661 T66L L66L UOIBDY

a1eJ JuswAojdwaun Jo ol }NPe-0}-YINOA €°€ d|qeL
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labour force participation rate going down the income ladder. Hence an
increase in or high labour force participation need not be a good out-
come, if based on lowered or low incomes. Both over time and across
income groups—LDCs, LMICs, and EEs.

Another effect, labelled a behavioural factor, of sending more young
people to school or college, is the obverse of the income effect. So, this
education effect implies that the ability to educate reduces going down
the income ladder. Which implies a linear increase in the labour force
participation rate going down the income ladder. However, over time, all
income groups—LDCs, LMICs, and EEs—should be sending more of
their kids to school, so lowering their labour force participation rates.

A second behavioural factor, sending more women to work could have
a nonlinear effect across income groups, even a U-shape. Low incomes
could push more women into the labour force for LDCs. Higher incomes
could enable them to leave the labour force for LMICs (ILO 2012).
While the highest incomes amongst DCs, for EEs, could again push up
their labour force participation reflecting global mores and practices of
more women in work.

This complex set of factors, demographic, income, and behavioural,
makes labour force participation as an outcome indicator difficult to
read.

Table 3.4 illustrates all three kinds of effects working on the labour
force participation rate. The income effect is visible in Table 3.4, panel
(a), with the labour force participation rate for DCs higher at 65 percent
in 2013 compared to AEs at 60 percent. Positive income and education
effects, a good outcome, are also evident over time, with the labour force
participation rate for DCs falling from 68 percent in 1990 to 65 percent
by 2013. A negative income effect, the income compulsion to work, a
bad, kept the labour force participation rate high and constant for LDCs
at 74 percent over this long run. But positive income and education
effects, a good, lowered labour force participation rates for LMICs and
EEs over this long run.

Corroboration for the education effect comes from Table 3.4, panels
(d) and (e). DCs lowered their labour force participation rates for youth
from 60 percent in 1990 to 48 percent by 2013. And the drops were big-
ger going up the income ladder—affording more education—from LDCs
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with 4 percent, to LMICs with 10 percent, to EEs with 17 percent. In
contrast, the negative income effect—a bad—kept drops in the adult
labour force participation rate low over this period, for DCs at 1.5 per-
cent over this long run, raised them for LDCs by about 1 percent, while
lowering them for LMICs and EEs by 2 percent.

The gender effect is complicated over time, and going across income
groups, in Table 3.4, panels (b) and (c). The income effects are visible for
men across income groups, a bad, with their labour force participation
rates highest for LDCs at 83 percent, lower for LMICs at 79 percent, and
lowest for EEs at 77 percent. And the income and education effects are
also visible for men over time—a good—with their labour force partici-
pation rates falling over time for all income groups, LDCs 2 percent and
LMICs and EEs 3 percent each.

But for women, the gender effect as expected is a nonlinear U-shape
across income groups. Women’s labour force participation rate in 2013
was the highest for LDCs at 66 percent, lower at 37 percent for LMICs,
and higher again for EEs at 57 percent. This nonlinear U-shape for wom-
en’s participation in the labour force across income groups gives the same
nonlinear U-shape for the aggregate labour for participation rate across
income groups, with LDCs at 74 percent, LMICs at 58 percent, and EEs
at 67 percent.

Note that the income compulsion on women’s participation over time,
a bad, can be seen clearly in Table 3.4, panel (c). Women’s labour force
participation went up for LDCs between 1990 and 2013, by near 1 per-
cent, while falling for LMICs and EEs by 3 percent each.

In summary, over the long run, income compulsions have kept labour
force participation rates up for LDCs, particularly for women. But at the
same time, increasing incomes and education have lowered labour force
participation rates for LMICs and EEs, for youth, and for men.

3.3 Catch-Up in Job Quality Across the DCs:
Indicators of Job Quality and Informality

With quantum indicators of labour marker development like employment,
unemployment, and labour force participation strongly demographically
supply-led, rather than being led by economic demand, they become second
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best. 1o observe the economic impact and the role of the labour market in
growth and development in DCs, the first best indicators of labour market
outcomes must be job quality.

There are three key indicators of job quality. These are the working
poor, the vulnerable, and labour productivity. The working poor gives a
headcount of the proportion of workers living below the poverty line.
The vulnerable gives a headcount of the population judged to be more at
risk of weak incomes and variation in it. Two categories of employment
fall into the vulnerable definition currently, contributing family workers
and the self-employed. Labour productivity indicates at the micro level
potential income for the workers. At the macro level it indicates output
capacity, technological change, and competitiveness.

All three of these indicators are tied into the key DC labour market
concept of informality. Informality is essentially defined as unregistered
work.? Chapter 6 estimates informality across DCs. Here its consonance
with vulnerability and weaker job quality is simply noted.

What makes formality preferable to informality is: (a) greater stability
in the duration of work and in income; (b) more rights at work; (c) the
possibility of some modicum of social protection both in work and out of
it. The indicator of vulnerability captures some of these characteristics of
informality in DC labour markets. The two categories of employment
falling into the vulnerable, contributing family workers, and the self-
employed, are judged to be more at risk of: (a) instability of work, insta-
bility of wage rates and prices of their products, and therefore instability
of their incomes; (b) rights at work would be non-existent for family
work and for the unregistered self-employed; (c) institutionalised social
protection for family workers and the unregistered self-employed would
again be virtually non-existent.

The indicator of the working poor captures the combined effects on
income, of informality characteristics (a) to (c). The capture lies in the
indicator of the working poor being largely a subset of informality.® The
indicator of labour productivity has great potential in capturing the low-
income potential in informality, but there are data limitations in estimat-
ing it for the unregistered self-employed.
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Catch-Up in Vulnerability

Waged work has long been the norm in AEs, with its reciprocal vulnerability,
comprising self-employment and contributing family work, being quite low.
DCs have seen catch-up with AEs in the long run, and increasing going up
the income ladder.

Figure 3.4 shows that AEs already had a high waged share in employ-
ment of 81 percent in 1991, which increased by 5 percentage points to 86
percent by 2013. Conversely, their share in vulnerable employment
dropped down from 13 to 9 percent over this period. Self-employment
had a near stable 9 percent share over the last decade at least. Contributing
family work had been driven down to just 1 percent by 2013.

In DCs, waged work was just a third of total employment in 1991, and
this increased by 10 percentage points to 43 percent by 2013. This 10
percentage point increase in waged work led to a 10 percentage point
reduction in vulnerability from two-thirds of employment to 55 percent
over this period. The interesting point to note is that DCs self-
employment share actually increased by 5 percentage points over this

100% 1% 1% 3% 2% 3% 2% 5% 1%

90% — 13% 18% o
80% o 7%
70% 58%
60%
0% 81% 86%
40%
30%
20%
10% -

0% -

1991 2013 1991 2013 1991 2013 1991 2013
LDCs LMICs EEs AEs
m Own-account workers  m Contributing family workers Wage and salaried workers Employers

Fig. 3.4 Share of employment, by status. (Note: AE advanced economy, EE
emerging economy, LDC least developed country, LMIC lower- or middle-income
country. Source: Author’s estimations at the ILO, based on data from the ILO
Trends Unit, Trends Econometric Models, October 2014)
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period, to 40 percent. So, the gross reduction in vulnerability came from
a halving in the share of contributing family labour over this period,
coming down to 15 percent by 2013.

The increase in the waged share in DCs over time, and converse drop
in vulnerability over time, climbs up the income ladder. LDCs saw a 5
percentage point increase in their waged share between 1991 and 2013,
with a 5 percentage point decrease in their vulnerability down to 81 per-
cent by 2013 (Fig. 3.5). LMIC:s also saw a 6 percentage point increase in
their wage share over this period, with a 6 percentage point drop in their
vulnerability down to two-thirds of total employment by 2013. EEs saw
a much higher increase in their waged share by 17 percentage points over
this period, with their vulnerability dropping down to 40 percent.

Vulnerability in DCs has continued to be highly feminised, albeit
dropping at the same rate as for men between 1991 and 2013, but com-
ing down to 58 percent for women’s employment in 2013, and 54 per-
cent for men’s employment. This gender gap in vulnerable employment
does reduce going up the income ladder. In 2013, it was 12 percent for
LDCs, 6 percent for LMICs, and 7 percent for EEs.

The Working Poor and the Distribution of Income
in DCs

DCs have made a substantive reduction in their working poor in the long
run. Again, the drop in the working poor goes up the income ladder. A devel-
oping middle class expanded its share in employment, again more so going up
the income ladder.

The poverty line used to measure the headcount, those falling under i,
has changed between finalisation of the MDGs, targeted for 2015, and
the framing of the SDGs, spanning the next 15 years to 2030. The older
poverty line of US$1.25 should be used to judge the old goal of the
MDGs, which is done here. A more forward-looking exercise of eliminat-
ing poverty over the course of the SDGs uses the newer poverty line of
US$1.90, in Chap. 5.

Table 3.5 shows that DCs had a US$1.25 working-poor share in total
employment of 45 percent in 1991, which dropped near 30 percentage
points by 2013, coming down to 14 percent of employment. This still
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left 375 million working poor in 2013. LDCs and LMICs reduced their
share of the working poor in employment over this period in the band
range of 2628 percentage points. EEs reduced their share of the working
poor over this period by 36 percent. This left LDCs with still over a third
of their employment in the working poor, LMICs with 20 percent, and
EEs with just 4 percent.

In terms of timing, the larger reductions in the working poor seem to
have come not in the 1990s, but in the 2000s, especially for LDCs and
LMICs, more evenly for EEs (see Figs. 3.6 and 3.7). If the MDG 1 aim
of halving poverty by 2015 is extended to the working poor, then DCs as
whole had already met this goal well before, LDCs were scheduled to
meet it by 2015, while LMICs and EEs had already met it before.

Table 3.6 and Fig. 3.8 give the total distribution of income for DCs.
There are five income classes, the extremely poor being the working poor
under US$1.25, the moderately poor between US$1.25 and US$2, the
near poor between US$2 and US$4, the developing middle class between
US$4 and US$13, and the developed middle class above US$13. The table
shows that the bottom two classes have shrunk over time, from over two-
thirds of total employment in 1991 to just under a third by 2013.
Unfortunately, the near poor, bunched just above US$2, have increased
their share to a quarter of employment. However, the developing middle
class has more than doubled its share of employment in this period, to just
under a third. This developing middle class just doubled for LDCs between
1991 and 2013, to 7 percent of employment, more than doubled for LMICs
to 17 percent of employment, and tripled to a half of employment for EEs.

Catch-Up in Labour Productivity

Labour productivity growth for DCs was higher than for AEs. Again, it goes
up the income ladder for DCs. However, catch-up in the level of productivity,
with the huge gap to AEs, seems very far away.

Table 3.7 shows that between 1991 and 2013, AEs had a labour pro-
ductivity growth rate of 1.4 percent per annum. Compared to this, DCs
as a whole had a labour productivity growth rate of more than double
that of AEs, of 3.2 percent per annum. The labour productivity growth
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rates climbed up the income ladder across DCs, going from 2.3 percent
per annum for LDCs, to 2.9 percent per annum for LMICs, to 3.7 per-
cent for EEs.

Convergence in the level of productivity between DCs and AEs, how-
ever, seems far away in Fig. 3.9. The figure shows that AEs increased their
labour productivity from US$55,000 in 1992 by near US$20,000 to
US$74,000 by 2013. The gap in labour productivity between AEs and
DCs increased over this period from US$50,000 to US$60,000. DCs
almost doubled their labour productivity from near US$7,000 to near
US$14,000. This left LDCs with a labour productivity of near US$4000 in
2013, LMICs with US$9000, and EEs with near US$20,000. Figure 3.10
again confirms labour productivity climbing up the income ladder, with
fewer countries with negative growth rates.

In summary, quantitative indicators of labour market outcomes
become moot and second best, because they are observed to be driven
more by supply-side demographics, rather than demand-side economic
factors. Which places the onus of indicating labour market outcomes—
success or distress—on job quality. Then, GDP growth in DCs has been
seen to be coupled with significant improvement in job quality. There
have been notable reductions in the working poor, meeting an extended
definition of MDG 1. The developing middle class has expanded its share
in employment significantly. Waged employment too has gone up, bring-
ing down vulnerable employment. Labour productivity growth in DCs
has been double that in AEs, even if convergence seems far away.

The point however is to determine causality—to determine which fac-
tors have led to better labour market outcomes in job quality. One factor
has been seen clearly to be income. There have been distinctly more
improvements in job quality going up the income ladder. So LDCs,
LMICs, and EEs are seen to be locked into different employment trajec-
tories. Much as Chap. 2 showed that LDCs, LMICs, and EEs were locked
into different growth trajectories. A major factor in differentiating growth
outcomes between LDCs, LMICs, and EEs was seen to be the sectoral
composition of growth, specifically the development of manufacturing.
It now needs to be determined whether the sectoral composition of
employment and growth, particularly manufacturing, has produced bet-
ter jobs.
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there is
a decrease in the share of both high
andlow performers, that is, counties
with a productivity growth rate above
3 percentage points or 2 negative one.
“The first group includes 20% of LOCs,
18% of LMICs and 125% of EEs, and the
second one, respectively, 23%, 18%
and 10% of LDCs, LMICs and Es.
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Fig. 3.10 Productivity growth rate, 1991-2013. (Note: EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Source:
Author’s estimations at the ILO, based on data from the ILO Trends Unit, Trends
Econometric Models, October 2013; and the World Bank’s World Development
Indicators, 2013)
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3.4 Sectoral Employment, Sectoral Growth,
and Job Quality

Sectoral employment in DCs follows the Lewisian model, but with a spin. The
services sector has continued to be the largest sector, rather than manufactur-
ing for the last two decades. However, the industrial sector has led more con-
sistently in terms of improvement in job quality. Separating out manufacturing
employment from the rest of the industry reduces the number of countries that
can be examined, but where possible, it shows that manufacturing provides
the bulk of jobs in industry as opposed to extractives.

Sectoral Employment

DCs have followed the Lewisian model over the last two decades, in
reducing the share of their employment in agriculture. Table 3.8 shows
that DCs had 54 percent of their employment in agriculture in 1991, and
reduced it to 38 percent by 2013. AEs in contrast halved their agricul-
tural employment shares from 6 to 3 percent over this period. For DCs,
this still left LDCs" agricultural shares just under two-thirds of total
employment, LMICs with 42 percent, and EEs with just over a quarter,
over this period.

The spinoff from Lewis (1954) is that for DCs industrial employment
only went up by 4.5 percentage points between 1991 and 2013, from 19
percent of total employment to 23 percent. There is an interesting coin-
cidence with AEs, whose industrial employment shares went down over
this period, from 30 percent of total employment to 23 percent.

Within DCs, another important long-run characteristic emerges, dif-
ferentiating LDCs from LMICs and from EEs. Between 1991 and 2013,
LDCs’ industrial employment share barely inched up, from 8.1 percent
of total employment to 9.5 percent. For LMIC:s, their industrial employ-
ment share went up from 17 percent of total employment to 22 percent
over this period. For EEs, their industrial employment share also went up
from 23 percent of total employment to 28 percent. So, industrial employ-
ment shares in total employment have moved in lockstep up the income ladder
over the past two decades.
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The spinoff from Lewis (1954) continues in the growing predomi-
nance of services in total employment. Table 3.8 shows that DCs’ share
of services rose from 27 percent of total employment in 1991 to near 40
percent by 2013. AEs’ share in services by 2013 neared three quarters of
total employment. Within DCs, LDCs’ share in services rose from 18
percent of total employment to a quarter, over this period. LMICs’ share
in services rose from 27 percent of total employment to 36 percent over
this period. And EEs" share in services rose from 29 percent of total
employment to 46 percent over this period.

The econometric results in Fig. 3.11 support the tabular results, show-
ing the falling share of agricultural employment, and the rising shares of
industry and manufacturing, going up the GDP per capita ladder.

While the services sector does emerge as the predominant employer in
DCs, the quantum of job growth has been observed above to be a second-
best indicator of labour market outcomes, being more demographically
led by labour force growth, rather than economic demand. Hence job
quality had been adjudged to be a complementary if not better indicator

Share of L in services _ 0.08

Equation 1

Share of Lin industry . 0.02

Equation 2

Share of Lin agriculture -0.10 _

Equation 3

-0.15 -0.10 -0.05 0.00 0.05 0.10

Fig. 3.11 Effect of log GDP per capita on sectoral shares of employment: fixed-
effects (within) estimator. (Note: GDP gross domestic product, L labour. All coef-
ficients are significant at the 0.01 level. Econometric specifications available from
the author. Source: Author’s estimations at the ILO, based on data from the ILO
Trends Unit, Trends Econometric Models, October 2013)
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of labour market outcomes in DCs. Two key indicators of job quality,
vulnerability, and labour productivity show industrial employment to be
better than employment in services.

Vulnerability Across Sectors

If the Lewis model is interpreted in terms of improvement in job quality, in
going from agriculture to a modern sector, then industry trumps services
consistently.

Figure 3.12 shows that in DCs, as a whole, the share of vulnerable
employment is reduced by the share of labour in industry by a signifi-
cantly negative coefficient of —0.27. In the same equation, the share of
vulnerable employment is reduced by services by a significant but much
smaller coefficient of —0.087. The R-squared term shows that 72 percent
of the variation in vulnerability shares is explained by these two sectors
(econometric specifications available from the author).

Equationl Equation2
0.08
log GDP per capita
g p p 0.0
Share of L in services q.08
-0.09

Share of Lin industry 0.29
-0.27

-0.30 -0.20 -0.10 0.00 0.10 0.20 0.30 0.40

Share of wage and salaried workers Share of vulnerable employment

Fig. 3.12 Effect of sectoral shares of labour on vulnerable employment and
shares of waged and salaried workers: fixed-effects (within) estimator. (Note: GDP
gross domestic product, L labour. All coefficients are significant at the 0.05 level.
Econometric specifications available from the author. Source: Author’s estima-
tions at the ILO, based on data from the ILO Trends Unit, Trends Econometric
Models, October 2013)
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The reciprocal of vulnerability, waged employment shares, are also
improved more by industrial shares in employment than by the share of
services in employment. The second equation in Fig. 3.12 shows that for
DCs as a whole, the share of the waged in total employment is increased
by a significantly positive coefficient of 0.29. In the same equation, the
share of waged employment is increased by a significantly positive but
much smaller coefhicient of 0.08. The R-squared term shows that 72 per-
cent of the variation in waged employment shares is explained by these
two sectors (econometric specifications available from the author).

Hence from the point of view of vulnerability, there does seem to be
some evidence that some part of the services sector in DCs may simply be
a refuge sector led by demographic labour supply. Hence its predomi-
nance in employment in DCs may not necessarily be a good and desir-
able labour market outcome in terms of job quality. Another indicator of
job quality, labour productivity, also supports industry over services.

Labour Productivity Across Sectors

For DCs as a whole, sectoral labour productivity levels and their growth over
the long run have been higher in industry than in services. Further, aggregate
labour productivity increases with industrial employment shares in total
employment, and decreases with services employment shares.

Table 3.9 shows that from 1994 onwards, industrial labour produc-
tivity levels have been the highest amongst DCs as a whole at US$5000,
followed by services just below this level, and agriculture below US$700.
By 2011, industry’s labour productivity was about US$8700, services
labour productivity was US$7200, while agriculture was near US$1200.
Hence Table 3.10 shows that over the entire period of 1991-2011,
industry had higher growth rates for labour productivity, which at 2.7
percent per annum were almost double those for services at 1.5 percent
per annum. True, agriculture had an even higher growth rate of labour
productivity, of 3 percent per annum over this period, but from the
extremely low base seen.

The more worrying labour market outcome is for LDCs’ services which
had a long-run growth rate of labour productivity of zero, over this
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Share of Lin services*** -0.25 -

Share of Lin industry I 0.07

-0.40 -0.20 0.00 0.20 040 060 0.80 1.00

Fig. 3.13 Effect of sectoral shares of labour and log GDP per capita on log pro-
ductivity: fixed-effects (within) estimator. (Note: GDP gross domestic product, L
labour. *** significant at the 0.01 level. Econometric specifications available from
the author. Source: Author’s estimations at the ILO, based on data from the ILO
Trends Unit, Trends Econometric Models, October 2013)

period. Compared to this, LDCs’ industrial labour productivity grew at
2.8 percent over 1991-2011. So, at the bottom of the income ladder,
services were entirely a refuge sector for labour.

The econometric results in Fig. 3.13 confirm these tabular results.
Aggregate labour productivity in DCs is seen to be determined by the
industrial employment share with a positively significant coefficient of
0.07. In the same equation, aggregate labour productivity is negatively
determined by the services employment share with a significantly nega-
tive coefficient of —0.25. The R-squared term shows that 89 percent of
the variation in aggregate labour productivity in the DCs is explained by
the variation in these two sectoral shares (econometric specifications
available from the author).

Manufacturing and Job Quality

Then in DCs, while the industrial sector may have a smaller employment
share than services, but it has better job quality in terms of vulnerability
and labour productivity compared to the service sector. In fact, the service
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sector was seen at the lower end of the income ladder, for LDCs, to have
stagnant long-run productivity. Implying it to be entirely a refuge sector
driven by supply-side labour force growth rather than expansion to meet
economic demand.

Chapter 2 had implied that DCs were locked into separate growth
trajectories between LDCs, LMICs, and EEs by their manufacturing
shares moving up the income ladder in virtual lockstep. Which implies
that if labour market outcomes move in symmetry with growth out-
comes, that manufacturing should produce better jobs. Industry has just
been observed to produce better jobs than services. So, manufacturing
employment has to be separated out from industrial employment.

Figure 3.14 separates industrial employment into its two major compo-
nents, manufacturing and extractives. It shows that, for countries for
which data was available, employment in manufacturing predominated
over extractives on average over the period 2000—12. The only exceptions
were Sierra Leone, Samoa, and Ukraine amonggst the LDCs, Mongolia and
Morocco amongst the LMICs, and Suriname amongst the EEs. Ipso facto,
manufacturing employment predominating over extractive employment
within industrial employment, and industrial employment producing bet-
ter jobs in DCs, manufacturing has actually created the better jobs.”

Further corroborative evidence is provided by Fig. 3.15, which decom-
poses total GDP growth into productivity growth and employment
growth. Employment growth is further decomposed into an economic
employment effect, a behavioural labour force participation effect, and a
demographic working-age population effect. The figures confirm that
total employment growth is driven almost entirely by working-age demo-
graphics. But in addition, they show the relative roles of productivity and
employment (for which, read demographics). The share of productivity
goes up the income ladder, from LDCs to LMICs to EEs. The share also
goes up for more non-extractive-based countries amongst the DCs.
Hence also supporting the role of manufacturing as opposed to extractives
in generating productivity—and by extension, more productive jobs.

Figure 3.16 further decomposes productivity growth into two sources.
One source of productivity growth is through structural change, with
labour moving from lower-productivity sectors to higher-productivity
sectors. A second source of productivity growth is through within-sector



A Regularity in Employment Patterns in Developing Countries...

mManufacturing

= Mining and quarrying

EEs

LMICs

LDCs

eowes ueddWY
snuLnep
eIUOPAJE

eisheje|\

e1qas

Jo 211qnday d1weys| ‘ued)
eluenyin

eIne]

21jgnday ueauiwoq
Jopendg

B3V YIN0s
eupuasiy

elquojog

3yd

uepuor

eweueq

epnT jules
S2UIPEUAID DY} PUE JUIDUIA “IS
edjewer

uelleqazy

eSuo|

JopeAjes |3
engesedlN

eZEO pue jueg 1S9
eisauopu|

Aen8elsed

elpu|

elnljog

eAOP|OA

az11°g

uelszASuAY|
amgequiz

elueq|y

ueaspyifel

aulen|n

eidoiyia

ysape|Sueg
elpoquied

UBWA

11

35

30

25

o n
N —

(%) 3uawAojdwsa |e103 Jo aseys

o
—

0

Je PenN
9)s97-Jow]
ose4 eupjing

QU037 eAIBIS

O
©
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Fig. 3.15 Growth decomposition. (Note: EE emerging economy, LDC least devel-
oped country, LMIC lower- or middle-income country. Source: Author’s estima-
tions at the ILO, based on data from the ILO Trends Unit, Trends Econometric
Models, October 2013; the World Bank’s World Development Indicators; and UN,
World Population Prospects: The 2012 Revision (New York: UN, 2013))

technical change. Structural change seems more consistently higher mov-
ing up the income ladder. It is higher more often for EEs and LMICs
than for LDCs. And it accounts for about a quarter of productivity
growth from 1995 onwards. Within-sector technical change accounts for
the other three quarters of productivity growth in this last decade.
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3.5 Job Quality and Climbing Up the Income
Ladder

Across DCs then, job quality climbs consistently up the income ladder, from
LDCs to LMICs to EEs. All three indicators of job quality, the working poor,
vulnerability, and labour productivity, improve going up the income ladder,
Jfrom LDCs to LMICs to EEs.

This correlation can cut both ways, with higher per capita incomes
affording better job quality. And improving job quality could lead to
higher incomes. This can be tested using productivity as a proxy variable
for growth, and waged employment as an indicator of job quality.

GDP growth is accounted for in larger part by productivity growth as
Fig. 3.15 shows. Hence it becomes a good proxy variable for GDP
growth. Waged employment is the reciprocal of vulnerability. As the
share of vulnerable employment goes down, the share of waged employ-
ment goes up. The waged share in employment also goes up with struc-
tural change, given the observed prevalence of the Lewis (1954) model.
Since self-employment and vulnerability have been amassed in agricul-
ture, as agricultural employment goes down, the waged share in employ-
ment tends to go up.

Figure 3.17 shows the scatter of the two variables, the share of wage
earners in employment, and the level of productivity. There is a clear posi-
tive correlation, with a third of the variation in productivity explained by
variation in the share of wage earners. Again, the correlation could go
both ways, with higher productivity enabling waged employment, or
waged employment enabling higher productivity. But causality is aided by
the observation about structural change. Structural change implies a
simultaneous increase in waged employment and an increase in labour
productivity. Within sector, increases in labour productivity need not nec-
essarily be associated with a simultaneous increase in the waged employ-
ment in that sector.

Hence job quality becomes not only a good indicator of labour market suc-
cess or distress, but in its climbing up the income ladder, it becomes an impor-
tant determinant of higher per capita incomes.
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Fig. 3.17 Share of waged and salaried workers, and productivity. (Source:
Author’s estimations at the ILO, based on data from the ILO Trends Unit, Trends
Econometric Models, October 2013)

3.

6 Conclusions About the Pattern
of Development in Growth and Jobs

The pattern of development in growth and labour markets for DCs gives

support to some main conclusions:

Within DCs, LDCs, LMICs, and EEs appear to be locked into differ-
ent growth trajectories, primarily by their development of manufac-
turing, whose share in GDP moves up the income ladder.
Confirmation of Kaldor’s first law, that manufacturing growth has
driven GDP growth more, for these 145 DCs over the last three decades.
Implying, and observed, that GDP per capita growth will also move
in lockstep up the income ladder, again differentiating LDCs from
LMICs and from EEs.

But manufacturing shares have declined significantly in about a third
of DCs, reflecting not just intense competition, but also factor endow-
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ments that may militate against the development of manufacturing.
Hence manufacturing may be one well-observed path in climbing up
the income ladder for DCs, but certainly not the only one.

— The quantum of job growth accompanying GDP growth is much
more supply-led by demographics rather than being led by economic
demand, and ambiguous to interpret in terms of desirability. Hence a
complementary if not better indicator of labour market outcomes is
job quality.

— Improvements in job quality, in terms of vulnerability in employment,
the working poor, and labour productivity, all move up the income
ladder, again differentiating between LDCs, LMICs, and EEs.

— Service shares predominate in total employment in DCs.

— But industrial employment improves job quality more, specifically
vulnerability and labour productivity.

— Industrial employment shares in total employment move in lockstep
up the income ladder in the long run, hence again differentiating
between LDCs, LMICs, and EEs.

— Within industry, manufacturing employment predominates over
employment in extractives. Hence manufacturing employment leads
to better jobs.

— At the lower end of the income ladder, LDCs saw no productivity
growth in their services sector, defining it pretty much as a refuge sec-
tor led more by supply-side labour force growth than by economic
demand.

— Again, employment in manufacturing may be preferable in terms of
job quality and moving up the income ladder, but may have reached
its limits in terms of further absorption of surplus labour from agricul-
ture. Hence the flooding into services.

— But job quality climbing up the income ladder gives an important
determinant of attaining higher incomes for DCs. The correlation can
of course run both ways, with higher incomes affording better job
quality, and better job quality enabling higher incomes. A good cor-
relation between waged employment and labour productivity, and
another correlation between structural transformation and labour pro-
ductivity help establish some causality here. Structural transformation,
from agriculture to other sectors, makes it more probable that the



A Regularity in Employment Patterns in Developing Countries... 105

increase in waged employment accompanies increases in labour pro-
ductivity. Within sector, increases in labour productivity may have a
lower probability of being accompanied by increases in waged
employment.

The next chapter on drivers of jobs and growth helps establish this
causality between jobs and growth more comprehensively, through
human capital and knowledge-based capital.

Notes

1. The mathematical expression is more complex because it is not additive
but multiplicative.

2. Informality is strictly defined according to the International Conference
of Labour Statisticians as employment without legal protection, or social
protection, and comprising employment both in the informal sector and
the formal sector.

3. Butallowing for the possibility of formality also contributing to the work-
ing poor—albeit a smaller part compared to informality.

4. Strictly, industry comprises manufacturing plus extractives, plus construc-
tion, plus utilities, but the latter two sectors are very small.

5. It must be noted that between 1990 and 2012, manufacturing employ-
ment went down by more than 1 percentage point of the labour force in
a quarter of LDCs and in half of LMICs and EEs for which data was avail-
able (ILO database).
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A Regularity in the Macro Drivers
of Growth and Jobs: Accumulation
of Physical Capital and Human Capital

4.1 Introduction

Chapters 2 and 3 have shown evidence of growth and employment out-
comes improving going up the per capita income ladder. Long-run gross
domestic product (GDP) per capita, that is, income growth over the past
third of a century has been the highest for emerging economies (EEs),
followed by lower- and middle-income countries (LMICs) and then least
developed countries (LDCs). The quantum of employment growth
accompanying this GDP growth, however, was not judged to be the best
indicator of labour market outcomes in developing countries (DCs),
being driven more by supply-side demographics, than by demand-side
economics. The quality of employment was seen to be a complementary
if not a better indicator of labour market outcomes. And internationally
agreed upon indicators of job quality, which are vulnerability, the work-
ing poor, and labour productivity, again were observed to improve, in
their growth over the past two decades for which this data was available,
and in their levels, in moving up the income ladder.

However, if income per capita is such a strong determinant of long-
run growth and employment, then there is a conundrum of a vicious
circle for policy. If LDCs, LMICs, and EEs are locked into separate per
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capita income trajectories, giving distinct growth and employment tra-
jectories, how can they break out of their predetermining income tra-
jectories? The answer to this conundrum is to explain what determines
income levels. And the first part of this book showed some evidence
that per capita incomes depended on the sectoral composition of
growth, in the manufacturing sector. There was also some evidence
adduced, that manufacturing shares improved both GDP growth and
job quality more than other sectors. Hence manufacturing allows a way
out of the policy impasse. If manufacturing climbs up the per capita
income ladder for DCs, then development of manufacturing would
allow countries to climb up the income ladder, and hence also the GDP
growth and job quality ladder.

But manufacturing is one determinant of income and growth a la
Kaldor. Growth and development theory offer a number of other tested
determinants of growth and incomes. The key determinants of long-
run growth and incomes in the literature begin with the macro deter-
minants. These are pre-eminently capital investment, from the classical
tradition begun by Mill (1848), Marshall (1920), and Say (1821).
There are the balanced versions of growth from Rosenstein-Rodan
(1943), and the unbalanced version of growth from Hirschman (1958).
Then there is the neoclassical tradition of growth models led by Harrod
and Domar (see Harrod 1948) and Solow (1956, 1994). Endogenous
growth theory makes a powerful distinction between physical capital
and human capital, with its progenitors in Frankel (1962), Solow
(1956), and Romer (1986). More sophisticated endogenous growth
models like Grossman and Helpman (1991) have knowledge spillovers,
of learning by doing, and increasing allocation of resources to these sec-
tors increases the sustainability of growth. Kaldor (1966, 1967, 1975)
and Joan Robinson (1953, 1962) posed a conceptual problem in sepa-
rating physical from human capital when so much of both was embod-
ied in technology. This conceptual knot is perhaps best untangled by
the current literature on the contribution of intangibles to growth as in
Dutz et al. (2012).

If accumulation of some sort is taken in the literature as a key determi-
nant of growth, then a second body of literature focuses on the sources of
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demand, a major strand arguing for the primacy of exports, running from
Ricardo (1821: chap. 7) and Mill (1844) to Heckscher (1991) and Ohlin
(1935). A counter-strand to this ubiquitous theory of comparative
advantage comes from Myrdal (1957) arguing that DCs are pressured by
advanced economies (AEs) into primary commodity production. Singer
(1950) and Prebisch (1962) show the declining terms of trade for such
primary commodity producers compared to manufacturing. And Corden
and Neary (1982: 829-31) demonstrate the prevalence of the Dutch
Disease of exporting extractives appreciating the exchange rates and so
driving down the competitiveness of manufacturing. Lin gives a more
current version of comparative advantage, while Chang argues against it,
to develop manufacturing to move up the income ladder. Hausmann
et al. (2007) move the argument further into the content of exports,
showing that complexity and sophistication in the goods exported explain
growth better. Palley (2011) and UNCTAD (2013) echo Joan Robinson’s
concerns about exports beggaring thy neighbour. The ILO has concerns
about the unbalanced reliance of demand based on exports, leading to
wage competition and the risk of a race to the bottom (Mahmood 2007;
Mahmood and Charpe 2013).

This literature basically points to growth policy being based on three
major drivers of growth. One is accumulation of capital, which is invest-
ment and savings. Another is exports. And a third, in juxtaposition to
exports, is relatively greater balance in demand, between exports and con-
sumption. Keynesian pump priming to raise aggregate demand also raises
the possibility of government expenditures boosting growth.

This chapter finds that investment and savings shares explain per capita
income consistently and well, in moving up the income ladder virtually
in lockstep from LDCs to LMICs and ro EEs. Export shares do not explain
per capita incomes so consistently in moving up the income ladder. But most
importantly, human capital and knowledge-based capital explain per capita
incomes and their growth, in complement with physical capital, very well.
This is a major macro argument demonstrating the impact of productive
employment on growth itself. It is complemented in the next chapter by exam-
ining at the sectoral level, the impact of capabilities on enabling productive
transformation.
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4.2 Accumulation of Capital and Growth

All DCs have chosen to increase their accumulation of capital over time,

observed from 1980 ro 2010. They have done so in two ways, by increasing
their share of investment in GDD and by increasing their share of domestic
savings in GDP The shares of investment and savings climb up the income
ladder, virtually in lockstep, from LDCs to LMICs and to EEs. It has also

been possible to observe the separation of investment into physical capital and
human capital. And the further separation of human capital into basic edu-

cation, and more intangible knowledge-based capital. Such a complex growth

equation does explain per capita incomes across DCs with a good level of
significance.

Investment

Table 4.1 disaggregates GDP into its macro drivers of growth, consump-
tion, investment, exports, and government expenditure. Consumption is
axiomatically the largest driver of growth. And being a negative function
of income, its share goes down from LDC:s in the long-run band range of
70-80 percent of GDP, to LMICs with band range of 60-70 percent of
GDP, and EEs with a band range of 45-60 percent of GDP.

Apart from consumption, the driver of growth that consistently separates
LDCs from LMICs, from EEs, is investment. For LDCs, investment was in
the long-run band range of 15-24 percent of GDP between 1980 and 2010.
For LMICs, investment over this period picks up in lockstep to a band range
of 22-32 percent of GDP. And for EEs, investment picks up further over this
period to a band range of 27-36 percent of GDP.

Exports do not distinguish between LDCs, LMICs, and EEs, any-
where near as consistently as investment. In 1980, exports for LDCs were
16 percent of GDP, for LMICs 18 percent, and for EEs 17 percent. By
2010, exports for LDCs were 27 percent of GDP, for LMICs 24 percent,
and for EEs 31 percent.

Table 4.2 shows that the global crisis hit exports over 2008-10, the
most for EEs by 5 percent of GDP, and LMICs and LDC:s by 2 percent
of GDP each. The crisis does not appear to have affected investment in
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Table 4.1 Aggregate demand components as percentages of GDP

1980 1990 2000 2010

LDCs

Household consumption expenditure 79.53 75.66 73.72 71.82
Government consumption expenditure 13.41 12.32 11.35 10.66
Gross capital formation 15.35 14.66 19.98 23.83
Exports 16.65 16.35 23.58 27.07
Imports 25.03 21.11 28.65 33.23
LMICs

Household consumption expenditure 69.44 66.22 66.76 61.53
Government consumption expenditure 11.55 11.93 11.17 10.99
Gross capital formation 21.96 24.81 22.29 31.26
Exports 18.26 16.34 22.79 23.83
Imports 21.21 19.29 23.02 27.61
EEs

Household consumption expenditure 61.90 59.16 56.56  46.54
Government consumption expenditure 12.40 13.55 14.80 14.22

Gross capital formation 27.17 26.61 26.77 36.35
Exports 16.63 19.73 27.42 30.60
Imports 18.11 19.05 25.55 27.71

Note: EE emerging economy, GDP gross domestic product, LDC least developed
country, LMIC lower- or middle-income country. Shares are weighted by PPP
country share of world GDP total

Source: Author’s estimations at the ILO, based on data from IMF, World
Economic Outlook, April 2013, Hopes, Realities, Risks (Washington, DC: IMF,
2013); and the World Bank’s World Development Indicators, 2013

DCs in the same way. Which shows a logical decoupling between DCs
and AEs in their domestic policy decisions, but an expected continued
coupling in their trade links.

It is important to distinguish between shares in GDP, as given in Tables
4.1 and 4.2, and contribution to GDP growth as given in Table 4.3 and
Fig. 4.1. In the 1980s, exports for LDCs and LMICs were weak, with
investment contributing to growth more. In the 1990s, export growth
picked up across all DCs, contributing to growth more. In the 1990s,
both investment and exports have contributed almost equally to growth.

Observed at a country level, gross fixed capital formation is again seen
to climb the income ladder. Figure 4.2 shows that, for countries with
gross fixed capital formation below 20 percent of GDD, this share was
highest for LDCs, falling for LMICs and lowest for EEs by 2007, just on

the eve of the crisis before investment levels became volatile.
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Table 4.3 Drivers of growth, contribution to average annual GDP growth,
1980-2010

Gross
Household Government capital

GDP consumption consumption formation Exports Imports

(%) (%) (%) (%) (%) (%)
LDCs
1980-1990 2.5 79.8 0.0 20.1 -0.5 0.6
1990-2000 4.0 63.8 5.7 32.6 34.4 -36.5
2000-2010 6.3 67.9 10.3 32.2 31.8 -42.2
LMICs
1980-1990 4.2 57.2 12.8 28.0 12.7 -10.7
1990-2000 3.2 78.7 12.2 3.5 30.6 -25.0
2000-2010 6.4 56.9 10.1 40.5 33.1 —-40.5
EEs
1980-1990 3.2 49.0 19.2 15.2 23.5 -6.8
1990-2000 3.1 64.3 13.4 8.1 47.2 -32.9
2000-2010 6.0 41.6 12.7 43.2 45.7 —43.2

Note: EE emerging economy, GDP gross domestic product, LDC least developed
country, LMIC lower- or middle-income country

Source: Author’s estimations at the ILO, based on data from IMF, World
Economic Outlook, April 2013, Hopes, Realities, Risks (Washington, DC: IMF,
2013); and the World Bank’s World Development Indicators, 2013

Savings and Inflows

Savings as a share of GDP also moves up the per capita income ladder for
DCs over the long run of 1980-2010.

Table 4.4 shows that savings have increased over time, for LDCs, LMICs,
and EEs, from 1980 to 2010. Further, savings climb up the income ladder.
For LDC:s, the saving share in GDP was in a band range of 7 percent of
GDP in 1980 and 18 percent in 2010. For LMICs, savings were in a band
range of 19-28 percent of GDP over this period. And for EEs, savings were
in the band range of 26-39 percent of GDP over this period.

The table also shows inflows between 1980 and 2010. Foreign direct
investment (FDI) goes from under 1 percent of GDP for each of the
income groups, LDCs, LMICs, and EEs, in 1980, to 3 percent of GDP
for LDCs and EEs each, and near 2 percent of GDP for LMICs.

Official development assistance (ODA) and remittances have been

more important for LDCs. ODA for LDCs has fluctuated between 1980
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Fig. 4.1 Drivers of growth, contribution to average annual GDP growth,
1980-2010. (Note: EE emerging economy, GDP gross domestic product, LDC least
developed country, LMIC lower- or middle-income country. Source: Author’s esti-
mations at the ILO, based on data from IMF, World Economic Outlook, April 2013,
Hopes, Realities, Risks (Washington, DC: IMF, 2013); and the World Bank’s World
Development Indicators, 2013)

and 2010, but trends at just under 7 percent of their GDP. Remittances
have increased over this period for LDCs, from 2 percent of GDP to over
6 percent. For LMICs, ODA has tapered off over this period, from under
3 percent of their GDP to 0.6 percent. For EEs, ODA has been negligible
over this period. Remittances in LMICs have picked up over this period,
from 2.5 percent of their GDP, to 4 percent. Remittances for EEs have
remained under 1 percent of their GDP over this whole period.

Table 4.5 shows that the global crisis hit FDI by about half a percent
for both LDCs, and EEs, and by about 1.5 percent for LMICs. ODA
tapered off with the crisis by almost 1 percent for LDCs, negligibly for
LMICs.

Observed at a country level, again, savings as a share of GDP climb up
the income ladder. A higher incidence of countries has a higher share of
savings in GDD, going from LDCs to LMICs to EEs (Fig. 4.3).
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Table 4.4 Savings and capital inflows as percentages of GDP

1980 1990 2000 2010
LDCs
Gross fixed capital formation 14.7 14.7 19.1 22.6
Gross domestic savings 7.0 9.4 14.9 17.5
Foreign direct investment 0.8 0.2 2.4 3.5
Official development assistance 6.6 10.7 7.2 6.6
Personal remittances received 2.2 2.6 3.7 6.2
LMICs
Gross fixed capital formation 20.8 235 21.2 28.0
Gross domestic savings 19.0 21.9 22.1 27.5
Foreign direct investment 0.4 0.6 0.5 1.8
Official development assistance 2.7 3.4 1.1 0.6
Personal remittances received 2.5 2.1 2.8 4.0
EEs
Gross fixed capital formation 24.6 22,5 25.1 341
Gross domestic savings 25.7 27.3 28.6 39.2
Foreign direct investment 0.7 0.8 3.0 3.2
Official development assistance 0.4 0.5 0.2 0.1
Personal remittances received 0.6 0.6 0.8 0.7

Note: EE emerging economy, GDP gross domestic product, LDC least developed
country, LMIC lower- or middle-income country. Shares are weighted by PPP
country share of world GDP total

Source: Author’s estimations at the ILO, based on data from IMF, World
Economic Outlook, April 2013, Hopes, Realities, Risks (Washington, DC: IMF,
2013); and the World Bank’s World Development Indicators, 2013

Estimation of Drivers of Growth in the Literature:
Accumulation

So, a long classical tradition in growth theory and development theory
stretching from Mill (1848), Marshall (1920) and Say (1821) to Kaldor
(1966) and Kuznets (1973) has considered the accumulation of physical
capital as the major determinant of growth. This relationship between
GDP growth and investment growth is on the whole largely well supported
by the empirical literature. Kuznets (1973) finds that East Asian growth of
over 8 percent per annum over a long period was well explained by invest-
ment levels in excess of 30 percent of GDP. Blomstrom et al. (1993, 1996),
for 100 country data from 1965 to 1985, find that growth Granger-causes
investment, but not vice versa, that investment Granger-causes growth.'
Young (1994) again finds growth in the Asian newly industrialised countries
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correlated to capital accumulation. De Long and Summers (1991, 1993)
find good correlations between investment shares and GDP for two sam-
ples of countries, and stronger for developing economies. Easterly and
Rebelo (1993) also find this correlation for a cross section of 100 countries
for 1970-1988. A dissenting note is struck by Auerbach et al. (1993).

Accumulation of capital comprises both investment and savings. The
role of savings highlights the two-way causality possible with GDP
growth. In the short run, savings could be a function of income a la
Friedman’s (1957) permanent income hypothesis. But in the long run,
growth becomes a function of savings. Hence this emphasis on savings
from the Marshall-Mill tradition, to Rosenstein-Rodan (1943), to Lewis
(1954), and the two-gap models of Chenery and Bruno (1962) with sav-
ings as one major gap.

The relationship between savings and GDP growth is largely well
reported in the literature even if some ambiguity remains on the direction
of causation. So, Carroll and Weil (1994) show a significant positive cor-
relation between GDP growth and savings rates for a cross section of 64
countries. They also find that GDP growth Granger-causes savings, but
not that savings Granger-cause GDP growth. Agrawal (2001), for seven
Asian countries, and Anoruo and Ahmad (2001), for seven African
countries, find two-way feedbacks between savings and GDP growth.
Tang and Ch'ng (2012), for five ASEAN countries for 1970-2010, find
that savings Granger-cause GDP growth.

But this rich strand of literature on physical capital accumulation makes
a demarche from the neoclassical tradition of Harrod—Domar and Solow’s
exogenously given growth, to differentiating between physical and human
capital, never to return. Harrod and Domar (see Harrod 1948) take GDP
growth to be determined by investment divided by the capital-output ratio.
This ratio runs into a knife-edge problem of maintaining a steady state,
because it has to equal the growth of the labour force and change in labour
productivity. This is the first formal introduction of technical change.
Solow (1956), to solve the Harrod—Domar knife-edge problem, allows the
capital-output ratio to adjust over time, by making technical change exog-
enous. Kaldor (1957) and Joan Robinson (1967) acknowledged the role of
technical change, but found it difficult to account for it, given that techni-
cal change was embodied in capital equipment.
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While the role of technical change was accepted, Solow’s exogenous
determination of it drew criticism from Schultz (1963), Arrow (1962),
and Becker (1962), who argued for endogeneity of technical change
through learning by doing. Endogenous growth theory takes oft with
Frankel’s (1962) model of a composite capital good which lumps physical
capital with a technology level. Romer (1986) moves away from this
notion of mongrel capital combining physical capital and human knowl-
edge, by basing his empirical estimates of human capital on years of
schooling and years of job training. This sparked off new growth theory,
epitomised by Mankiw et al. (1992), with GDP growth established as a
function of physical capital and human capital.

Human capital itself has come to be further differentiated, between
lower-level skills associated with basic education, and the use of higher-
skilled IT services associated with higher-level skills. Such intangible,
knowledge-based capital is seen to account in early studies of the US for
10-20 percent of firm’s investment (Corrado et al. 2009; Dutz et al.
2012; Hulten and Hao 2012). One indicator of such intangible capital
would be research and development (R&D) expenditure. However,
Fennel (2014) notes a downward bias with low R&D estimates for
low-income countries. For a better proxy available for LDCs, LMICs,
and EEs, tertiary education is seen to be related to R&D expenditure,
and much needed for higher-skill formation.

Econometric Estimation of Accumulation for 145 DCs

The tabular results for 145 DCs given above are not only well in keeping
with the growth and development literature, but go a bit further. They
show that physical investment and savings climb up the per capita income
ladder, from LDCs to LMICs to EEs, explaining the separate trajectories
of these income groups quite consistently. Exports too, climb up the
income ladder, but not so consistently. This implies that DCs have used
investment and savings as policy tools to climb up the per capita income
ladder. It also implies that DCs can rely on this policy tool to further
climb up the income ladder. Some econometric results add to this expla-
nation of the use and impact of drivers of growth.
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Figure 4.4 tests for Granger causality in examining these correlations.
It shows that two-thirds of the DCs for which this data was available for
the period 1980-2010 showed a significant positive correlation between
investment and GDP per capita. In a quarter of the DCs, investment
Granger-caused GDP. In 18 percent of the countries, GDP Granger-
caused investment. While in another 21 percent of the DCs, there was
two-way feedback. This is a more robust support for the general policy
result that investment has been used to leverage DCs up the per capita
income ladder and a viable policy tool for the future.

Figure 4.4 also shows that 61 percent of the DCs tested showed a sig-
nificant positive correlation between investment and growth of GDP per
capita. In 30 percent of the DCs, investment Granger-caused growth of
GDP per capita. In 11 percent of the countries, growth of GDP per
capita Granger-caused investment. In another 20 percent of the DCs,
there was two-way feedback.

Hence there is a two-step argument here:

(a) Physical investment Granger-caused GDP per capita in 25 percent of
DCs tested over 1980-2010

Relation with GDP pc Relation with GDP pc growth
100%
- l I l . I
60%
17%
0% ° 29% 21% 9% 24% 26%
0
16%
- l l
0%
LDCs LMICs Overall LDCS LMICs Overall
m No relation Relation: Bi-directional W Relation: GDP to K M Relation: K to GDP

Fig. 4.4 Direction of the Granger causality relationship found for gross capital
formation and GDP per capita. (Note: EE emerging economy, GDP gross domestic
product, K gross capital formation, LDC least developed country, LMIC lower- or
middle-income country. Source: Author’s estimations at the ILO, based on data
from the World Bank’s World Development Indicators, 2013)
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(b) Physical investment Granger-caused growth in GDP per capita in 30
percent of the DCs tested over 1980-2010

Which implies that physical investment can be used by DCs to leverage
both their incomes and its growth over time.

Figure 4.5 gives symmetric results for savings. In 57 percent of the
DC:s that could be tested for data between 1980 and 2010, savings were
significantly positively correlated to GDP per capita. In 21 percent of the
DCs, savings Granger-caused GDP per capita. In 18 percent of the DCs,
GDP per capita Granger-caused savings. While in another 18 percent of
the DCs, there was two-way feedback.

Further, analogous to the investment result, in 52 percent of the DCs
tested, savings were positively and significantly correlated to growth of
GDP per capita. In 21 percent of the DCs, savings Granger-caused
growth of GDP per capita. In 18 percent of the DCs, growth of GDP per
capita Granger-caused savings. While in 13 percent of the DCs there was
two-way feedback.

Which implies that savings can also be used by DCs to leverage their

incomes and its growth over time.

Relation with GDP pc Relation with GDP pc growth

100%

- I I l I I I

60% 9%
17% 19% 19% 18% 10% 13%
22%

40%
20%
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LDCS LMICs Overall LDCs LMICs EEs Overall

M No relation Relation: Bi-directional W Relation: GDP to SAV M Relation: SAV to GDP

Fig. 4.5 Direction of the Granger causality relationship found for savings and
GDP per capita. (Note: EE emerging economy, GDP gross domestic product, LDC
least developed country, LMIC lower- or middle-income country, SAV savings.
Source: Author’s estimations at the ILO, based on data from the World Bank's
World Development Indicators, 2013)
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4.3 Investment in Human Capital

Beyond investment in physical capital, it is important to examine the pattern
of investment in human capital: that is, the contribution that education and
training of the labour force make to growth. While the quantum of physical
capital does play a role in explaining differences in GDP per capita, the rela-
tive investment in human capital adds more explanatory power, not least
because physical and human capital may be complements. More broadly,
human capital is a key factor in enhancing labour productivity and job qual-
ity, and hence GDP.

Moving from physical capital to human capital and intangibles.
Figure 4.6 uses an OLS regression with fixed country effects to determine
the impact of physical capital investment, human capital, and intangible
knowledge-based capital on GDP per capita, for the DCs for which data

TGER I 0.011

0 0.05 0.1 0.15 0.2

Fig. 4.6 Effect of gross capital formation, tertiary gross enrolment ratio, and
average years of schooling on GDP per capita: fixed-effects (within) estimator.
(Note: AYS average years of schooling, GCF gross capital formation, GDP gross
domestic product, TGER tertiary gross enrolment ratio. The figure displays the
coefficient estimates from a regression of GDP per capita on gross capital forma-
tion, tertiary gross enrolment, and average years of schooling. All coefficients are
significant at the level of 0.01. Econometric specifications are available from the
author. Source: Author’s estimations at the ILO, based on data from the World
Bank’s World Development Indicators, 2013)
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was available from 1980 to 2012. The proxy variable used for human
capital was average years of schooling, as the literature advocates. The
proxy variable used for intangible knowledge-based capital was gross ter-
tiary enrolment, again as the literature prompts.

The equation shows a positive and significant correlation for all three
variables. Physical capital has a coeflicient of 0.16, showing thata 1 per-
cent increase in physical capital investment leads to a 0.16 percent
increase in GDP per capita. Average years of schooling has a coefficient of
0.09, which implies that a one-year increase in average years of schooling
raise GDP per capita by 0.09 percent. Finally, gross tertiary enrolment
has a coefhicient of 0.01, which means that a 1 percent increase in tertiary
enrolment increases GDP per capita by 0.01 percent.

So, in addition to accumulation of physical capital, DCs can also use
human capital and intangible knowledge-based capital ro leverage their
income levels over time.

Further evidence is provided on causality by Fig. 4.7, which shows that
in 56 percent of the DCs for which data was available, there was a positive
correlation between primary enrolment as a proxy for human capital and
GDP In 16 percent of the DCs, enrolment Granger-caused GDD, while in

Relation of GDP pc and primary Relation of GDP pc and tertiary
enrolment enrolment
100%
80% I . l 15% . .
60% 7% 9 26%
26% 3 23% oS 41%
40% ;
- I I l
0%
LDCs LMICs Overall LDCs LMICs Overall
m No relation Relation: Bi-directional ~ m Relation: GDP to enrolment M Relation: Enrolment to GDP

Fig. 4.7 Direction of the Granger causality relationship found for primary enrol-
ment and GDP per capita and for tertiary enrolment and GDP per capita. (Note: EE
emerging economy, GDP gross domestic product, LDC least developed country,
LMIC lower- or middle-income country. Source: Author’s estimations at the ILO,
based on data from the World Bank’s World Development Indicators, 2013)
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18 percent of the DCs, GDP Granger-caused enrolment. In 23 percent of
the DCs, there was two-way feedback between GDP and enrolment.

The result for tertiary enrolment, as a proxy for intangibles and GDP
is broadly similar. But there is a key difference in the variation across
LDCs, LMICs, and EEs. Primary enrolment and human capital have the
largest impact on GDP in LDCs. Tertiary enrolment and intangibles
have the largest impact on GDP in EEs.

Figure 4.8 provides further detail of the channel through which human
capital affects GDP growth, by decomposing this growth between 1991
and 2011 into physical capital, labour, human capital, and a residual
taken to be total factor productivity (TFP) (see Inklaar and Timmer

A. GDP growth and its components, percent, average per annum
7.0

6.0

5.0

Percent

3.0

2.0

_—
1.0 .
0.0 T T T T

AEs DCs (LDCs, EEs LMICs LDCs
LMICs, EEs)

M Physical capital ® Human capital = Employment TFP

Fig. 4.8 Decomposition of GDP growth into physical capital, human capital,
employment, and TFP components, 1991-2011. (Note: AE advanced economy, DC
developing country, EE emerging economy, GDP gross domestic product, LDC
least developed country, LMIC lower- or middle-income country, TFP total factor
productivity. Growth decompositions are based on data for 55 DCs (12 LDCs, 16
LMICs, 27 EEs) and 37 AEs. Source: Author’s estimations at the ILO, based on data
from Christian Viegelahn, ‘Decomposition of GDP Growth’, unpublished manu-
script (ILO, Geneva, forthcoming); IMF, World Economic Outlook, October 2013,
Transitions and Tensions (Washington, DC: IMF, 2013); ILO Trends Unit, Trends
Econometric Models, October 2013; and Groningen Growth and Development
Centre, Penn World Tables Version 8.0)
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B. GDP growth and its components (total = 100)
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Fig. 4.8 (continued)

2013). The traditional decomposition of GDP growth over time is usu-
ally in terms of just three elements: capital, labour, and TFP. However,
the Penn World Tables and their methodology permit labour to be dif-
ferentiated by educational levels. These educational levels allow labour to
be weighted by primary-, middle-, and higher-level educational
attainment. In effect this allows GDP growth to be decomposed into a
fourth element, human capital.

In comparing AEs with DCs as a group, physical capital does not
appear to be a constraint for DCs (Fig. 4.8, panel A). However, physical
capital does appear to be constrained for LDCs as it accounts for only 35
percent of GDP growth between 1991 and 2011. For LMICs, physical
capital accounts for about 66 percent of GDP growth over this period,
while for EEs it accounts for about 72 percent of GDP growth. But the
more critical finding (Fig. 4.8, panel B) is in the role of human capital in
AEs compared with DCs. Human capital accounted for about 11 percent
of GDP growth between 1991 and 2011 for AEs. This was more than
double the share of human capital in GDP for DCs. It is this difference
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less than six years of schooling. Conversely, LMICs
managed to almost halve this share from 70%
improvement, taking it down from 75% to less than
1%.
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Fig. 4.9 Average number of years of schooling for adults over 25 years of age, 1980-2007. (Note
data from the World Bank’s World Development Indicators, 2013)
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in human capital that is likely to explain the much higher relative contri-
bution of TFP for AEs, of almost one-quarter of total GDP growth com-
pared with 18 percent of GDP growth for DCs.

All DCs improved their educational outcomes between 1980 and
2007 (Fig. 4.9). In terms of attainment of an arbitrary threshold, say six
years of schooling, the LDCs” much lower base meant they have struggled
to catch up with LMICs and EEs. Despite big improvements by LDCs,
only two had average years of schooling above six years in 2007, compared
with only one in 1980. The number of LMICs with above six years of
schooling more than doubled, from 30 percent in 1980 to 62 percent in
2007. EEs made a huge improvement, from 25 percent above six years of
schooling in 1980 to all but one country in 2007.

4.4 Exports and Growth: Literature
and Evidence

The Literature

Trade theory has myriad strands to it, but focussing here on empirical evi-
dence of its impact on growth. Ricardian specialisation on comparative
lower cost advantage is meant to increase output in a two-country case, and
by extension in a multi-country case (Ricardo 1821: chap. 7). Mill’s (1844)
formalisation of Ricardo allows for the possibility of net loss for one coun-
try and gain for the second, if the exchange rate favours the cost ratio of the
second country. Neoclassical comparative advantage in Heckscher—Ohlin
also argues for country specialisation using its more abundant and hence
cheaper factor. Trade is meant to result in equalisation of goods prices, fac-
tor prices, and wages (Heckscher 1991, Ohlin 1935). Hence the upward
impact on DCs’ incomes. Evidence however is against factor price equalisa-
tion in Tovias (1982) and Bernard et al. (2002).

Myrdal (1957) observed trade specialisation of DCs in primary com-
modities, driven more by AE demand rather than the neoclassical notion
of comparative advantage. Which would strengthen the backwash effects
and maintain primary commodity sectors in DCs, rather than develop-
ing new ones. Prebisch (1962) and Singer (1950) observed declining
terms of trade for primary commodities produced largely by DCs, from
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1870 to the Second World War, giving rise to balance-of-payments prob-
lems, low-income growth, and increasing aid dependency. Much of the
evidence from Singer and Gray (1988), Linnemann et al. (1987), and
Kindleberger (1960: 367-68) concurs with declining terms of trade for
primary commodities. Corden and Neary (1982: 829-31) observe that a
Dutch disease of exporting extractive could appreciate the exchange rate
and so lower the competitiveness of manufacturing and its development.
Considerable evidence, for instance from Sachs and Warner (1995,
1999), Ismail (2010), and Cavalcanti et al. (2011), largely supports the
Dutch disease argument.

Lin observes that industry plays a major role in economic growth, but
that industrial strategy should not defy comparative advantage (Lin and
Chang 2009; Lin 2011). Stiglitz (2011) disagrees with such a static
notion of comparative advantage since it does not incorporate learning
by doing to increase productivity. Chang elaborates that comparative
advantage will not allow accumulation of human capital, because there
will be no significant manufacturing sector to demand that human capi-
tal (Lin and Chang 2009). Chang cites Japan and South Korea as evi-
dence of comparative advantage-defying strategies which moved into
industries and adopted technologies that high-income countries had not
done at similar stages of their development. McMillan and Rodrik (2011)
specify that, to increase growth, such structural change must always
ensure the movement of workers from less productive sectors to more
productive ones. Hausmann et al. (2007) further show for 80 countries
for 1994-2003 that exports matter, with the sophistication of the export
basket increasing growth.

Further reservations on export-led growth come from Palley (2011)
who recalls Joan Robinson’s beggar-thy-neighbour argument about one
DC increasing its export competitiveness at the expense of others, espe-
cially given constant demand for exports. UNCTAD (2013) again cites
reduced demand from AEs, and competition amongst DCs to provide
bases for multinational corporations. The ILO has had a longstanding
concern about wage competition and a race to the bottom in DCs’
attempts to increase their competitiveness (Mahmood and Charpe 2013).
Favouring instead more balance in demand between exports and domes-
tic consumption (Mahmood 2007).
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Econometric Evidence on Exports and Growth
for 145 DCs

The tabular evidence on exports seen above showed that the export share
in GDP moved up the income ladder, but not as consistently as invest-
ment and savings. Figure 4.10 shows the considerable jump up in the
share of exports in GDP, for most DCs across LDCs, LMICs, and EEs.
Figure 4.11 shows its inverse, the ratio of consumption to export shares
in GDP, to have fallen over time between 1980 and 2007, and to be the
lowest for EEs, higher for LMICs and highest for LDCs.

Figure 4.12 concurs by showing that while exports were significantly
positively correlated to GDP per capita for 59 percent of the DCs tested,
only in 17 percent of the DCs did exports Granger-cause GDP per cap-
ita. In 16 percent of the DCs, GDP per capita Granger-caused exports.
While in 25 percent of the DCs, there was two-way feedback.

However, the figure also shows that in a third of the DCs, exports
Granger-caused growth in GDP per capita. In 8 percent of the DCs,
GDP per capita growth Granger-caused exports. While in 18 percent of
the DCs there was two-way feedback. Hence a somewhat nuanced
finding on exports as a driver of growth. Exports are not observed to help
all DCs consistently in moving up the per capita ladder. However, they
do Granger-cause growth.

Which recalls from the literature, that what you export matters.
Figure 4.13 runs an OLS regression with fixed country effects for DCs that
could be tested. It shows that the export share in GDP was significantly
positively correlated to manufacturing, which had a coefficient of 0.71, and
to industry with a higher coefficient of 1.0. Services had a much smaller
coefhicient, 0.19. The difference between industry and manufacturing is
extractives. Hence while manufacturing did lead to increasing export
shares, extractives increased export shares by more. The R-squared was low
at just 0.2 (econometric specifications available from the author). Table 4.6
in the Appendix splits LDCs, LMICs, and EEs into more extractive-based
countries and less extractive-based ones. It shows that for each of LDCs,
LMICs, and EEs, non-extractive countries had a much lower share of
exports compared to extractive-based countries.
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Fig. 4.12 Direction of the Granger causality relationship found for exports (EXP)
and GDP per capita. (Note: EE emerging economy, GDP gross domestic product,
LDC least developed country, LMIC lower- or middle-income country. Source:
Author’s estimations at the ILO, based on data from the World Bank’s World
Development Indicators, 2013)
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Fig. 4.13 Effect of manufacturing, industry, and services on exports: fixed-effects
(within) estimator. (Note: GDP gross domestic product. Standard errors in paren-
theses. *** p < 0.01, ** p < 0.05, * p < 0.1. Source: Author’s estimations at the ILO,
based on data from the World Bank’s World Development Indicators)
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Notes

1. Granger tests establish causality by using past independent variables to
predict latter dependent variables.
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Part ||

Three Policy Drivers of
Development

The book has set out to explain the difference in per capita incomes
amongst developing countries (DCs)—that is, what differentiates least
developed countries (LDCs) from lower- and middle-income countries
(LMICs) from emerging economies (EEs), and all of them from advanced
economies (AEs).

The first empirical part of the book has identified three main empirical
regularities that explain per capita incomes among DCs and set them
apart from AEs. These empirical regularities have prevailed consistently
for the same set of countries, observed over the past third of a century.
Chapters 2, 3, and 4 have attempted to show both causality and robust-
ness for these empirical regularities. If these three empirical regularities
do indeed determine per capita incomes in large part, then each can be
used to derive policy to leverage per capita incomes further, and more
radically.

In moving from recognising these empirical regularities to deriving
policy, the objective of the book is widened. It is not enough to explain
the determination of just per capita incomes and their growth over time.
A first-order normative imperative is to explain not just the average of per
capita incomes, but also their distribution across different income groups
within each country, and especially the distribution of income between
the poor—those unable to meet even a required dietary allowance of at
least 2250 calories per day needed to live—and the non-poor. So, the
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objective of the book widens from explaining the determinants of growth
of per capita income to explaining the determinants of more inclusive
growth.

Working towards that wider objective, recall from the first part of the

book.

Growth

The first empirical regularity explains differences in per capita incomes in
DCs, through their growth. The evidence suggests that it is not so much
the quantum of gross domestic product (GDP) growth that sets DCs
apart from each other in terms of their per capita incomes. It is the com-
position of their GDP growth, of the degree of productive transforma-
tion of their economy. Long-run GDP growth rates do climb up the
income ladder, but the past decade and a half shows a significant conver-
gence across the income ladder. The more abiding divergence between
LDCs, LMICs, and EEs is seen in the composition of long-run GDP, in
the development of one key sector, manufacturing, which climbs up the
income ladder. Hence what explains catch-up in per capita incomes—or
lack of it—is not so much the quantum of GDP growth, as the composi-
tion of this growth.

Employment

The second empirical regularity explains the differences in per capita
incomes between DCs, through jobs and the labour market. Employment
growth, an important explanatory variable for AEs, does not set DCs
apart in terms of their per capita incomes. What sets different income
categories of DCs apart from each other, LDCs, LMICs, and EEs, is job
quality. Two key indicators of job quality—reductions in vulnerability
and improvements in productivity—move up the income ladder. There is
also evidence of a two-way relationship, with not just higher incomes
allowing reductions in vulnerable jobs, but also transitioning from more
vulnerable to waged jobs simultaneously, enabling higher productivity
and therefore higher per capita incomes.
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Further, these qualitative changes seem to move together, with job
quality being better in manufacturing. This, despite the lower share of
employment in manufacturing, a larger employment outflow from agri-
culture to services, and apparent limits to the employment absorption
capacity of manufacturing. So again, what explains countries moving up
the per capita income ladder, or their inability to do so, is not so much
the quantum of employment growth, as it is job quality.

Macro Drivers

A third empirical regularity seeks to explain differences in per capita
incomes between DCs through the classical macro drivers of growth and
jobs—accumulation and exports. Accumulation of physical capital and
savings was observed to explain differences in income across DCs.
However, investment in human capital explains these income differences
even more, setting apart clearly DCs from AEs. Further, this investment
in human capital is seen to operate at both ends of skill scale, with a sig-
nificant impact on per capita incomes explained by schooling. And at the
upper end of the skill scale, per capita incomes also show a significant
impact from more intangible knowledge-based capital.

In this second policy part of the book, each of these empirical regulari-
ties allows a major policy implication to be derived and illustrated with
some country granularity.

Deriving Policy for More Inclusive Growth and
Productive Transformation of the Economy

The empirical regularity between per capita incomes and the composition
of growth highlights the need to put more caveats on growth, which
allow countries better catch-up. A major caveat to growth must be its
inclusion, so that there is growth for all income groups, especially for the
poor. So, growth must be poverty-reducing. A second major caveat is that
this growth must be based on productive transformation, as observed in
Chap. 2. So, this policy chapter examines the policy needs for growth to
be both poverty-reducing and structurally transformational.
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Deriving Policy for Better Jobs

The empirical regularity between per capita incomes and job quality
highlights the policy need to find a strategic intervention to leverage job
quality. The demonstration of weaker job quality in informality gives a
broad policy handle with which to improve jobs. Policy on informality is
hence derived through an instrument to register not just enterprises, but
also workers. Registration of workers is seen as a policy instrument
enabling them to potentially access social protection, minimum wages,
and national legislation on a raft of improved conditions and rights.

Deriving Policy for Leveraging the Macro
Variables Driving Structural Transformation

The empirical regularity between per capita incomes and accumulation
of both physical capital and human capital infers the policy need to
examine country strategies to leverage investment in both physical and
human capital. Country policy on investment in physical and human
capital is examined not through de jure proclamations, but de facto pol-
icy as revealed by national income accounts, budgets, and effective
resource allocation towards these expenditure heads. Domestic resource
mobilisation is seen to be more important for such investment than
inflows. A key strategic policy variable emerges as the interest rate struc-
ture and macro prudential policies that enable the lowering of this cost of
borrowing,.
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Putting Caveats on Growth: Policy
for Inclusion and Productive
Transformation

Moazam Mahmood and Florence Bonnet

This first policy chapter on growth harks back to the first empirical chapter’
finding on growth—that the quantum of growth does not explain developing
countries (DCs) moving up the per capita income ladder quite as well as the
composition of this growth (Chap. 2). So, growth, to explain catch-up in coun-
try incomes, needs a caveat, which is that the composition of this growth must
exhibit structural change. But arguably, and with a large literature to support
it, the first-order normative condition on growth should be that growth in the
[forst instance be poverty-reducing. If we are to prioritise the needs of the popula-
tion, then the first priority should be meeting the caloric needs of the population
Jalling below the required dietary allowance (RDA) needed to live.

M. Mahmood (=)
Lahore School of Economics, Lahore, Punjab, Pakistan

Capital University of Economics and Business, Beijing, China

E Bonnet
International Labour Organization, Geneva, Switzerland

© The Author(s) 2018 147
M. Mahmood, 7he Three Regularities in Development,
https://doi.org/10.1007/978-3-319-76959-2_5


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-319-76959-2_5&domain=pdf

148 M. Mahmood and F. Bonnet

This puts two policy caveats on growth. That it should be poverty-reducing.
And that it should be based on productive transformation of the structure of
the economy. This chapter examines the policy conditions required to meet
these two caveats on growth.

The objective of this volume has been to explain DC incomes and catch-
up to higher incomes. Chapter 2 focused logically—and spurred by a large
growth and development literature—on the growth of country incomes.
However, just the quantum of growth in these incomes has not proved suf-
ficient to explain why least developed countries (LDCs) have remained stuck
below US$1000 per capita for the past third of a century, why lower- and
middle-income countries (LMICs) have remained bracketed between
US$1000 and US$4000, and why emerging economies (EEs) have remained
bracketed between US$4,000 and US$12,000. The reason is that the growth
rates of per capita incomes have begun to converge over time across LDCs,
LMIC:s ,and EEs, so failing to explain why they have remained stuck in their
income categories and not done better in catching up to higher incomes.

What the chapter found instead was that the composition of income
growth explained country incomes and catch-up very well—specifically,
the development of manufacturing. So, while income growth on its own
does not explain country incomes and catch-up well, putting a caveat on
growth—of the composition of this growth—explains these incomes
well. So, one caveat, on growth explaining country incomes, emerges as
productive transformation. Given this strong and long-holding empirical
regularity, policy for catch-up in country incomes should be based on the
policy drivers of productive transformation.

However, explaining aggregate country income and catch-up in it,
while serving as a first useful abstraction, does not explain the distribu-
tion of this income across groups of the population, nor possible different
rates of catch-up in the incomes of these different groups. The problem
can be posited in terms of examining the evolution of the whole distribu-
tion of income within the country, that is, of all the different income
groups. However, a prior, on basic humanitarian grounds, must be to
examine the incomes of the poor—those unable to meet even the RDA
of caloric intake per day. Poverty and hunger must be the first goal of
development, as captured powerfully by becoming the first of the sustain-
able development goals (SDGs)—to end poverty by 2030.
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Therefore, while Chap. 2 has explained aggregate country income
through not just the growth in it, but the composition of that growth,
that is, through productive transformation, as a prior, what has to be
explained is the income of the poor and what prevents its catch-up to the
higher incomes of the non-poor.

Accordingly, this chapter will begin by examining the income of the
poor, and what constrains it from rising to the income of the non-poor.
It will then posit policy drivers for growth of the income of the poor.
Then, the chapter will return to the policy drivers of aggregate incomes,
which is productive transformation.

So, there are now two caveats on the composition of growth. First, that it
needs to be inclusive, to establish its determinants, and what policy drivers
can leverage them. And second, that growth needs to be based on produc-
tive transformation, and to establish what policy drivers can leverage that.

To that end, this policy chapter on inclusive growth is structured into
four sections. Section 5.1 looks at some key determinants of poverty
based on an empirical analysis of some 75 DCs. Section 5.2 looks at the
policy needs to fill the income gap of the poor, through transfers and
enhanced labour incomes. Section 5.3 looks at the non-income needs of
the poor, and the role of public goods in meeting those needs. Strategic
policy to fill the income and non-income gaps is discussed. Section 5.4
then looks at the policy needs for productive transformation.

In Sect. 5.1, the empirical analysis of poverty in DCs is based on iden-
tifying who the poor are. It shows the largest quantitative determinants
to be a demographic drag, comprising the children and the elderly, and
vulnerable workers. Both pull these populations below the poverty line.

In Sect. 5.2, identification of the poor then allows an estimation of the
income gap, and what kinds of income would be needed to fill this gap.
The young and the elderly, not being of working age, require more transfer
incomes to fill their gaps, although they will of course also benefit from
enhanced labour incomes of their employed family members. Vulnerable
workers require enhanced labour incomes, through higher productivity,
wages, and employment levels. Policy on transfers and enhancing labour
incomes is examined in the light of the literature and country experiences.

In Sect. 5.3, non-income gaps to reduce poverty are identified in three
key areas: health, education, and subsidies on consumption. The role of
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public goods in these areas is seen as being indispensable in filling the
gaps for the poor in health, education, and nutrition.

Turning to the second caveat on growth, in Sect. 5.4, policy on pro-
ductive transformation is examined. A strategic area focused on is coun-
try experiences in industrial catch-up, with educational attainments and
capabilities playing key roles.

5.1 Some Key Determinants of Poverty

The Millennium Development Goals (MDGs) set out to halve poverty
between 2000 and 2015. Table 5.1 estimates extreme poverty—defined
according to the World Bank as US$1.90 needed to provide just the RDA
of 2250 calories per day for an adult equivalent—for the same 110 DCs for
the period 1990-2012. The table shows that in 1999, 33.8 percent of the
population of these 110 DCs was in extreme poverty. By 2012, this popu-
lation of the extremely poor had halved to 14.9 percent, meeting the MDG
globally. And indeed, compared to 1990, this population of the extremely
poor had gone down by more than two-thirds, from 46.9 to 14.9 percent.
However, the global goal was met in all regions, except Africa, where
extreme poverty dropped from 55.2 percent in 1999 to only 40.7 percent
by 2012. Albeit, Africa made great strides over this MDG period, in halt-
ing and reversing the increase in poverty seen over the 1990s of 3 percent.

The SDG for eliminating extreme poverty between 2015 and 2030
poses the largest challenge for Africa with 41 percent of the global poor,
followed by Asia with 12 percent, Latin America and the Caribbean with
6 percent, and Europe and Central Asia with 4 percent.

To meet this goal, the logical enquiry is to ask what jobs, earnings, and
incomes have the poor come to rely on, and how they differ from the
jobs, earnings, and incomes of the non-poor. If there is a significant dif-
ference between them, then these jobs, earnings, and incomes are indeed
the determinants of poverty reduction.

To determine what jobs, earnings, and incomes the poor have come to
rely on, and whether this differentiates them from those of the non-poor,
what is needed is a decomposition of both in their relation to the labour
market. Table 5.2 presents the results for 66 DCs.
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Three main determinants of poverty stand out: (a) demographic drag, (b)
vulnerable jobs, and (c) lack of productive transformation.

One, poverty has a strong demographic drag. Of the total population of
the extremely poor, 70 percent were dependants. This was significantly
higher than for the non-poor of whom 62 percent were dependants. So,
while the total population of the poor and non-poor had a significant
demographic drag of 63 percent, the poor were far more burdened by
dependants. The dependants comprise the young, under 15 years of age,
and the old, above 65 years of age. They also comprise the inactive, of
working age, and the unemployed. Again, the demographic drag stood out
for the poor. Almost two-thirds of the poor dependants were the young
and the old, in contrast to the non-poor dependants at just under one half.

Economic dependency is in fact lower for the poor. The poor could less
afford inactivity in working ages, or unemployment. The share of poor
dependants who were inactive was a quarter, compared to the non-poor’s
share of 30 percent. Similarly, the share of poor dependants who were unem-
ployed was only 1 percent, compared to the non-poor’s share of 2 percent.

Two, the poor relied more on vulnerable forms of work. The agreed
definition of vulnerability' is self-employment, which comprises own-
account workers plus unpaid contributing family workers. The table
shows that the poor relied the most on self-employment, whose share was
23 percent of their population. In contrast, the non-poor relied less on
self-employment, whose share was 17 percent of their population.

Self-employment comprises own-account workers, unpaid contribut-
ing family workers, and employers. There was a contrast between the
poor and the non-poor largely for unpaid contributing family workers.
They had a 6 percent share of the poor self-employed, compared to a 4
percent share of the non-poor self-employed. Unpaid contributing family
work was also supplied more by poor women, whose share was 7 percent,
compared to poor men at 5 percent.

The reciprocal of vulnerable work is waged work. The poor had a very
low share of waged workers, at just 7 percent of their total population. In
contrast, the non-poor share of waged work was twice greater at 21 per-
cent of their total population.

The poverty rates for these two determinants of poverty are equally
telling. In terms of the demographic drag, one-quarter of all children
under 14 years of age were poor, while 13 percent of the elderly above
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64 years of age were poor. In terms of vulnerable jobs, over 21 percent of
the self-employed were poor, compared to only 7 percent of those waged
or salaried. Contributing family workers had the highest poverty rate,
near a quarter being poor.

This contrast between the poor and the non-poor largely held for all
regions. The only significant break from the pattern was for unemploy-
ment in Europe and Central Asia, with the share of the poor being higher
than for the non-poor.

This contrast between the poor and the non-poor for extreme poverty
at US$1.90, also held for moderate poverty at US$3.10 and near poverty
at US$5.00. Again, the only significant break in the pattern was for
unemployment in Europe and Central Asia, with the share of the poor
being higher than for the non-poor.

Therefore, what appears to drive poverty strongly is a significantly
higher demographic drag for the poor compared to the non-poor. And
the poor rely much more on vulnerable forms of employment, like self-
employment and unpaid family labour rather than waged employment.

This begs the question then, what sectoral development throws up this
disparity between the jobs that the poor do compared to the non-poor.

Lack of structural transformation throws up poverty.

A good segue into sectoral development is to locate poverty spatially.
Table 5.3 confirms the archetypical literature that poverty in DCs is a
strongly rural phenomenon, but not exclusively (see, for instance, Lipton
and Ravallion 1993; Odhiambo and Manda 2003). The total population

Table 5.3 Percentage of the poor/non-poor living in rural/urban areas

Rural  Urban Rural Urban
(%) (%) (%) (%)
DCs, US$1.90 PPP DCs, US$3.10 PPP
Non-poor 59.08 40.92 Non-poor 41.25 58.75
Poor 87.78 12.22 Poor 83.31 16.69
Grand total 63.86 36.14 Grand total 55.14 44.86
DCs, US$5 PPP AEs, 60% of median income
Non-poor 30.91 69.09 Non-poor 18.01 81.99
Poor 78.39 21.61 Poor 21.09 78.91
Grand total 56.10 43.90 Grand total 18.69 81.31
Note: AE advanced economy, DC developed country, PPP purchasing power

parity
Source: Authors’ estimations at the ILO, based on data from the World Bank,
PovcalNet, April 2016 (available at http://iresearch.worldbank.org/PovcalNet/)
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of the extremely poor in DCs was 88 percent rural and 12 percent urban.
This preponderance of rural poverty gets weaker going up the income
ladder, falling for moderate poverty to 83 percent and near poverty to 78
percent. For relative poverty in the advanced economies (AEs), it is
reversed, with urban poverty predominating with a 79 percent share in
their total poverty.

The explanation for both the preponderance of rural poverty in DCs
and the disparity in jobs between the poor and the non-poor does appear
to lie in sectoral development. Table 5.4 decomposes the poor and non-
poor in 42 DCs by their broad sector of employment.” It is striking that
of the total extremely poor, two-thirds were employed in agriculture,
while only about one-third of the non-poor were employed there. In
comparison, industry had a higher share of the non-poor at 21 percent,
compared to the poor at 15 percent. As did services, with 42 percent of
the non-poor, compared to 18 percent of the poor.

This preponderant proportion of the extremely poor trapped in agri-
culture applies to all regions, with Africa and Latin America and the
Caribbean both at 68 percent of the poor, Asia at 63 percent, and Europe
and Central Asia at 48 percent.

This is a finding based on the proportion of the total poor employed in
agriculture. It can be cross-referenced by looking at the proportion of the
total employment in agriculture, who were poor. A quarter of those
employed in agriculture were poor, compared to just 12 percent of those
employed in industry, and only 7 percent of those employed in services.

Then a Lewisian and post-Lewisian framework of productive transfor-
mation explains poverty quite well. As workers move out of a traditional
low-productivity sector like agriculture, and move into higher-
productivity sectors like industry and services, poverty goes down. The
transformation takes place not just in terms of productivity, but more
likely than not, also in the nature of the job, from vulnerable self-
employment to more decent waged employment. The share of waged in
total employment was near double in urban areas compared to rural
areas, for DCs, especially in Africaand Asiaand the Pacific.’ Transformation
of jobs becomes a key driver for poverty reduction, along with addressing
the demographic burden of the poor.

Specifically, lack of trade and manufacturing generates more poverty.
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The broad sectors of agriculture, industry, and manufacturing can be
decomposed further into 14 specific sectors. Table 5.5 decomposes the
poor and the non-poor by their specific sector of employment for 37 DCs.*

Again, near two-thirds of the total extremely poor were employed in
agriculture, compared to just over a third of the total non-poor. The next
two major specific sectors that the non-poor relied on were trade and
manufacturing. Fifteen percent of the total non-poor were employed in
trade, compared with 9 percent of the total poor. And 12 percent of the
total non-poor were employed in manufacturing, compared to 7 percent
of the total poor. A fourth possible specific sector employing any signifi-
cant share of the total non-poor was general services, at 6 percent, com-
pared to 3 percent of the total share of the poor.

The more effective productive transformation strategy indicated to
reduce poverty would then be to focus on the development of these two
sectors—trade and manufacturing.

Policy directions for the three determinants of poverty reduction include
transfers, better jobs, and more productive transformation.

Given the weaknesses in jobs, earnings, and incomes that the poor
have come to rely on, the question is: can gross domestic product (GDP)
growth not simply reduce poverty over time?

Figure 5.1 plots country change in GDP over time against its change
in poverty over time. There should be a negative relationship, with more
countries in the positive-growth, negative-change (or drop)-in-poverty
quadrant (top left of each panel) or in the negative-growth, positive-
change (or increase)-in-poverty quadrant (bottom right of each panel).
But the relationship fitted is positive, with almost as many countries in
the negative-growth, negative-change (or drop)-in-poverty quadrant
(bottom left of each panel), or in the positive-growth, positive-change (or
increase)-in-poverty quadrant (top right of each panel).

Therefore, growth in itself has not been consistently poverty-reducing
over the last 25 years. But there is evidence of policy working to amelio-
rate the three determinants of poverty over time.

The demographic drag of a higher share of dependants, children below
working age, and the elderly above 64 years can benefit from increased
labour income for the household, but will also require significant transfer
income from the non-poor. Figure 5.2 shows that of the macro drivers of
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Fig. 5.2 Effect on poverty rate of 1 percentage point increase in share of GDP
components, by poverty measure, 1991-2014 (percentage). (Note: GDP gross
domestic product. Source: Authors’ estimations at the ILO, based on data from
the World Bank’s World Development Indicators)

growth, government expenditure is the most poverty-reducing. Section
5.2 examines the role of transfers in poverty reduction, and formulates
policy for it. Section 5.3 examines the non-income determinants of pov-
erty, and looks at the role of provisioning of public goods, in the key areas
of consumption, health, and education.

5.2 Closing the Income Gap for the Poor

This section examines the income gap, an estimate of how much addi-
tional income from labour and how much additional spending on social
protection would be needed to eliminate poverty. The section examines
how the income gap varies depending on the demographic and labour
market position of the poor. This analysis is essential for understanding
the relative importance of policy tools, primary being social protection
and employment policies.
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Eliminating poverty, however, calls for a broad range of policies such
as governance arrangements, access to basic services, and well-designed
rural development strategies, which cannot be directly captured through
an analysis of the income gap. With these limitations in mind, Sect. 5.2
(a) provides estimates of the income gap for DCs at different levels of
economic development. The main determinants of income gaps are then
described in Sect. 5.2 (b). In particular, the extent to which poor house-
holds are primarily affected by high demographic and economic depen-
dency ratios or by decent work deficits is assessed; such an analysis should
be helpful in the process of formulating the most appropriate combina-
tion of policy responses. Based on the assessment of individuals’ and
households’ demographic and economic characteristics, the concluding
section, Sect. 5.2 (c), discusses different cases where, as part of combined
policies, social protection or improved labour incomes might play a
major role in filling the income gap.

(a) Estimating the Income Needed to Eliminate Poverty

The income needed to eliminate extreme poverty in DCs represents less than
1 percent of global income.

Estimates made here show that, in 2012, US$72 billion would have
been needed to eliminate extreme poverty in DCs (Box 5.1).° The income
gap for eliminating extreme poverty represents 0.16 percent of global
income and 0.31 percent of DCs” income (Table 5.6). It represents 3.9
percent of LDCs” GDP when considering this group of countries alone.
Although the income gap seems small when viewed from a global stand-
point, it still represents a relatively high proportion of government expen-
diture and social protection budgets in most developing and in particular
in LDCs and LMICs.®

To eliminate both extreme poverty and moderate poverty, nearly
US$360 billion would be needed (econometric specifications available
with the authors). This represents 1.7 percent of GDP in DCs, 0.4
percent in EEs, 3.1 percent in LMICs, and as much as 14.3 percent of
GDP in LDCs (Table 5.6).

This picture for DCs masks significant differences both between and
within countries.” Figure 5.3 shows that LDCs account for less than 4
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Table 5.6 Global income gap, by region and poverty line, 2012

Distribution of the Income gap Income gap (%
income gap (%) (% of GDP) government expenditure)
US$1.90 US$3.10  US$1.90 US$3.10 US$1.90 US$3.10
PPP PPP PPP PPP PPP PPP
DCs 100.0 100.0 0.31 1.65 1.46 7.27
LDCs 429 3.86 14.31 17.61 68.59
LMICs 38.6 0.53 3.11 2.67 14.14
EEs 18.5 0.07 0.40 0.24 1.39

Note: DC developing country, EE emerging economy, GDP gross domestic
product, LDC least developed country, LMIC lower- or middle-income country,
PPP purchasing power parity. Global and regional estimates based on 65 DCs
(20 LDGs, 23 LMICs, and 24 EEs). See Table 5.12 in the Appendix for detailed
data sources. Extreme poverty and extreme associated income gap are defined
as the share of those with per capita income or consumption below US$1.90
PPP per day. Extreme and moderate poverty and extreme and moderate
associated income gap are defined as the share of those with per capita
income or consumption below US$3.10 PPP per day

Source: Authors’ estimations at the ILO, based on national household survey
data

100

90 86.2

® Share of total GDP

m Share of total income gap

Percentage share

18.5

EEs

Fig. 5.3 Distribution of total GDP and extreme income gap in DC categories.
(Note: DC developing country, EE emerging economy, GDP gross domestic prod-
uct, LDC least developed country, LMIC lower- or middle-income country, PPP pur-
chasing power parity. Global and regional estimates based on 65 DCs (20 LDCs, 23
LMICs, and 24 EEs). See Table 5.12 in the Appendix for detailed data sources.
Extreme poverty and extreme associated income gap are defined as the share of
those with per capita income or consumption below US$1.90 PPP per day. Source:
Authors’ estimations at the ILO, based on national household survey data)
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percent of GDP in DCs but for 42.9 percent of total income gap in DCs.
By contrast, EEs account for 86.2 percent of GDP in DCs but for 18.5

percent of the total income gap.

Box 5.1: Estimates of the Global Income Gap

The global income gap or global aggregate poverty gap is the minimum
amount of income needed to bring all poor people out of poverty. It is esti-
mated as the sum of the differences for all poor people between their cur-
rent per capita expenditure on consumption or income (depending on the
country) and the respective poverty lines. The global income gap therefore
provides a minimum estimate of the amount by which labour incomes and
social protection transfers should increase to end poverty, based on a static
perspective. The term ‘minimum’ means that, as far as social protection
transfers are concerned, the interpretation of this gap is only reasonable if
the transfers could be made perfectly efficiently, which is highly implausible
(Haughton and Khandker 2009). The analysis of the income gap takes on
board the depth of poverty (or distance to the poverty line) not assessed
when considering poverty rates for different groups. The estimate of the
income gap for different population groups (such as in Fig. 5.3) considers
the distance to the poverty line for each individual below the poverty line
according to her or his demographic and labour market position.

The analysis of the gap in DCs—total and for population groups—is based
on national household surveys from 65 DCs representing more than 85 per-
cent of the population from the different regions, including 20 LDCs, 23
LMICs, and 24 EEs. Data for the majority of countries (more than 80 percent)
refer to the period 2010-13.

The resulting distribution of the income gap for the different population
groups (children less than 15 years old, employed aged 15-64 by employ-
ment status, unemployed, inactive able and unable to work, and persons
aged 65 and over) calculated for each country for the latest year available
was applied to the 2012 data adjusted on the World Bank’s interactive com-
putational tool, PovcalNet, and extrapolated to the world and regional
populations.

The comparison of the estimated total income gap presented in this
chapter—based on extrapolated results from 65 DCs—with derived esti-
mates from the broader set of countries available in the World Bank
PovcalNet database, highlights a difference of less than 0.02 percent of GDP
for the global income gap to end extreme poverty, the World Bank esti-
mate being higher.

Note: PovcalNet is available from the World Bank, at http://iresearch.
worldbank.org/PovcalNet/povOnDemand.aspx.


http://iresearch.worldbank.org/PovcalNet/povOnDemand.aspx
http://iresearch.worldbank.org/PovcalNet/povOnDemand.aspx
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The income gap represents over half of social protection budgets in many
DCs.

Eliminating poverty through social transfers alone cannot be consid-
ered as a sustainable solution in the long run (ILO 2001, 2003) and
would be a major budgetary challenge for most DCs. Indeed, the total
cost of eliminating extreme poverty runs as high as the total current
expenditure on public social protection—illustrated by the lower line in
Fig. 5.4, panel A—in 14 out of 20 LDCs, for whom there was data. On
average, the income gap for eliminating extreme poverty represents nearly
90 percent of total spending on social protection in LDCs. This figure
comes to 26 percent in LMICs and represents less than 1 percent of cur-
rent social protection spending in EEs. When considering the income
gap for eliminating both extreme poverty and moderate poverty, it repre-
sents on average nearly 70 percent of total spending on social protection
in all DCs but considering LDCs alone, their income gap represents
more than 3 times the amount of money currently spent on social secu-
rity benefits in LDCs.

High demographic and economic dependency ratios are important deter-
minants of poverty.

The analysis of the composition of the income gap by age group and
economic status confirms the importance of the demographic drag as an
important determinant of poverty (Fig. 5.5). Children under 15, and the
elderly people aged 65 and over, accounted for near half of the extreme
income gap. Another 20 percent of the income gap was accounted for by
inactive people of working age (15-64 years).

Child poverty accounted for 43 percent of the income gap in DCs, but
for more than 50 percent of the income gap in LDCs. The working poor
represented another 28 percent of the total income gap in DCs, but for
37 percent in LDCs. Amongst the working poor, the self-employed
accounted for most of the income gap, rather than the waged, more than
90 percent in LDCs and LMICs.

Filling in the income gaps to end poverty for these major constituent
groups logically requires a combination of increased labour incomes and
social transfers. The extent of the need for income from social protection
in these groups depends on the economic dependency ratio in the house-
hold and on current working conditions of the labour income earners. It
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also depends on employment opportunities for people in the household
able and willing to work. All these factors determine the potential for an
improvement in labour incomes and their effective impact on poverty
reduction for all household members.

The more unambiguous case for social protection and transfers is for
the elderly and the disabled. People aged 65 and over represented 4 per-
cent of the extreme income gap to in DCs (3 percent in LDCs and over
6 percent in EEs). People with disabilities unable to work represented
another 0.4 percent of the extreme income gap in DCs. Altogether, the
minimum financial implications of measures to eliminate extreme pov-
erty for these two groups, which should be able to count on social protec-
tion, represented just 0.02 percent of GDP in DCs.

Children in poverty need to benefit from both an improvement in
their parents’ labour incomes and some level of transfers. The working
poor may benefit from decent working conditions and still be below the
poverty line, not because they earn less than the poverty line but because
they share this labour income with many dependants. In such situations,
social protection might be the sole or best answer at least in the short run.
Section 5.2 (b) analyses seven socio-demographic and economic features
of individuals and households for the poor, which are important elements

<
<«

Fig. 5.4 Total income gap and expenditure on public social protection as a per-
centage of GDP, 2012. (Note: EE emerging economy, GDP gross domestic product,
LDC least developed country, LMIC lower- or middle-income country, PPP purchas-
ing power parity. In panel A, in countries on the right side of the red line, the
estimated income gap to eliminate extreme poverty in LDCs is superior to the
actual total public investment in social protection. In countries on the right side
of the blue line, the estimated income gap accounts for more than half of actual
public social protection expenditure, which is still above the proportion of social
protection that reaches the poor in many countries (see Sect. 5.2). Country names
associated with I1SO3 codes and detailed data sources are presented in Table 5.12
in the Appendix. Source: Authors’ estimations at the ILO, based on national
household survey data for the income gap; and on data from ILO, Social Security
Inquiry, April 2016 (available at http://www.ilo.org/dyn/ilossi/ssimain.nome);
OECD, Social Expenditure Database, April 2016 (available at http://www.oecd.org/
social/expenditure.htm); ADB, Social Protection Index, April 2016 (available at
http://spi.adb.org/spidmz/index.jsp); and European System of Integrated Social
Protection Statistics, February 2016 (available at http://ec.europa.eu/eurostat/
web/social-protection/overview) for social protection expenditure data)


http://www.ilo.org/dyn/ilossi/ssimain.home
http://www.oecd.org/social/expenditure.htm
http://www.oecd.org/social/expenditure.htm
http://spi.adb.org/spidmz/index.jsp
http://ec.europa.eu/eurostat/web/social-protection/overview
http://ec.europa.eu/eurostat/web/social-protection/overview
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Fig. 5.5 Composition of the total income gap, 2012. (Note: EE emerging econ-
omy, LDC least developed country, LMIC lower- or middle-income country, PPP
purchasing power parity. Global estimates based on 103 countries representing
close to 85 percent of the world population. Source: Authors’ estimations at the
ILO, based on national household survey data)

for an appropriate mix of social protection policies and policies that boost
labour incomes, discussed in Sect. 5.2 (c).

(b) Demographic and Economic Dependency Ratios and Decent Work
Deficits

Poor people live in larger households with fewer members with labour
incomes.

Poverty is strongly affected by household size and composition (OECD
2009a, b). Compared to the non-poor, the poor tend to live in relatively
large households often without access to paid employment and in par-
ticular to wage and salaried employment, placing a heavy burden on
labour income earners.® On average, people in extreme or moderate pov-
erty in DCs live in households that have 7.8 persons, compared to 5.7
persons for the non-poor (Table 5.7).
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Table 5.7 Size of household and percentage of household members in paid
employment, latest year available

% of % of household % of household
household members in members,
Average members in wage and own-account
household paid salaried workers, or
size employment employment employers
Non- Non- Non- Non-
Poor poor Poor poor Poor poor Poor poor
Extreme
poverty
DCs 7.8 57 214 325 73 17.9 145 15.1
LDCs 8.2 6.6 24.0 306 5.0 10.8 20.0 21.0
LMICs 8.0 59 222 315 87 16.9 135 14.6
EEs 71 48 17.9 357 7.8 26.1 10.2 9.7
Extreme and
moderate
poverty
DCs 7.3 54 23.0 342 85 20.0 14.9 14.7
LDCs 7.9 6.1 25.3 325 5.7 13.8 20.7 20.1
LMICs 7.3 56 23.8 33.2 98 18.7 14.0 14.5
EEs 6.7 46 199 37.2 9.9 27.6 10.1 9.6

Note: DC developing country, EE emerging economy, LDC least developed
country, LMIC lower- or middle-income country, PPP purchasing power parity.
Extreme poverty: <$1.90 PPP per capita per day. Extreme and moderate
poverty: <$3.10 PPP per capita per day. Global estimates based on 103
countries representing close to 85 percent of the world population. Weighted
by total population. Paid employment includes wage and salaried
employment, own-account workers and employers. See Table 5.12 in the
Appendix for detailed data sources

Source: Authors’ estimations at the ILO, based on national household survey
data

The deficit of labour income earners of working age in poor house-
holds is common to all regions, levels of development, and poverty lines.
The extremely poor in DCs live in households with an average 21 percent
of their working-age members in paid employment (Box 5.2) compared
to 33 percent for the non-poor. Further, as noted earlier, poverty is associ-
ated with a deficit of wage and salaried employment. The incidence of
wage and salaried employment is 2.5 times higher among the non-poor
compared to the poor in DCs.
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Box 5.2: Definition of Terms

Demographic dependency ratio. Demographic dependants include those
under the age of 15 (child dependency) and over the age of 64 (old-age
dependency). The productive part is made up of the population considered
to be of working age, between 15 and 64 years. The ratio is expressed as a
percentage. Total demographic dependency ratio = (number of people
aged 0-14 and those aged 65 and over)/number of people aged 15-64 x
100. A high demographic dependency ratio may be an increased burden on
the income earners within households and in a country.

Economic dependency ratio. This is based on the actual activity status of
the household members rather than on their ages. A first version is calcu-
lated as the ratio of the household members outside the labour force (chil-
dren, inactive aged 15-64, and people aged 65 and over) to those actually
working or unemployed aged 15-64. A second and third version consider
the ratios between those outside employment or outside paid employment
and those in employment or in paid employment aged 15-64. Hence the
economic dependency ratio measures the number of inactive household
members for each active member or, alternatively, in its second and third
versions, the number of non-working household members or non-labour
income earners to household members in employment or in paid employ-
ment (15-64 years old).

Persons in employment are defined as all those of working age who, dur-
ing a short reference period, were engaged in any activity to produce goods
or provide services for pay or profit (see below). Persons in employment are
wage and salaried workers and the self-employed. Self-employed persons
include employers, own-account workers, and contributing family workers.
Paid employment in this chapter includes all persons in employment except
contributing family workers.

For pay or profit refers to work done as part of a transaction in exchange
for remuneration payable in the form of wages or salaries for time worked
or work done, or in the form of profits derived from the goods and services
produced through market transactions, specified in the most recent inter-
national statistical standards concerning employment-related income (ILO
2013b). Contributing family workers are included as part of the employed,
as persons who work for pay or profit payable to the household or family in
market units operated by a family member living in the same or in another
household.

Permanent contracts are defined as open-ended contracts, or as contracts
of unlimited duration (ILO 2015a). They are considered as more secure as
they allow visibility regarding the future evolution of work and income.
Such arrangements still cover more than 50 percent of all wage and salaried
workers but just above one out of four workers (including both wage and
salaried workers and those in self-employment) (ILO 2015b).
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The poor face significant working-time deficits—underemployment.

The proportion of workers working short hours, for pay or profit (less
than 35 hours), or very short hours (less than 20 hours per week),” is
systematically higher among the poor at 35 percent compared to the
non-poor at 27 percent. This is true for both waged workers and for the
self-employed, in LDCs, LMICs, and EEs (Fig. 5.6). Although the poor
in self-employment are particularly badly hit by short working hours,
more than half work less than 35 hours per week, compared to 19 percent
of poor waged workers."

In LDCs, LMICs, and EEs alike, it is women in particular who work
short or very short hours for pay or profit, often for low pay. In DCs,
almost 40 percent of all working women work less than 35 hours a week
for pay or profit and those affected the most are self-employed women.!!
Women in LDCs and LMICs are the most affected by very short working
hours, at least as far as employment (paid employment) is concerned.

Paradoxically, at the same time women in DCs may face longer work-
ing days, when both paid and unpaid work are considered. Women are
more time-poor than men (Chant 2010). Indeed, gender gaps in the
distribution of unpaid household and care work also imply that women
are more likely to work shorter hours for pay or profit (ILO 2016).

In Asia, the poor are also subject to excessive working hours.

Working hours also tend to be more polarised for the poor than for the
non-poor, whose working hours tend to cluster around standard working
hours, in line with national regulations. While the practice of working
excessive hours can improve earning potential and career prospects, it can
also expose workers to safety and health risks (ILO 2011a, b; Lee et al.
2007). In addition to being more likely to be in underemployment, the
poor in DCs are also more likely than the non-poor to face the risks asso-
ciated with excessive hours without having the opportunity to gain from
those extra hours (see Fig. 5.7).

In DCs in Asia and the Pacific, almost 60 percent of the extremely and
moderately poor in wage and salaried employment worked more than
48 hours per week and more than 22 percent work more than 60 hours
per week. In other regions, the proportion of the working poor who work
excessive hours is typically lower than in Asia.

The jobs of the poor are less protected than those of the non-poor.
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Employees without a permanent employment contract tend to have
less job stability and lower pay than those in regular full-time employ-
ment."” In addition, they have frequent periods of unemployment, which
leads to sharp income fluctuations. Workers in unregulated, insecure
employment arrangements, who are more likely to work without a con-
tract and even more likely to work without a permanent contract, are also
those most likely to be among the working poor. This is because such
employment arrangements offer less pay (ILO 2015a). Without a formal
employment contract, workers are more vulnerable to the non-application
of employment laws and regulations and are also more likely to face dif-
ficult working conditions.

In 34 DCs for which data was available, poor wage and salaried work-
ers were three times less likely to have a permanent contract than their
non-poor counterparts. Less than 8 percent of the extremely poor had a
permanent contract compared to more than 30 percent of the non-poor.
For extreme and moderate poverty, only 10 percent of the poor in wage
and salaried employment had a permanent contract compared to 33 per-
cent of the non-poor (see also Fig. 5.8).

Poor people are less covered by employment-related social protection.

Afhliation to social protection through employment often depends on
an explicit contract in formal enterprises or on a formally defined employ-
ment relationship between a dependent worker and an employer (ILO
2013a). As noted, in DCs only a minority of workers, especially among
the poor, are covered by formal employment contracts that would entitle
them to social protection (Fig. 5.9, panel A)."* The high incidence of
non-standard forms of employment among the poor is a major factor
behind the lack of social protection coverage (ILO 2015b)."

<
<

Fig. 5.6 Short working hours and poverty in DCs (hours per week), latest year
available. (Note: DC developing country, EE emerging economy, LDC least
developed country, LMIC lower- or middle-income country, PPP purchasing power
parity. Global weighted estimates based on 65 DCs, representing 74 percent of
total employment. Hours of work refer to usual hours of work from all jobs when
available, otherwise from main and second jobs. Panels A and B: common poverty
line of US$3.10 PPP per day and per capita. The population of reference covers
people in employment aged 15-64. Data is for the latest year available, which
ranges between 2005 and 2013. One-fourth of the country data refers to 2005-09
and nearly 60 percent is for 2012 or 2013. Source: Authors’ estimations at the ILO,
based on national household survey data)
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Less than 8 percent of the extreme or moderate working poor contrib-
ute to a pension scheme in DCs, compared to 37.2 percent of the non-
poor (Fig. 5.9, panel B)." Afhiliation rates are significantly higher in EEs
compared to the LDCs and LMICs but remain low among the poor. Less
than 2 percent of the poor are affiliated in LDCs, 3.2 percent in LMICs,
and 11.2 in EEs.

With the exception of a few countries (particularly in Latin America),
most self-employed workers do not contribute to a pension scheme. In
DCs, on average 16 percent of the extremely and moderately poor in
wage and salaried employment contribute to a pension scheme, com-
pared to less than 3 percent of the self-employed.’® The corresponding
proportions are under 1 percent in both LDCs and LMICs.

There is a resultant significant deficit in social protection for the poor.

Considering all types of social protection benefits, either in cash or in
kind, contributory and non-contributory, the proportion of the poor
relying on social protection benefits'” is on average lower than that of the
non-poor. Based on a set of 30 DCs (representing nearly 70 percent of
the population of DCs), the aggregate result shows that 47 percent of the
moderate and extremely poor received some social protection benefits,
compared to 57 percent of the non-poor.

The country results are more mixed. For moderate and extreme poverty,
in 21 out of 30 DCs the proportion of the poor receiving benefits is higher
than for the non-poor. While for the extremely poor, in 14 out of 30 coun-
tries the proportion of the poor receiving benefits exceed the non-poor.

However, the poor received a smaller share of the spending on social
protection, significantly lower than their representation in the popula-
tion."® On average the extremely and moderately poor, who constitute

<
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Fig. 5.7 Excessive hours of work and poverty in DCs (hours per week), latest year
available. (Note: DC developing country, EE emerging economy, LDC least
developed country, LMIC lower- or middle-income country, PPP purchasing power
parity. Global weighted estimates based on 47 DCs representing more than 74
percent of total employment. The population of reference covers people in
employment aged 15-64. Data is for the latest year available, which ranges
between 2005 and 2013. One-fourth of the country data refers to 2005-09 and
nearly 60 percent is for 2012 or 2013. Source: Authors’ estimations at the ILO,
based on national household survey data)
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Fig. 5.9 Affiliation to contributory social protection (pension mainly), poor and non-
poor workers (percentage of total employment), latest year available. (Note: DC
developing country, EE emerging economy, LDC least developed country, LMIC
lower- or middle-income country, PPP purchasing power parity. Contribution to social
protection (at least for pensions). All dots refer to the extreme and moderate poverty
line of US$3.10 PPP per capita per day. Any dot above the diagonal means that the
proportion of the non-poor contributing to social protection (at least for pensions) is
higher than the proportion among the poor. Country names associated with 1SO3
codes and detailed data sources are presented in Table 5.12 in the Appendix. Panel B:
Global estimates based on 34 DCs representing 75 percent of total employment. The
population of reference covers people in employment aged 15-64. Data are for the
latest year available, which ranges from 2007 to 2013. Source: Authors’ estimations at
the ILO, based on national household survey data)

42.0 percent of the total population, receive 21.1 percent of the total
social protection benefits expenditure. The amount of social protection
benefits received by the poor is on average seven times lower than the
amount per beneficiary for the non-poor.
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Some countries have very limited social protection provisions and associ-
ated resources for the poor in particular but also for the non-poor. This
characterises most African countries with available data. For instance, cov-
erage of the poor is less than 10 percent in Cameroon, Ethiopia, Ghana,
Malawi, Nigeria, Sudan, Uganda, and Zambia; coverage of the non-poor is
barely any higher. Those countries combine the highest poverty incidence
(more than 60 percent)," limited investment in social protection (usually
less than or around 5 percent of GDP) and among the lowest proportion of
social protection resources going to the poor, compared to their representa-
tion in the population. In Ethiopia, Malawi, Uganda, the United Republic
of Tanzania, and Zambia, extreme and moderate poverty rates are greater
than 70 percent but the benefits received by the poor represent in some
cases less than 25 percent of the total amount of social protection benefits.

South Africa stands apart as one of the few exceptions. Where, nearly 90
percent of the moderate and extremely poor receive social protection ben-
efits compared to 50-60 percent of the non-poor. As in other LMICs and
EEs from Latin America or Eastern Europe and Central Asia, in South
Africa the incidence of poverty is lower than in low-income countries. More
importantly, the proportion of those living below the poverty line and
receiving social protection benefits is greater than 60 percent and higher
than the proportion of beneficiaries among the non-poor. What character-
ises these countries is the broader scope of their national social protection
systems, the significant amount of resources invested in social protection,
and, over recent decades, the extension of social protection through mecha-
nisms coping with high informality or low activity rates (ILO 2015b).%

Then the significantly higher coverage in countries such as the Russian
Federation, Turkey, Colombia, Mexico, or Argentina demonstrates delib-
erate strategies adopted by governments to extend coverage to the poor
and to redesign social protection systems to concentrate resources on tar-
geted benefits (Fig. 5.10).

But the impact of existing levels of social protection on poverty prevention
and reduction can be huge.

Social protection benefits play an important role in preventing and
reducing poverty. In Figs. 5.11 and 5.12, the correlation between higher
spending on social protection and lower poverty rates is positive. There
are, however, important differences in the impact of social protection on
poverty, observed across countries with similar levels of spending on
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A. Percentage of the poor receiving benefits versus percentage of the non-poor receiving benefits
(extreme and moderate poverty US$3.10 PPP per capita per day)
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Fig. 5.10 Percentage of the poor and non-poor receiving benefits and propor-
tion of social protection benefits expenditure going to the poor, latest year avail-
able. (Note: EE emerging economy, LDC least developed country, LMIC lower- or
middle-income country, PPP purchasing power parity. The analysis of the shares
of public expenditure on social protection benefits going to the poor versus the
non-poor should take into consideration that many people are above the poverty
threshold because they receive social protection benefits. Panel A compares the
proportions of the poor (horizontal axis) and non-poor (vertical axis) receiving
social protection benefits (any type). Any dots below the diagonal highlight a
situation where the percentage of the poor receiving benefits (independently of
the level of benefit received) exceeds the proportion of the non-poor. Panel B
considers the incidence of poverty (or the proportion of the poor in total popula-
tion, horizontal axis) compared to the share of the total value of social protection
benefits going to the poor (vertical axis). Any dot below the diagonal means that
the cumulative value of benefits from social protection received by the poor is
lower than their representation in the total population and that the level of ben-
efit per beneficiary is lower for the poor than for the non-poor. Country names
associated with I1SO3 codes and detailed data sources are presented in Table 5.12
in the Appendix. Source: Authors’ estimations at the ILO, based on national
household survey data)
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Fig. 5.11 Public social protection expenditure (percentage of GDP) and impact of
social transfers (percentage points), latest year available. (Note: DC developing
country, EE emerging economy, GDP gross domestic product, LDC least developed
country, LMIC lower- or middle-income country, PPP purchasing power parity. The
impact of social protection transfers is measured as the difference between poverty
rates before and after social protection transfers. Only the direct reduction of
income poverty through the transfer of purchasing power to the beneficiaries is
considered here. Calculations based on a common poverty line of US$3.10 PPP per
capita per day. In panel A, the figures relate total public social protection expendi-
ture as a percentage of GDP to the impact for individuals of social protection trans-
fers on poverty reduction (differences in poverty rates before and after social
transfers in percentage points). In panel B, the horizontal axis presents public social
protection benefits for older persons (either in cash or in kind) as a percentage of
GDP and the vertical axis the differences (in percentage points) in poverty rates
resulting from the income received from social protection (all types of benefits) for
people aged 65 and over. In the latter case, all social protection transfers are taken
into account and not only old-age or survivors’ pensions or benefits in kind directed
specifically to the elderly. Country names associated with ISO3 codes and detailed
data sources are presented in Table 5.12 in the Appendix. DCs include 32 countries.
Source: Authors’ estimations at the ILO, based on national household survey data)
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Fig.5.12 Impact of social protection on poverty reduction and prevention by age
group and economic status, country data (latest year available). (Note: DC devel-
oping country, EE emerging economy, LDC least developed country, LMIC lower-
or middle-income country, PPP purchasing power parity. Common poverty line of
US$3.10 PPP per capita per day all DCs. Impact on poverty reduction and preven-
tion calculated on a per capita basis, to be consistent with other results presented
in this report. This methodological choice explains some of the differences
between these and other results published in Eurostat or OECD using the same
original data. ‘Inactive unable to work’ are people with disability not in the labour
force and not looking for work, being unable to work because of their disability
(identified in household surveys). Source: Authors’ estimations at the ILO, based
on national household survey data)
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social protection. The main factors for the varying impacts include societ-
ies’ objectives of social protection®! such as income maintenance versus
poverty reduction; the difference in coverage and levels of benefits
received by the poor and the non-poor; and the trade-off between the
proportion of people covered and the level of benefit received, especially
when resources are limited.

In DCs, the last decade has shown an encouraging expansion in the
number of countries that have established cash transfer programs focus-
ing on low-income and excluded groups (Hanlon et al. 2010; ILO
2014b; Fiszbein et al. 2013). Spending on social protection is, however,
usually lower than in developed countries. Moreover, in many coun-
tries, social protection reaches a small proportion of the population,
sometimes not primarily the poor. Even though social protection plays
a role in reducing the income gap (reducing the distance to the poverty
line) for direct beneficiaries, it does not necessarily significantly reduce
the incidence of poverty. In the absence of social protection, extreme
poverty would be, on average, 15 percentage points higher and extreme
and moderate poverty would be 13 percentage points higher (Fig. 5.13).

Behind these aggregated numbers lie important disparities between
countries and between population groups. The impact of social protec-
tion on poverty is significant in most EEs (Fig. 5.11). Differences in pov-
erty rates before and after social protection transfers range from 10 to 14
percentage points in Argentina, Brazil, Mexico, and South Africa to
above 20 percentage points in countries such as Turkey, Romania, and
the Russian Federation (Fig. 5.12). In EEs in particular, the role played
by social protection in poverty prevention and reduction is crucial and
effective for people who should be able to rely on social protection as the
main source of income, in particular the elderly (Fig. 5.11, panel B;
Fig. 5.12, panel F) and people unable to work either permanently or
temporarily (Fig. 5.12, panel C). People aged 65 and over are among
those benefiting the most from social security transfers. For the 32
countries for which the information is available, extreme poverty rates
among those aged 65 and over are 30 percentage points lower after social
protection transfers and 23 percentage points lower when considering
both extreme and moderate poverty. A number of countries have extended
or reformed social protection programs as part of their overall develop-
ment strategy. In Brazil, Mongolia, South Africa, and Turkey, and more
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recently in China, the impact on poverty reduction has been relatively
high compared to that in other countries with similar proportions of
GDP invested in social protection.

(c) The Mix of Policy Responses Needed to Close the Income Gap

Given the observed demographic and economic characteristics of poor
households, policy to reduce and end poverty will have to be a logical mix
of enhanced social transfers and labour income. The mix will depend on
the characteristics of the household. Accordingly, in this section two sets
of households are defined, and an appropriate policy mix of transfers and
labour incomes is aimed at them.

In the first set of cases, high demographic and economic dependency
ratios are the main determinants of poverty (cases 1-3 in Box 5.3). In the
second set, decent work deficits for those in employment and unemployed
are the main poverty determinants (cases 4 and 5 in Box 5.3). Each case
calls for combined policies that include the extension of social protection
and measures to improve labour incomes. In the first set of cases, social
protection might play the major role, while employment policies should
ideally be emphasised in the second set of cases. Finally, the role of social
protection and labour incomes in addressing the income gap is quantified.

High demographic and economic dependency ratios as the main deter-
minants of poverty imply social protection as the main policy response
(cases 1-3).

The first set of cases is characterised by the poor whose reliance on
incomes from labour is either non-existent (case 1) or limited (cases 2 and
3). The criterion used is a cut-off of less than a quarter of the household
members of working age in paid employment. These cases represent the
majority of the extremely and moderately poor and most of the income gap.

These three cases cover the poor who are the most exposed to high
income gaps. In these cases, poverty arises mainly as a result of a high
incidence in households of children and people of working age who are
inactive (able or unable to work), unemployed, and elderly. The high
incidence of demographic dependency, and in the short run, economic
dependency, implies that social protection is probably the most immedi-
ate appropriate policy response. For those that face poor working condi-
tions (cases 2 and 3) and for those unemployed or inactive but able and
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willing to work, decent work deficits have to be addressed, but, given the
limited number of people of working age in the household, any
employment-related policy should be combined with social protection
transfers to ensure a sufficient impact on poverty reduction for the work-
ers, the unemployed, and their families.?

Box 5.3: Simplified Cases and Most Appropriate Mix of Policy
Responses

The five cases presented below are defined according to two dimensions:
the proportion of household members aged 15-64 in paid employment (see
definition in Box 5.2) and by employment status, with a distinction between
people living in households relying solely on wage and salaried employ-
ment and those living in households relying exclusively on profit as employ-
ers or own-account workers.* Figure 5.14 presents for the different cases,
the proportions of people concerned, their relative exposure to the higher
income gap**, and the policy response that could play a major role as part
of the mix of policy answers (lighter-shaded for social protection and
darker-shaded for increase in labour incomes).

(a) Proportion of household members aged 1564 in paid employment
None Less than 25 percent More than 25 percent
Case 2
13.8 percent of the extremely
and moderately poor in DCs

Case 1
17.4 percent of the extremely and
moderately poor in DCs

Waged and
salaried
Waged and
salaried

High

Case 3
21.0 percent of the extremely
and moderately poor in DCs

Self-
employed

Self-
employed

Main component of the mix of policy responses

:l High demographic and economic dependency ratios as the main
determinants of poverty, and social protection as the main policy
response (at least in the short run), combined with measures to address
decent work deficits in cases 2 and 3.

- Deficits in labour incomes as the main determinant of poverty, calling
for policies enhancing full and productive employment and decent
work.

Waged and salaried

Moderate

* An additional 12.8 percent of the poor in DCs live in households with
labour incomes from both self-employment as well aswage and salaried
employment. These are included in the above cases.

(b) Relative exposure to high income gap**

** Relative exposure to the high income gap is considered high when the
share of their income gap in the total income gap is greater than the
proportion of the group in the poor population; and considered moderate
otherwise.

Self-employed

Fig. 5.14 Simplified cases and most appropriate policy responses. (Source:
Authors’ illustration)
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Households in which less than 25 percent of the working-age mem-
bers are in paid employment (cases 2 and 3) have a combination of high
child demographic and economic dependency ratios and, obviously, sig-
nificant decent work deficits for their unemployed members or those
who are in employment. Measures to enhance labour incomes are clearly
required, but the number of people concerned within the household is
insufficient to provide income security for workers, the unemployed,
and their dependants. For a significant impact on poverty reduction,
social protection transfers are necessary—at least in the short run—to
affect the income gap directly and to enhance individuals’ skills and
capabilities and, it is hoped, to improve school attendance for the numer-
ous children (Aizer et al. 2016; Alderman and Yemtsov 2012).
Complementary measures should ideally tackle the situation of the
unemployed and of those who are inactive but able and willing to work
to enhance their access to employment through active labour market
policies, training and skills development, or asset accumulation (see
McCord 2012; ILO 2014b; Bonnet et al. 2012; ILO and OECD 2013;
Alderman and Yemtsov 2012).

Insufficient labour income as the main determinant of poverty implies
enhancing the quantum and quality of employment as the main policy
response, supported by social protection measures (cases 4 and 5).

The second set of cases is characterised by the poor whose reliance on
labour income is high, cases 4 and 5, but have jobs that are predominantly
informal and with individual income from labour that is insufficient to
take care of more than two or three dependants. The criteria used is a cut-
off of more than a quarter of household members of working age in paid
employment.

In comparison to the first set of cases, the higher proportion of peo-
ple in paid employment within households translates into lower levels
of exposure to high income gaps, but the quality of employment
becomes an essential factor.”> Case 4 is where the working poor are
largely self-employed, while case 5 is where the working poor are
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largely in waged employment. These two cases represent a minority of
the poor in DCs. But recall that self-employment is predominant
among the working poor, while waged employment is much higher for
the non-poor.

Deficits in labour incomes among the working poor result from
widespread underemployment in particular among the self-employed
in DCs. In the case of wage and salaried workers, minimum wage poli-
cies are necessary. However, there is also a need here for policies which
address the absence of a formally defined employment relationship
through a contract and the high incidence of weak employment rela-
tionships with derogations on protection and entitlements (ILO
2015b).

For all the working poor, either in waged employment or self-
employment, the deficits in labour incomes are associated with the
high proportion of working poor in informal employment and the
need for combined measures to enhance formalisation and to reduce
decent work deficits in the informal economy (ILO 2014a). Informal
employment also means an absence of employment-related social pro-
tection, with catastrophic financial consequences for workers and
their families. The effective implementation of national social protec-
tion floors to reduce deficits in the informal economy and support the
transition to better jobs and the gradual extension of coverage by con-
tributory schemes should form part of targeted responses to this prob-
lem. Additionally, policies are needed to raise productivity for the
self-employed. Chapter 7 on policies for jobs addresses these concerns
further.

An estimated 64—72 percent of the income gap to be filled by social
protection. ..

Based on this analysis, social protection becomes a key tool for reduc-
ing poverty. The proportion of the total income gap to be filled by social
protection is determined based on:
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— The economic dependency ratio within each household and the dis-
tance to the poverty line or poverty depth (methodology and assump-
tions available with the authors).

— Social protection is considered the sole option for people aged
15-64 with disabilities and unable to work and for people aged 65
and over.

— 'The amount of money necessary to raise all other population groups to
the poverty line might then be found through a combination of social
protection transfers and improvement in labour income either directly
or indirectly (as, for instance, for children).

This gives an estimate of 68 percent of the moderate and extreme pov-
erty gap that would have to be filled by social protection, with variations
depending on population groups and country groups. The contribution
of social protection ranges from 51 percent for wage and salaried workers,
to 71 percent for children and to 100 percent (by definition) for the
elderly and people with disabilities who are unable to work (Fig. 5.15).
Which leaves a third of working poverty to be eliminated through an
increase in labour. This includes increase in labour incomes, more hours
of work for those underemployed and willing to work more, an increase
in wages and profits along with measures in favour of a gradual formalisa-
tion of informal employment, and active labour market policies, notably
training and retraining.

.. which gives an estimated cost of social protection of 1.1 percent of GDP
to eliminate both extreme and moderate poverty in DCs.

This gives an estimate of US$72 billion to end extreme poverty, and
nearly US$360 billion to end extreme and moderate poverty, which would
have been needed by DCs in 2012. While part of this total income gap has
to be met by improving labour incomes, it is estimated that the minimum
cost for social protection, assuming an unrealistic perfect targeting and
delivery, would amount to just above US$50 billion to eliminate extreme
poverty and to US$245 billion to eliminate both extreme and moderate
poverty (econometric specifications available from the authors). This rep-
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resents 0.2 percent of GDP in DCs, 2.7 percent of GDP in LDCs, 0.4
percent of GDP in LMICs, and 0.05 percent of GDP in EEs to end
extreme poverty. To end both moderate and extreme poverty, this comes
to 1.1 percent of GDP in DCs.

In LDCs, where extreme poverty predominantly occurs, the additional
estimated cost for social protection to end extreme poverty comes to 2.7
percent of GDP and over 9 percent of government expenditure (econo-
metric specifications available from the authors). To end extreme and
moderate poverty comes to more than 50 percent of current government
expenditure in LDCs compared to 9.5 percent in LMICs and less than 1
percent in EEs (Table 5.8).

Whatever their level of income, countries have some discretion over

the size of government expenditure (Fig. 5.16) (see ILO 2010a, b), which

Table 5.8 Additional investment in social protection to close the income gap,
2012

Extreme poverty Extreme and moderate
Income gap and (<$1.90 PPP) poverty (<$3.10 PPP)
minimum additional % %
Income cost for social % government government
group  protection GDP expenditure % GDP  expenditure
DGCs Total income gap 0.31 1.46 1.65 7.27
... additional cost of 0.22 1.02 1.12 493
social protection
LDCs Total income gap 3.86 17.61 14.31 68.59
... additional cost of 2.68 12.21 10.40 49.84
social protection
LMICs  Total income gap 0.53 2.67 3.11 14.14
... additional cost of 0.37 1.87 2.09 9.50
social protection
EEs Total income gap 0.07 0.24 0.40 1.39
... additional cost of 0.05 0.16 0.26 0.90

social protection

Note: DC developing country, EE emerging economy, GDP gross domestic
product, LDC least developed country, LMIC lower- or middle-income country,
PPP purchasing power parity. 65 DCs covered, representing 85 percent of the
global population. The ‘additional cost of social protection’ corresponds to a
minimum, assuming unrealistic perfect targeting and delivery

Source: Authors’ estimations at the ILO, based on national household survey
data
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translates into a weak correlation between levels of GDP and the size of
government. A very small government may mean a low capacity on the
part of the authorities to raise and collect taxes and other revenue, usually
concomitant with a high share of informal employment. It can, however,
also be seen as offering room for improvement in government revenue
and expenditure (relative to other countries of a similar level of develop-
ment but higher levels of government expenditure). Comparing Mongolia
to India, for instance, for the same level of GDP per capita, the propor-
tion of GDP going to government expenditure, and specifically to social
protection expenditure is significantly higher in Mongolia.

The introduction and enforcement of tax reforms to increase fiscal
resources, including, in particular, enhancing the effectiveness and efficiency
of tax collection, are part of the challenge. This may also call for revised
spending programs, making them more adequate to societal preferences
to increase the willingness of the taxpayer to pay taxes (ILO 2010a, b).
Then, countries with a similar size of government resources may take very
different decisions as to the share of these resources allocated to social pro-
tection (the triangles in Fig. 5.16). Figure 5.16 shows that some countries
with relatively small governments, like 20 percent of GDP or less, decided
to devote a significant share of these resources to financing social security
programs, in some cases through innovative approaches (ILO 2014b;
HelpAge International 2011; Ortiz et al. 2015).%

5.3 Non-income Dimensions of Poverty
and the Role of Public Goods

While the income dimensions of poverty seem paramount, especially
given the large budgets seen above needed to eliminate it, the non-income
dimensions also emerge as fundamental. These are referred to in the lit-
erature, as non-income, in the sense that they do not enter private bud-
gets, and are conventionally labelled public goods—even if not necessarily
always publicly provided. This section prioritises education, health, and
subsidies on key wage goods.

Jobs and earnings work primarily through income to trap people in
poverty, both workers and their dependants. Hence vulnerability in work
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and the demographic drag are seen to be two main determinants of pov-
erty. And vulnerability in work is seen to be correlated to lack of produc-
tive transformation, lower skill levels, and lower access to non-routine
occupations.

These drivers of poverty work through two channels: constraints to the
individual’s productivity and constraints to the household’s budget.
Through one channel they constrain earning potential—constraining the
productivity of the poor compared to the non-poor. Hence vulnerability
in work, lack of development of higher-productivity sectors like industry
and services, lack of education and training, and resultant lack of access
to non-routine occupations all restrict the productivity of the poor com-
pared to the non-poor. Then this earnings and productivity channel can
be constrained not only by the income of the poor, which allows them
access to education, health, and nutrition, but also by non-income access
to education, health, and nutrition, through public provisioning of these
goods.

The second channel through which these drivers of poverty work is
through household budgets. Payment for education, and health, can sub-
stitute in the household budget for reduced caloric intake, driving up the
incidence of poverty. Hence forced investment and savings to enhance
future productivity and earning potential can drive households into
immediate poverty. And of course, a higher price for wage goods like
cereals reduces the purchasing power of the household and can drive it
into poverty. Conversely, better provision of public goods like education,
health, and subsidies on key wage goods like cereals can reduce the inci-
dence of poverty.

The literature has long recognised these non-income dimensions of
poverty, especially in the areas of education, health, and subsidies on
wage goods. On the productivity side, education has long been linked to
the ability of higher-skilled workers to convert other forms of capital like
land and machinery into productive output (Lauder et al. 2006; Baldacci
etal. 2008). More skilled workers are, by definition, better able to gener-
ate more output per unit of labour than other workers. This increase in
productivity not only leads to higher economic growth (Romer 1990),
but pro-poor growth. Investment in public education is considered a
pathway to converting economic growth into more inclusive growth, that
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benefits the poor as much, or more than the wealthy (Bigsten et al. 2003).
Increasing education and skill levels gives people access to higher produc-
tivity and higher paid employment. The ability to read and write is asso-
ciated with higher waged employment, because of such job requirements
(Mincer 1995) and lower poverty. Conversely, for workers with little or
no education, jobs tend to be restricted to low wage sectors such as agri-
culture, and low regulation of working conditions, lowering both (Albin
1970). There are also intergenerational effects from education, helping
break the chain of poverty being passed on across generations.

The link between health and poverty is also well established in the lit-
erature. People who are unwell, or poorly nourished, or have an injury,
are far more likely than able-bodied people to be living in poverty. Weak
access to public health systems can make bad health or an injury more
burdensome for the poor (Wagstaff 2002). And then those who are in
bad health or injured will not be able to work as productively, and so
escape poverty, especially given lack of social protection coverage for such
contingencies in much of the developing world. Giving rise to a health
poverty trap, making it difficult for a person in bad health to escape pov-
erty and access healthcare (McIntyre et al. 2006).

While there is a significant literature on the impact of weak access to
public goods working through the productivity channel, there is less on
the household budget channel lowering purchasing power. And much of
it is more controversial.

Barham et al. (1995) acknowledge that weak access to public educa-
tion can lead to private expenditures, with low-income households hav-
ing to reduce other household expenditures. Similarly, out-of-pocket
health expenditures for the poor reduce the purchasing power of the
household budget and can reduce nutrition. Long-term illnesses can pile
on debt for the poor.

But what can increase the purchasing power of the poor are subsidies
on key wage goods, like cereals. And these are a standard tool for poverty
reduction, albeit with problems of their own. An IMF (2008) study
counted 28 countries with food subsidies in 2008, particularly prevalent
in the Middle East and North Africa (Sdralevich et al. 2014).

The argument for universally available food subsidies, like baladi bread
in Egypt, is that the poor spend the largest share of their budget on food.
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Therefore, a subsidy on food would affect the poor more than the non-
poor. However, the non-poor may well spend more on food in absolute
terms, which gives rise to the criticism that the non-poor may benefit
more from the food subsidy rather than the poor—calling for more tar-
geted programs rather than universal subsidies. However, targeted pro-
grams are in turn costlier to implement. And the extent to which increased
benefits accrue to the poor can be extremely variable across programs.
Therefore, both universal wage-good subsidies and targeted programs can
carry large government budgets. Nine of the 28 countries examined by
the IMF (2008) had food and fuel subsidies of more than 3 percent of
their GDP.

Access of the Poor to Public Education

So, weak access to public education can constrain the productivity of the
poor and reduce the purchasing power of their household budgets.
Conversely, pro-poor growth requires that the poor have better access to
public education to overcome their lower level of education compared to
the non-poor. The results found here unfortunately confirm much weaker
access for the poor to public education.

There is only one cross-country dataset that disaggregates educational
outcomes by income or wealth, a UNICEF series for out-of-school
children by wealth quintiles by country. Figure 5.17 compares the per-
centage of children of school-going age that were out of school for the
bottom quintile, relative to the other four quintiles. Figure 5.18 shows
that the bottom quintile consistently had a higher share of children out
of school across all country groups (lower income, lower middle, and
upper middle income). There were only three exceptions out of 73 coun-
tries reported on—Kyrgyzstan, Ukraine, and Kazakhstan. All three
exceptions fall in the Europe and Central Asian region. There was no data
available for higher-income countries.

The out-of-school gaps were clearly much less for the upper middle-
income countries (Fig. 5.17). Amongst the lower-middle countries,
Nigeria had the largest gap, with over 70 percent of children in the lowest
quintile out of school, compared to 20 percent for the rest of the population.
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Fig.5.17 Out-of-school children (percentage), by country income group. (Source:
Authors’ estimations at the ILO, based on data from UNICEF (available at https://
data.unicef.org/))

Pakistan had the next highest gap of 60 percent of children in the lowest
quintile out of school compared to 28 percent for the rest of the popula-
tion. Cameroon and Yemen also stand out with large gaps. Amongst the
lower-income group, Liberia, Chad, Burkina Faso, Niger, Guinea, the
Central African Republic, and Mali had over 60 percent of children in
the bottom quintile out of school. And in all cases, the gap for out-of-
school children was significantly high.

This out-of-school gap, between the bottom quintile and the top four
quintiles, is seen to be correlated to the provisioning of public education.
Figure 5.19 shows the negative correlation of out-of-primary-school chil-
dren from the bottom quintile to government expenditure on education
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Fig. 5.18 Out-of-school children (percentage), by regional group. (Source:
Authors’ estimations at the ILO, based on data from UNICEF (available at https:/

data.unicef.org/))

as a share of GDP. As government expenditure goes down, out-of-school
children go up, albeit there is a wide variation at the lower end of the
share of children out of school, with some governments managing it with
very low expenditures, like Zambia.


https://data.unicef.org
https://data.unicef.org

198 M. Mahmood and F. Bonnet

A. Bottom quintile

14

12 .

10 . L
Y J

Government expenditure on education as % GDP

0 10 20 30 40 50 60 70 80 90
Children out of school (primary)

® Lower-income countries » Lower middle-income countries
o Upper middle-income countries

B. Top four quintiles
14

12

Government expenditure on education as % GDP

0 10 20 30 40 50 60 70 80 90
Children out of school (primary)

® Lower-income countries » Lower middle-income countries
o Upper middle-income countries
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attendance. (Note: GDP gross domestic product. Source: Authors’ estimations at
the ILO, based on data from UNICEF (available at https://data.unicef.org/))
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Low government expenditures lead in turn to high pupil-teacher ratios,
which have a positive correlation to children out of school at the primary
level, as seen in Fig. 5.20. As the pupil-teacher ratio goes up, so do the
children out of school. But again, there is a wide spread at the lower end
of share of children out of school, with countries like Malawi and Rwanda
achieving it despite high pupil-teacher ratios.

Access of the Poor to Public Health Provisions

Weak access to public health provisions can constrain the productivity of
the poor and reduce the purchasing power of their household budgets.
Leading to a health poverty trap, with illness taxing the household’s bud-
get on expenditure for private healthcare, in turn pressuring the budget
for nutrition. The results found here reconfirm severe constraints in the
access of the poor to public health provisions.

A World Bank survey of health indicators permits disaggregation by
quintile.” It addresses financial constraints for women in accessing
healthcare facilities, for the bottom quintile compared to the top four
quintiles. Of the 54 countries examined, all had a significantly higher
proportion of the bottom quintile facing more financial constraints com-
pared to the top four quintiles. The sole exception was Sio Tomé and
Principe where both were about equal.

A more specific health gap for the poor was in percentage of births
with skilled assisted delivery. Figure 5.21 shows significantly lower
assisted births for the bottom quintile compared to the rest of the popula-
tion, in all regions, except Europe and Central Asia. There were also a few
country exceptions in Asia and the Pacific for Thailand and Mongolia,
and in Latin America and the Caribbean for Barbados and Argentina.

A key outcome indicator for health is children-under-five mortality
rates per 1000 live births, seen in Fig. 5.22. For the bottom quintile,
child mortality was significantly higher compared to the rest of the popu-
lation, for all countries reported, except Syria and the Maldives. Both the
highest mortality rates and the largest gaps were found in sub-Saharan
Africa, notably in Cameroon and Guinea. But large gaps were also found
in Asia, in India and Pakistan.
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Fig. 5.20 Correlation between pupil-teacher ratio in primary school and school
attendance. (Source: Authors’ estimations at the ILO, based on data from UNICEF
(available at https:/data.unicef.org/))
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Fig. 5.21 Assistance during delivery (any skilled personnel) (percentage of
births). (Source: Authors’ estimations at the ILO, based on data from the World
Bank, ASPIRE: The Atlas of Social Protection Indicators of Resilience and Equity,
April 2016 (available at http:/datatopics.worldbank.org/aspire/))
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Fig. 5.22 Under-five mortality rate (per 1000 live births). (Source: Authors’ esti-
mations at the ILO, based on data from the World Bank, ASPIRE: The Atlas of
Social Protection Indicators of Resilience and Equity, April 2016 (available at
http://datatopics.worldbank.org/aspire/))

This grievous gap between the poor and non-poor in child mortality
has less of a link to the government budget on health, given institutional
weaknesses, and more of a link to actual public provision of health staff.
So, Fig. 5.23 shows that child mortality for the bottom quintile has no
correlation with government expenditure on health. There is, for instance,
a huge spread at 100 deaths per 1000 live births between, say, Senegal
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Fig.5.23 Correlation between government expenditure on health (percentage) and
under-five child mortality. (Source: Authors’ estimations at the ILO, based on data
from the World Bank, ASPIRE: The Atlas of Social Protection Indicators of Resilience
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and Mozambique spending about 8 percent of their GDP on public
health and Rwanda and Uganda spending over 20 percent, with the same
outcome.

If government expenditure on health does not explain child mortality
outcomes, private expenditure could. But Fig. 5.24 shows that out-of-
pocket expenditure is also not very well correlated to child mortality for
the bottom quintile.

What does explain child mortality well for the bottom quintile is the
density of medical staff per 1000 of the population. Figure 5.25 shows a
good negative correlation. As staff density increases, child mortality for
the bottom quintile drops.

The Impact of Subsidies on Wage Goods on Poverty

Despite the expense of universal subsidies on wage goods, and their leak-
ages, there is evidence of their impact on the poor. The evidence is of
improved nutrition, through the public distribution system in India
(Kaul 2014), and the Egyptian food subsidy program (McDermott
1992). This chapter attempts to evaluate the impact of food subsidies on
the incidence of poverty.

Table 5.9 gives the size of the budgets for food subsidy programs in 25
countries. These range for most countries at under 1 percent of GDD, but
with seven outliers at between 2 and 3 percent mostly in the Middle East
and North Africa.

Three of these countries afforded data which allowed an assessment of
the impact of their food subsidy program on poverty, shown in Table 5.10.

Indonesia’s Raskin program allowed eligible households to buy a maxi-
mum of 15 kg rice per month at 75-80 percent below the market price.
Indonesia’s poverty rate for 2010 was calculated at 15.9 percent of the
population. This poverty rate was based on the subsidised price of rice for
the poor. The table shows that removal of the subsidy, and loss of pur-
chasing power would raise the poverty rate to 17.14 percent of the popu-
lation. Hence the subsidy on rice lowers the poverty rate by 1.24 percent
of the population of the country. And about 80 percent of the poor do
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Table 5.9 Government expenditure on food subsidies as a percentage of GDP

Country Year Expenditure (% of GDP) Region

Djibouti 2011 <0.1 Africa

Senegal 2013 0.1 Africa

Mauritius 2012 0.3 Africa

Morocco 2013 0.7 Africa

Ethiopia 2007 0.1 Africa

Mauritania 2011 0.8 Africa

Algeria 2011 1.9 Africa

Tunisia 2013 1.9 Africa

Sudan 2011 0.22 Africa

Egypt 2011 2.4 Africa

Saudi Arabia 2011 0.13 Arab states

Syria 2011  2.75 Arab states

Jordan 2012 1 Arab states

Kuwait 2011 0.75 Arab states
Bahrain 2011 0.7 Arab states
Lebanon 2011  <0.1 Arab states

Qatar 2011  <0.1 Arab states

United Arab Emirates 2011 <0.1 Arab states

Iraq 2011 3.3 Arab states

India 2012 0.8 Asia and the Pacific
The Maldives 2010 1.8 Asia and the Pacific
Timor-Leste 2008 5.8° Asia and the Pacific
Bangladesh 2011  0.75 Asia and the Pacific
Indonesia 2010 0.25 Asia and the Pacific
The Philippines 2009 <0.1 Asia and the Pacific

Note: GDP gross domestic product

@ Percentage of non-oil GDP

Source: Authors’ estimations at the ILO, based on data from the IMF’s World
Economic Outlook Database, 2016

get the subsidy. However, leakages are still high, and only 20 percent of
the subsidy goes to the poor, while 80 percent goes to the non-poor.

The Philippines’ National Food Authority has a universal subsidy
which lowers the market price of rice by 20 percent, with no rationing of
quantity. Table 5.10 shows that the poverty rate in the Philippines, based
on the subsidised price of rice was near 12 percent of the population.
Removal of this subsidy is estimated to increase the poverty rate to near
12.5 percent of the population. This half percent lower poverty rate is
enabled by 54 percent of the poor getting the subsidy. However, again as
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in Indonesia, only 20 percent of the subsidy goes to the poor, with the
other 80 percent going to the non-poor.

The Iraqi public distribution system provides a basket of subsidised food
commodities in kind to near one-fifth of the population. Table 5.10 shows
that the poverty rate based on this subsidy was 3.4 percent in 2007.
Removing the subsidy is estimated to more than double the poverty rate to
7.4 percent of the population. Virtually all the poor get the subsidy, but 97
percent of the subsidy goes to the non-poor. While the case of Iraq as a con-
flict state may be special, the impact of the subsidy remains significant.

Finally, the World Bank (2010) estimates that Egypt’s ration card sys-
tem which, allowed 60 percent of Egyptian households to buy a basket of
commodities at subsidised prices in 2005, combined with universal
baladi bread subsidies, has reduced poverty by almost 9 percent of the
population in 2005.

5.4 Policy on Productive Transformation

Chapter 2 argued that increase in aggregate incomes, and catch-up in them,
between LDCs, LMICs, EEs, and AEs, required not just growth of GDB,
but growth with a caveat—that is, growth with productive transformation.
This chapter has argued on top of that, that a humanitarian prior to catch-
up in aggregate country incomes must be a catch-up in the incomes of the
poor with the non-poor. This puts a caveat on GDP growth of being more
inclusive and poverty-reducing. Policy has been derived to cut this income
gap of the poor, based on transfers and increases in the labour incomes of
the poor. Policy has also been derived to cut the non-income gaps of the
poor, through provisioning of public goods in three key areas, education,
health, and consumption subsidies on wage goods.

So, a substantive part of policy for poverty reduction has to be based
on transfers from the non-poor to the poor. However, an equally substan-
tive part of policy for poverty reduction has to be based on increasing the
labour incomes of the non-poor, through increases in productivity, wages,
and less vulnerable forms of employment. Chapter 3 showed that these
improvements in labour market outcomes are also enabled by productive
transformation, as workers move from less productive to more productive
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sectors. They were also simultaneously seen to reduce their vulnerability,
inlarge part, moving from contributing family work, and self-employment
to waged employment.

Figure 5.26 confirms the enhanced labour incomes part of the poverty
reduction strategy by showing that productive transformation is indeed
poverty-reducing. It shows that reduction in country poverty is for the
most part correlated to a drop in the share of agriculture in GDP, and an
increase in the shares of industry and services. So, productive transforma-
tion allows catch-up not only in aggregate country incomes, but also
catch-up in incomes between the poor and the non-poor. Productive
transformation is poverty-reducing.

So, policy now needs to be derived for productive transformation.

The policy debate on productive transformation is vast in its literature
and surprisingly short on fundamental disagreements. Three notions add
critical value for policy.

One, the departure from comparative advantage creates more room for
the state to intervene with industrial policy.
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Fig.5.26 Change in GDP sector share. (Note: GDP gross domestic product. Source:
Authors’ estimations at the ILO, based on data from the World Bank’s World
Development Indicators and PovcalNet (available at http://iresearch.worldbank.
org/PovcalNet/))
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Two, education and skills constrain the development of manufacturing.

Three, the notion of institutions as an enabler of productive transfor-
mation has evolved from the classic study of Japans MITI to a set of
enabling intangibles called social capabilities. Both skills and social capa-
bilities may well explain the extent of departure from comparative advan-
tage, and the degree and success of country strategy to leapfrog.

Departing from Comparative Advantage

Schumpeter (1934) was the early non-interventionist in markets and the
economy. Economics was a natural self-regulating mechanism when
undisturbed by social and other meddlers. He saw a cycle of innovation
with new businesses replacing old ones in creative destruction. This gave
booms and recessions, which were inevitable, and could not be corrected
without disturbing the creation of new wealth.

Young (1928) was the early challenger to this classical view of exoge-
nous improvements. Improvements occur in Young’s representative firm,
through growth of roundabout methods of production, which are chan-
nelled through prices to the market.

Rosenstein-Rodan, Hirschman, and Kaldor follow with more explicit
grounds for intervention. Rosenstein-Rodan (1943) envisaged a ‘big
push’ in investment for economic development. Hirschman (1981)
favoured market disequilibria to stimulate growth. Kaldor’s first law
argues that a higher manufacturing growth rate gives a higher GDP
growth rate (see Kaldor 1966, 1967, 1975; Thirlwall 1983).

Lin’s (2012) schematic into three waves of development theory and his
debate with Chang (see Lin and Chang 2009), frame the notion of depar-
ture from comparative advantage very neatly. Lin’s first wave of structuralist
economics that emerged from the Latin American experience of the
1940s represents the first concerted departure from the theory of com-
parative advantage. An income gap between countries was explained by
structural difference between them due to market failures. These market
imperfections, and the need to reduce the gap between industrialised and
DCs, urged Keynesian government intervention, and structural reforms.

The explicit argument against country production being determined
by its comparative advantage was captured by Singer (1950) and Prebisch
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(1962). They found that countries focusing on primary products, given
their comparative advantage in them, faced declining terms of trade in
the long run. This became the argument for import-substituting
industrialisation.

A theoretical argument was added by Scitovsky (1954) that industrial
policy was needed for underinvestment in some sectors.

The clinching argument for industrial policy came from Chang (1993)
and Stiglitz (1996), based on the country experiences of initially Japan
and Korea, and then eight economies called the ‘East Asian miracle’.?®
They draw on the economic and political conditions in these countries
that make for successful industrial policy.

Park and Chan (1989) emphasised interlinkages between industry and
services, especially for employment generation, while Kuznets (1968)
noted for 14 AEs and EEs that their production structures had under-
gone a profound transformation over 60 years of their history. Hence the
grounds for industrial policy for a productive transformation of the econ-
omy, which is not given by comparative advantage.

The weaknesses in import-substituting industrialisation, particularly
in Latin America, prompted what Lin (2012) calls a ‘second wave’ of
policy reaction, with renewed emphasis on the essential function of mar-
kets in allocating resources and providing incentives for development.
This approach ignored structural differences between countries, and
expected structural change to happen spontaneously in the development
process. Advocated by international financial institutions in the 1990s,
the Washington Consensus advocated development policy based on lib-
eralisation, privatisation, and price flexibility, and downplayed the role of
the government in steering economic growth and technological change
(Cimoli et al. 2009).

However, this second wave of development theory ignored that indus-
trial policy had been successfully employed in the past in the countries
that were now developed industry leaders, including the US, Germany,
and Japan, and more recently the newly industrialising economies of East
Asia, and the more vibrant EEs like China and Brazil (Cimoli et al. 2009).
These countries had nurtured technology-intensive industries to jump-
start their production, diffuse the benefits of technological learning across
the rest of the economy, and boost growth. So, the remarkable
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achievements in growth in the twentieth century ignored the basic tenets
of the Washington Consensus, which paid insufficient attention to the
heterogeneity and specific characteristics among individual countries. As
a result, a third wave of development theory emerged, which Lin (2012)
characterises as the ‘new structuralist economics.’

The essence of the new structuralist economics is that (a) factor endow-
ments determine a country’s comparative advantage and (b) the produc-
tion structure of the country should be based on factor endowments and
so, on comparative advantage. But (c) these factor endowments change
over time, with the level of development, moving continuously from low
income to high income. And (d) the government plays an active role in
changing these factor endowments.

The debate between Lin and Chang brings out a key policy variable, in
the degree of departure that is possible from comparative advantage (see
Lin and Chang 2009; Lin 2011). Both recognise that climbing up the
ladder is a hard slog that involves more than getting the prices right. It
requires intelligent industrial policy, organisation building, and accumu-
lation of technological capabilities through research and development,
training, and production experience. They agree that in climbing up the
ladder, a country can skip some rungs with the help of industrial policy,
but that it can slip and fall if it tries to skip too many rungs. Comparative
advantage does determine a country’s climbing ability, and to skip rungs.
The disagreement between them lies in the number of rungs that can be
skipped, being small for Lin, to be comparative advantage-conforming,
and larger for Chang, being comparative advantage-defying.

The strategic policy question then must be, what determines the num-
ber of rungs that can be skipped, which is the degree of departure from
comparative advantage.

Education and Skills as a Major Determinant
of the Degree of Departure from Comparative
Advantage

According to the Lin—Chang framework, factor endowments give com-
parative advantage, and these factor endowments can change with policy
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intervention. The question then is, what factor endowments constrain pro-
ductive transformation, and are also amenable to policy intervention?

Recalling from Chap. 2, the lowest rung on the productive transfor-
mation ladder was the collective inability for LDCs to raise their shares in
manufacturing above 10 percent of GDP over the past third of a century.
This can be taken as a test of a discrete jump up from the lowest rung of
the productive transformation ladder. From amongst this group of LDCs
with an average manufacturing share of under 10 percent of GDP, what
factor endowments would allow them to raise this share discretely?

Niibler (2011) shows a determining variable to be education levels. In
Table 5.11, LDCs with average years of schooling below 4.5 years had
manufacturing shares below 8 percent of GDP. Only LDCs with average
years of schooling above 4.5 broke out of that barrier and raised their
shares in manufacturing above 9 percent of GDP and indeed up to 12
percent of GDP.

The role of skills, and education levels, and the constraints they place
on adoption of new technology has been recognised by Lall (2001), and
in the context of Africa by the ADEA (2013) Triennale report. The report
emphasises three sub-themes: common core skills for all, mass develop-
ment of technical and vocational skills, and building knowledge and
innovation-based economies and societies.

Table 5.11 Characteristics of different country groups

Group characteristics

Polarised
Average Non- ‘missing
AYS MVA AYS schooled Primary Secondary middle’
Group1 2.8 7.8 <4.5 High Low Low <20% No
Group2 38 7.6 <4.5 High Very High Yes
Group3 5.7 12 >4.5 Low High Varies No
Group4 5.2 9.2 >4.5 Low High Varies Yes

Note: AYS average years of schooling, MVA manufacturing value-added

Source: Irmgard Nubler, ‘Promoting Catching-Up Growth and Productive
Transformation in LDCs: A New Approach’, in ‘Growth, Employment and
Decent Work in the Least Developed Countries: Report of the ILO for the
Fourth UN Conference on the Least Developed Countries’ (International Labour
Office, Geneva, 2011)
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But Ansu and Tan (2011) point out a vicious cycle which constrains
education and skill levels especially in the case of the low-income econo-
mies of sub-Saharan Africa. Investing in education and skills is costly and
exceeds the capacity of government to finance for the levels required—
which in turn impedes economic growth, further limiting the resources
available for skills and training. Their proposed strategy is to initially
meet specific sectoral demands for skills, only following with universal
improvements in skills, and orienting the educational system towards sci-
ence and technology, especially in tertiary education.

Social Capabilities as Intangibles Par Excellence,
as a Major Determinant of Departure
from Comparative Advantage

While average years of schooling provides a hard parameter that con-
strains policy departure from comparative advantage, a more intangible
but broader parameter emerges in the notion of social capabilities.
Abramovitz (1986) introduces the notion by examining catch-up phases
in today’s developed countries, noting that rapid change was not always
in the more technologically advanced countries, but in those with more
advanced social capabilities. He further noted that these social capabilities
to absorb more advanced technologies were not given, but acquired and
embodied in societies.

Nibler (in ILO 2014c) puts the country’s educational attainment
structure at the base of the social capabilities pyramid. Lall and Chang
give social capabilities a more complex structure. Lall (1992) puts tech-
nological capabilities at the national level, and innovatively at the firm
level. Chang et al. (2014) recognise the tradition of economic historians
who have regarded the manufacturing sector, especially the capital goods
sector, as the learning centre of capitalism in technological terms (see also
Rosenberg 1963, 1982; Kaldor 1967; Cohen and Zysman 1988;
Rowthorn and Wells 1987; Park and Chan 1989). Hence industrial poli-
cies that promote the manufacturing sector become important elements
of a national learning strategy. Promoting activities in advanced knowl-
edge communities, creates opportunities for workers to acquire new sets
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of technological and business knowledge. This in turn expands options
for firms to diversify into new products.

Hidalgo and Hausmann (2009) liken a capability to a building block
or Lego piece, a product is a Lego model, and a country is equivalent to
a bucket of Lego. Countries can then make products for which they have
all the necessary capabilities. Chang (2011) emphasises that these pro-
ductive capabilities have a collective nature, resulting from the interde-
pendence between learning and production, with a variety of actors. The
result is an industrial commons, with interdependence between a set of
industries which contribute advanced materials, components, subsys-
tems, and manufacturing systems (Tassey 2010).

Of course, the social capability and industrial commons approach
changes the nature of traditional industrial policy in many ways. For a
start, the interdependence implies that industrial policy is no longer
focused on just manufacturing and services but also on productive trans-
formation of agriculture. The capital goods produced in manufacturing
feed and enable technical change in agriculture. Second, the old-style
industrial policy, where the government was often the producer itself, is
not so relevant, as its effective policies (Bianchi and Labory 20006).
Amsden and Singh (1994) note the plurality of policies, where the state
promoted intense competition among firms in Korea, but MITT created
cartels in Japan. Both policies were tailor-made to achieve the same objec-
tive of long-term productivity growth. Third, Stiglitz (2003) points out
that rents can be made into productive capital goods by investing them
in production and infrastructure.

But industrial policy still essentially remains based on the recognition
that shifting production from certain goods to others that contribute
more towards improvements in productivity, income, and wages, in par-
ticular tradeables and industrial products (Hausmann et al. 2007; Rodrik
2010). Switching to activities, products, and technologies with steeper
learning curves becomes important.

And some of the traditional instruments of industrial policy abide.
Nunn and Trefler (2010) note that tariff structures that protect education-
intensive activities, with a skill bias are observed to be positively corre-
lated to long-run per capita GDP growth. And Astorga et al. (2014) note

that empirical evidence from Latin America shows that depreciation of
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real exchange rates, unless accompanied by industrial and technology
policies to accelerate learning, could not close the technology gap.

Appendix

Table 5.12 List of household surveys consulted

Country (ISO3 code) Name of survey Year

Albania (ALB) Living standards measurement survey 2012

Angola (AGO) Inquérito integrado sobre o bem estar da 2009
populacédo, 2008/09

Argentina (ARG) Encuesta Permanente de Hogares 2012

Armenia (ARM) Household integrated living conditions survey 2012

Benin (BEN) Enquéte modulaire intégrée sur les conditions de 2011
vie des ménages au Bénin

Botswana (BWA) Botswana core welfare indicators survey, 2009/10 2009

Bhutan (BTN) Bhutan living standards survey, 2003 2003

Bolivia, Plurinational Encuesta de hogares 2012

State of (BOL)

Brazil (BRA) Pesquisa Nacional Por Amostra de Domicilios 2012

Bulgaria (BGR) European Union statistics on income and living 2012
conditions

Burkina Faso (BFA) Questionnaire unifié des indicateurs de base du 2003
bien-étre

Cabo Verde (CPV) Inquérito as despesas e receitas familiares 2001

Cambodia (KHM) Socioeconomic survey 2009

Cameroon (CMR) Troisieme enquéte camerounaise aupres des 2007
ménages

China (CHN) Chinese household income project 2008

Colombia (COL) Encuesta nacional de calidad de vida 2012

Congo (COG) Questionnaire des indicateurs de base du 2005
bien-étre

Costa Rica (CRI) Encuesta Nacional de Hogares 2012

Cote d’'lvoire (CIV) Enquéte Niveau de Vie des ménages 2002

Dominican Republic  Encuesta Nacional de Ingresos y Gastos de los 2007

(DOM) Hogares

Egypt (EGY) Household Income, Expenditure and Consumption 2008
Survey

El Salvador (SLV) Encuesta de Hogares de Propositos Multiples 2012

Ethiopia (ETH) Ethiopia rural socioeconomic survey 2010

Gabon (GAB) Direction Générale de la Statistique et des Etudes 2005

Economiques, Questionnaire des indicateurs de
base du bien-étre

(continued)
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Country (ISO3 code) Name of survey Year

Georgia (GEO) Integrated household survey 2013

Ghana (GHA) Ghana Living Standards Survey 2013

Guatemala (GTM) National survey of living conditions 2011

Honduras (HND) Encuesta hogares 2011

India (IND) National sample survey (66th round, 2009/10) 2010

Indonesia (IDN) National social and economic household survey 2010
(SUSENAS)

Iraq (IRQ) Household social and economic survey 2007

Jordan (JOR) Household income, expenditure and consumption 2010
survey

Kazakhstan (KAZ) Sampling household survey, 2003 2003

Kenya (KEN) Kenya integrated household budget survey 2005

Lesotho (LSO) Lesotho household budget survey 2002

Malawi (MWI) Integrated household survey 2010

Mali (MLI) Enquéte légére intégrée aupres des ménages 2006

Mexico (MEX) Encuesta nacional de ingresos y gastos de los 2012
hogares

Mongolia (MNG) Household social and economic survey 2011

Morocco (MAR) Enquéte nationale sur le niveau de vie des 2007
ménages

Mozambique (MOZ) Inquérito aos agregados familares sobre 2002
orcamento familiar

Namibia (NAM) National household income and expenditure 2009
survey

Nepal (NPL) Nepal living standards survey 2010

Nicaragua (NIC) Encuesta nacional de hogares sobre mediciéon de 2009
nivel de vida

Niger (NER) National survey on household living conditions 2011
and agriculture

Nigeria (NGA) General household survey (panel) 2012

Pakistan (PAK) Core welfare indicators questionnaire 2005

Palestine (PSE) Expenditure and consumption survey 2011

Panama (PAN) Encuesta de niveles de vida 2008

Paraguay (PRY) Encuesta permanente de hogares 2012

Peru (PER) Encuesta nacional de hogares 2013

Philippines (PHL) Labour force survey/Family income and 2009
expenditure survey

Romania (ROU) European Union statistics on income and living 2012
conditions

Russian Federation Russian Federation longitudinal monitoring 2013

(RUS) survey, Higher School of Economics

Senegal (SEN) Enquéte de suivi de la pauvreté au Sénégal 2001

Serbia (SRB) Living standards measurement survey 2007

Sierra Leone (SLE) Integrated household survey 2003

(continued)
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Table 5.12 (continued)

Country (ISO3 code) Name of survey Year

South Africa (ZAF) National income dynamics study 2012

Sudan (SDN) Household income, expenditure and consumption 2009
survey

Tajikistan (TJK) Tajikistan living standards measurement survey 2009

Thailand (THA) Household socioeconomic survey 2010

Timor-Leste (TLS) Standards of living survey 2007

Togo (TGO) Questionnaire des indicateurs de base du 2011
bien-étre

Tunisia (TUN) Enquéte nationale sur le budget, la 2010
consommation et le niveau de vie des ménages

Turkey (TUR) European Union statistics on income and living 2012
conditions

Uganda (UGA) Uganda national household survey 2009

United Republicof =~ Tanzania National Panel Survey, 2012/13 2013

Tanzania (TZA)

Vietnam (VNM) Viet Nam household living standard survey 2008

Zambia (ZMB) Living conditions monitoring survey report 2010

Notes

. According to the ILO and the International Conference of Labour

Statisticians.

. This data for decomposition of the poor by sector of employment was

not available for AEs.

. Authors’ estimations at the ILO, based on data from the World Bank,

PovcalNet, April 2016 (available at http://iresearch.worldbank.org/
PovcalNet/).

. Again, data for the decomposition of the poor by their specific sector of

employment was not available for AEs.

. Extreme poverty is defined as incomes or expenditure on consumption

below US$1.90 per day, in PPP terms.

. Less than 2 percent of government expenditure is needed to eliminate

extreme poverty in DCs, but more than 9 percent in the case of Africa
and over 25 percent in low-income countries. These proportions trans-
late to 7.3 percent of total government expenditure required to eliminate
extreme and moderate poverty in DCs, 31.3 percent in Africa, and over
100 percent in low-income countries alone. In view of current govern-
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10.

11.

12.

ment expenditure and public expenditure on social protection—6.2 per-
cent of GDP in DCs (ILO 2014c), 8.6 percent worldwide (ILO
2014b)—this gap in income relative to global and regional GDP might
be seen as reasonable, leading one to question why the gap still exists at
all. This notwithstanding, huge disparities remain between regions and
countries in terms of gaps and ability to cover the associated costs; the
limited share of those social protection benefits reaching the poor (ADB
2016); the sustainability of an approach based only on social protection;
and workers’ legitimate expectations for decent working conditions,
including decent levels of labour income. For data on countries’ ability
to cover these costs, see the World Bank’s ASPIRE dataset, available at
http://datatopics.worldbank.org/aspire/

The minimum cost of eliminating extreme poverty exceeds 5 percent of
GDP in Malawi (16.0 percent), Mozambique (9.1 percent), Niger (5.3
percent), and Togo (5.0 percent). In these four countries, this minimum
cost ranges from 32.5 to 77.6 percent to eliminate both extreme and
moderate poverty. In other regions, the minimum cost of eliminating
extreme and moderate poverty exceeds 3 percent of GDP in Timor-Leste
(12.4 percent), Nepal (5.6 percent), Cambodia (4.6 percent), India (3.8
percent), and Honduras (4.6 percent) and represents more than the total
public investment in social protection.

The relationship between family size and poverty, however, is quite com-
plex. As children grow up and become economically active, they make
valuable contributions to households. There are also good reasons for
having large families as part of a livelihood strategy whereby children are
expected to take care of parents in their old age, especially in the absence
of any form of pension provision.

It should be noted that, while there is no official definition, ILO (2015b)
and Messenger and Wallot (2015) define ‘very short hours™ as those
below 15 hours per week.

For the non-poor, short working hours (less than 35 hours per week)
adversely affect 43 percent of those self-employed and 14 percent of
wage and salaried workers.

In DCs, more than 36 percent of women below the poverty threshold in
self-employment (including contributing family workers) work less than
20 hours per week, and the majority (nearly 60 percent) work less than
35 hours per week.

Taking the case of developed countries, comparative European research
shows a significant association between poverty rates and contractual


http://datatopics.worldbank.org/aspire

222

13.

14.

M. Mahmood and F. Bonnet

work status. Logistic regression shows that this disparity is largely
explained by the difference in wages between temporary and permanent
workers, rather than by the individual and household characteristics of
those in temporary work (Ray et al. 2014). Evidence from DCs also
associates the absence of permanent contracts with higher risks of pov-
erty, including higher risks of chronic poverty (Chronic Poverty Advisory
Network 2013).

Many of the self-employed are not covered by social protection laws and
regulations for contributory social security and when they are, this is too
often through weak mechanisms such as voluntary coverage. This rarely
converts into effective coverage (ILO 2015b). Dependent workers in
non-standard forms of employment are often excluded from coverage
cither by law or in practice. Reasons for their exclusion may derive
directly from the terms of the contract or indirectly because of its dura-
tion below a minimum defined threshold, an insufficient number of
hours worked and other reasons that include the type of employer
(households in the case for domestic workers) and the size of enterprises.
All these factors tend to affect the poor more than the non-poor (ibid.).
For those covered under the law, the limited ability to contribute, the
irregularity and unpredictability of income (factors not compatible with
usual affiliation modalities and the long period of contribution required),
and the critical priority of basic daily needs are major reasons for de facto
exclusion from social insurance coverage. Other reasons range from the
lack of awareness of entitlements to the inappropriateness of the benefits
and of ways to contribute, the lack of confidence in institutions, and the
level of effectiveness and efficiency of national institutions to deliver
benefits and services (Schmitt and De 2013; ILO 2015b).

Independent of poverty status, an earlier ILO (2015b) report showed
significantly lower affiliation rates among the self-employed compared to
wage and salaried workers (at the global level, 52 percent of wage and
salaried workers are affiliated to a pension scheme compared to 16 per-
cent of the self-employed), but also the significant negative impact of
being in non-standard forms of employment on current social protec-
tion coverage by contributory schemes. There is indeed a very high cor-
relation between the fact of having a formalised permanent contract and
the affiliation to social protection among wage and salaried workers.
Affiliation rates appear to be significantly lower among workers in part-
time employment compared to those in full-time employment (whether
in dependent or independent employment).
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15.

16.

17.

18.

19.

20.

21.

22.

Where extreme poverty is concerned, 6.5 percent of the extremely poor
in DCs are currently affiliated to a pension scheme compared to 31.4
percent of the non-poor.

Corresponding affiliation rates among the non-poor are respectively
55.1 percent for wage and salaried workers and 13.5 percent for the self-
employed earning a living above the poverty threshold.

Social protection benefits include both individual benefits—unemploy-
ment (including severance pay), old-age benefits and retirement grants,
survivor benefits (including death grants), sickness benefits, disability
benefits, education-related allowances, where applicable—and house-
hold benefits (family- and child-related allowances in cash and value of
child-related allowances in kind, housing allowances and other social
allowances in cash or value of other social allowances in kind not else-
where classified).

To be considered with caution, as many people are above the poverty
threshold because they receive social protection benefits.

Considering both the extremely and moderately poor (<$3.10 PPP per
capita and per day).

The South African Child Support Grant, although means-tested, covers
more than half of all children under the age of 18 (10.8 million children
in 2012). The expenditure on child benefits (1.2 percent of GDP) is
above the world average (0.4 percent of GDP) and not far from the aver-
age in developed countries and European countries (1.4 percent). South
Africa reaches nearly universal coverage of people in old age (90 percent
of this extension resulting from the gradual extension of the non-
contributory old-age grant). The Bolsa Familia program in Brazil is the
largest program providing child benefits in absolute terms. It reaches
around 14 million families and covers about a quarter of Brazil’s popula-
tion—at an annual cost of less than 0.5 percent of GDP (ILO 2014b).
It is estimated that 10 percent of the change in inequality compared to
the 1990s is due to the Bolsa Familia (Barros et al. 2010).

These range from social policy along the lines designed by Otto von
Bismarck and the primary objective of income maintenance based on
social insurance, with eligibility for earnings-related benefits depending
on the contribution record, to that of William Beveridge with flat-rate
benefits provided universally, financed by taxation and a declared objec-
tive of prevention of poverty (Morel and Palme 2012).

Unfortunately, this rationale does not fit current trends in social assis-
tance, and certainly not in Africa where the focus tends to be on the
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elderly or households without any working-age adults. In most pro-
grams, if there is one working-age adult—regardless of the number of
dependants—households tend to be excluded from these schemes.

23. Employment quality is imperfectly assessed through the different sta-
tuses in employment. This must be considered in the light of the analysis
of decent work deficits presented in Sect. 5.2. Results show that the self-
employed tend to be affected by decent work deficits even more than
wage and salaried workers (limited access to social protection, higher
exposure to short hours, but also extensive hours of work—particularly
in DCs). Section 5.2 also shows, however, that wage and salaried employ-
ment is not protected from facing decent work deficits.

24. Data available from ILO Social Security Inquiry, htep://www.ilo.org/
dyn/ilossi/ssimain.home, accessed on 30 April 2016.

25. See the World Bank’s ASPIRE dataset, available at http://datatopics.
worldbank.org/aspire/

26. While there is a prolific literature on the ‘East Asian miracle’, Chang
(1993) and Stiglitz (1996) have been seminal. For Japan, see, for exam-
ple, Dore (1973); for Korea, see Wade (2003).
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Policy for Jobs: Reducing Informality

6.1 Introduction

The first empirical part of this book observes that to explain differences
in per capita incomes between developing countries (DCs)—between
least developed countries (LDCs), lower- and middle-income countries
(LMICs), and emerging economies (EEs)—and their catch-up to
advanced economies (AEs), what matters is not just the quantum of
change, but the quality and composition of the change. This generalisa-
tion is based on three empirical regularities, on growth, jobs, and the
macro drivers of growth and jobs. Each empirical regularity from the first
part of the book is used in symmetry to infer policy in the second part of
the book.

The first empirical regularity on growth observes that catch-up in per
capita incomes for DCs is determined less by the rate of gross domestic
product (GDP) growth and more by the composition of that growth. The
development of manufacturing explains long-run movement up the per
capita income ladder, with LDCs stuck for the past third of a century
with single-digit manufacturing shares in GDP, LMICs in the mid-
twenties, and EEs in the mid-thirties.
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This gives one caveat on growth to derive policy in Chap. 5, that it
should be based on productive transformation. However, the chapter
noted that this explains growth of average per capita incomes in a coun-
try. Important as that is, it does not explain growth of the distribution of
incomes, how different income groups have fared in the country over
time. And the first-order normative imperative was argued to be an expla-
nation for the differences in growth of incomes between the poor and the
non-poor. Which put a second caveat on growth policy—that it be
poverty-reducing and hence more inclusive.

This allowed the first policy chapter, on growth (Chap. 4), to infer
policy on inclusion and productive transformation. Poverty was seen to
be determined very strongly by a demographic drag, vulnerability in jobs,
and productive transformation. The demographic drag inferred a strong
role for transfer incomes, from the non-poor to the poor. The vulnerabil-
ity in jobs inferred the need for enhancing labour incomes, through an
increase in employment and job quality. Job quality was tagged to be
closely linked to informality, which this chapter on jobs now picks up on
empirically. Productive transformation was also seen to be poverty-
reducing, leading back to policy needs for this.

The second empirical regularity on jobs observes that catch-up in per
capita incomes for DCs is determined less by the quantum of employ-
ment growth because of the phenomena of the working poor. The poor,
comprising large parts of the labour force, are virtually uncovered by any
significant social protection. Hence, they cannot afford not to work. So
those that cannot find formal, or decent jobs, are forced to accept work
in less formal, less decent jobs, which can be onerous and arduous in
terms of working conditions, less productive, less remunerative, and cer-
tainly less covered and monitored by rights. Then, catch-up in terms of
the metrics of per capita incomes and employment is determined less by
employment growth and more by job quality. Success and distress in the
labour market is indicated less by job growth and more by job quality.
Indeed, the finding is that key metrics of job quality, such as vulnerabil-
ity, and the working poor climb up the per capita income ladder, their
shares in employment improving from LDCs, further for LMICs, and
farthest for EEs.
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It was also observed that there was evidence of a two-way relationship
between job quality and per capita incomes. Job quality was not just a
derivative of moving up the income ladder for DCs, as a sort of trickle-
down function of higher-income DCs being able to afford better jobs.
Indeed, the improvement of job quality through reduction in vulnerabil-
ity, with more waged employment, was seen to be strongly associated
with increases in productivity and per capita incomes. Hence structural
change results in the simultaneous movement of workers from lower- to
higher-productivity sectors, and from more vulnerable self-employment
to less vulnerable waged employment.

These empirical findings allow this policy chapter on jobs to focus on
this one strategic variable of improving job quality. That is, the compul-
sion of the poor, unable to find formal regulated employment, to accept
informal, less or unregulated jobs, arduous and less productive jobs
with lower remuneration. Job quality and productivity weakens with
lack of regulation, in going from formality to informality. Formalisation
then becomes a necessary condition for improving job quality and
productivity.

This chapter argues that formalisation policy should be based on regis-
tration of workers, as well as registration of enterprises. Registration of
workers allows entitlements to rights that govern working conditions and
remuneration through minimum wages. A more open question is how
entitlement to rights increases productivity. The observation from the
empirical chapter on jobs (Chap. 3) is that less vulnerable, waged jobs
have higher productivity. This policy chapter on jobs finds evidence for
the broader generalisation that formality through registration and entitle-
ment to rights raises productivity. The data is weak, but the best available
so far. The rationale for this increase in productivity based on enhanced
entitlements comes from two strands of literature, higher nutrition
affording higher effort and productivity, and higher incentives to retain a
higher part of the product pushing up effort and productivity again.

Finally, the third empirical regularity observed in the macro drivers of
growth and employment in Chap. 4 was that catch-up in per capita
incomes is determined not just by the quantum of investment but also by
the composition of this investment. So, investment in physical capital is
as important as investment in human capital. This implies macro policy
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on both forms of investment as seen ahead in Chap. 7. It also comes full
circle, linking the policy need for investment in human capital and
knowledge-based capital imperative for poverty reduction and productive
transformation inferred in Chap. 5, with the requirements to raise pro-
ductivity argued in the present chapter and with evidence of the impact
of such investment on technical change and catch-up seen in Chap. 7.

6.2 The Emerging Complexity
and Significance of Informality in DCs

The initial view of informality, shaped by the International Labour
Organization’s (ILO) report on Kenya, was of a simple dualism in the
labour market (ILO 1972). Weak GDP growth led to weak growth in
formal sector employment that was insufficient to absorb the faster rate
of population growth, giving rise to employment in a residual informal
sector. The informal sector was considered a subsistence sector, unrelated
to the formal sector. Informal employment acted as the lowest safety net,
and was seen as a temporary phase with higher GDP growth in the long
run providing sufficient formal employment to match demographic
growth.

This initial concept of informality viewed it as a homogenous sector
comprising refuge labour seeking informal employment as a last resort.
This conceptual homogeneity of the informal sector was broken up by
De Soto (1989) and the Legalist school in the 1980s and 1990s, arguing
that it comprised not just refuge labour, but what we can term here, ‘ref-
uge capital’. Microenterprises chose to be informal to avoid the transac-
tion costs of registration and formalising.

The strict dualist segregation of the formal sector having no links with
the informal sector was also broken up by the Voluntarist school of
Maloney (2004) and the Structuralist school of Portes et al. (1989). They
argued that since microenterprises could reduce their costs of production
by avoiding registration and taxation, larger capitalist firms in the formal
sector sought to reduce their own production costs by subcontracting to
these informal microenterprises, connecting the formal and informal sec-
tors through supply chains.
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This differentiation of informality justifies our characterising it here as
part refuge labour, and part refuge capital. Indeed, the definition of infor-
mality adopted by the 17th International Conference of Labour
Statisticians in 2003 (see ILO 2004) is in keeping with this notion when
it uses three operational criteria:

— Informal employment without legal protection

— Informal employment without social protection

— Informal employment both inside the informal sector and outside it as
well

So, informality is defined as all employment relationships that are not
subject to national labour legislation, income taxation, social protection,
or entitlement to certain benefits like sick leave, maternity leave, sever-
ance pay, and dismissal without notice.

Table 6.1 illustrates the complexity of the components of informality as
set out by the first ILO (2011, 2013) estimation exercise. The usual decom-
position of employment status is into own-account workers, employers,
contributing family workers, waged employees, and members of production
cooperatives (often left out because of its low numbers). Each of these forms
of employment can be formal and informal, except contributing family
workers who are, by definition, informal. But further, these forms of employ-
ment can now be envisaged to be in three kinds of production units, which
are formal enterprises, informal enterprises and households. This gives a
three-by-nine matrix. Informal employment then comes to comprise:

— Informal contributing family workers in both formal and informal
enterprises, by definition

— Informal own-account workers, reckoned to be in informal enterprises
and household production units

— Informal waged employees in formal and informal enterprises and
household production units

— Informal members of production cooperatives

Based on this careful ILO methodology, stipulated as yet for only non-
agricultural employment, Table 6.1 estimates informality for LDCs,
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Table 6.2 Informal employment as a percentage share of total non-agricultural
employment, by country (ILO estimates)

Country Informal employment Formal employment
LDCs

Lesotho 34.9 65.1
Liberia 60.0 40.0
Madagascar 73.6 26.4
Mali 81.8 18.2
Tanzania 76.2 23.8
Uganda 69.4 30.6
Zambia 69.5 30.5
Average 74.5 255
LMICs

Armenia 19.8 80.2
Bolivia 75.1 24.9
El Salvador 66.4 33.6
Honduras 73.9 26.1
India 83.6 16.4
Indonesia 72.5 27.5
Moldova 15.9 84.1
Nicaragua 65.7 34.3
Pakistan 78.4 21.6
Paraguay 70.7 29.3
Philippines 70.0 30.0
Sri Lanka 62.1 37.9
Vietnam 68.2 31.8
West Bank and Gaza 57.1 42.9
Average 79.0 21.0
EEs

Argentina 49.7 50.3
Brazil 42.2 57.8
China 32.6 67.4
Colombia 59.6 40.4
Costa Rica 43.8 56.2
Dominican Republic 48.5 51.5
Ecuador 60.9 39.1
Macedonia FYR 12.6 87.4
Mexico 53.7 46.3
Panama 43.8 56.2
Peru 69.9 30.1
Serbia 6.1 93.9
South Africa 32.7 67.3

(continued)
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Table 6.2 (continued)

Country Informal employment Formal employment
Uruguay 39.8 60.2
Venezuela 47.8 52.2
Average 429 57.1
DGs, overall average 57.1 42.9

Note: DC developing country, EE emerging economy, LDC least developed
country, LMIC lower- or middle-income country

Source: Author’s estimations at the ILO, based on data from ILO, Statistical Update
on Employment in the Informal Economy (Geneva: International Labour Office,
2011); and ILO, Measuring Informality: A Statistical Manual on the Informal
Sector and Informal Employment (Geneva: International Labour Office, 2013)

LMICs, EEs, and an overall average for DCs. Table 6.2 also gives the
country estimates for informality among LDCs, LMICs, and EEs, and
estimates for informal employment into a surprisingly significant average
share of non-agricultural employment. For the sample of 36 countries for
which this estimation could be made, the average of the informal employ-
ment share for DCs comes out as 57 percent. The share of informal
employment is very high for LDCs at 75 percent and LMICs at 79 per-
cent, and much lower for EEs at 43 percent.

Table 6.3 gives a parallel estimate of informal employment as share of
non-agricultural employment, made by Jiitting and de Laiglesia (2009).
This estimate is for a slightly earlier period, prior to 2000, whereas the
ILO dataset is for the period 2004—10. Assuming some comparability
between the two, given slow change in informality over time, both esti-
mates give the same average share of informal employment of between 54
and 55 percent. The ILO estimate is significantly higher for eight coun-
tries out of the common sample of 23, and significantly lower for five
countries. Given these two independent estimates of informal employ-
ment, both show that informality is significant, only falling below 20
percent of non-agricultural employment for just Russia, Serbia, Armenia,
Macedonia, and Moldova, in the sample. Otherwise it ranges between
one-third for China and 95 percent for Chad in the sample.

Therefore, of major concern is the abiding significance of informal employ-
ment as a share of non-agricultural employment across DCs. If there is a single
strategic policy priority, it should be to improve the job quality of this majority
of workers, whose working conditions can be considered a priori, definition-
ally, to be much weaker than for formal workers.
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Table 6.3 Informal employment as a percentage share of total non-agricultural
employment, by country (ILO and OECD estimates)

ILO estimates

Difference in

Country OECD estimates (2004-10) estimates

Algeria 41.3

Argentina 53.3 49.7 3.6

Armenia 19.8

Bolivia? 63.5 75.1 -11.6

Brazil 51.1 42.2 8.9

Chad 95.2

China 32.6

Colombia?® 38.4 59.6 -21.2

Costa Rica? 443 43.8 0.5

Dominican 47.6 48.5 -0.9
Republic?

Ecuador 74.9 60.9 14

Egypt 45.9

El Salvador? 56.6 66.4 -9.8

Guinea 86.7

Haiti 92.6

Honduras? 58.2 73.9 -15.7

India? 83.4 83.6 -0.2

Indonesia? 77.9 72.5 5.4

Iran 48.8

Kenya 71.6

Kyrgyzstan 44.4

Lebanon 51.8

Macedonia FYR 12.6

Mali 81.8 81.8 0

Mexico 50.1 53.7 -3.6

Moldova 215 15.9 5.6

Morocco 67.1

Nicaragua 65.7

Pakistan? 64.6 78.4 -13.8

Panama 49.4 43.8 5.6

Paraguay?® 65.5 70.7 -5.2

Peru 67.9 69.9 -2

The Philippines? 72 70 2

Romania 22

Russia 8.6

Serbia 6.1

South Africa 50.6 32.7 17.9

Sri Lanka 62.1

Syria 30.7

(continued)
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Table 6.3 (continued)

ILO estimates Difference in

Country OECD estimates (2004-10) estimates
Thailand 51.5
Tunisia 35
Turkey 33.2
Uruguay 39.8
Venezuela 49.4 47.8 1.6
Vietnam 68.2
West Bank and 43.4 57.1 -13.7

Gaza
Yemen 51.1
Zambia?® 58.3 69.5 -11.2
Average 55.4 53.6 1.8

Note: 2OECD estimates for these countries were taken before 2000, whereas the
ILO estimates were taken in 2004-10, depending on the year for which the
data was available

Source: Author’s estimations, based on data from Johannes P. Jutting and Juan
R. de Laiglesia, eds. Is Informal Normal? Towards More and Better Jobs in
Developing Countries (Paris: OECD Development Centre, 2009)

6.3 Registration of Informal Workers as Well
as Informal Enterprises as a Strategic
Policy Benefitting the Bulk of Informal
Workers

Then given the observed significance of informal employment, and its
definitionally associated lack of rights, conditions of work, and social
protection, registration of informal employment becomes a key strategic
policy for catch-up in the labour market. And given the low levels of
productivity associated with vulnerable forms of employment that inhabit
informality, registration should also lead to catch-up in productivity and
per capita incomes, as seen ahead. However, the first question that arises
is how to register informal employment. This can be done through two
channels, registering enterprises and registering workers themselves.
There are arguments for doing both.

There is an argument for registering enterprises.

The argument for registering enterprises is twofold. Formalisation
would bring enterprises into the tax net and raise public revenues. And
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formalisation of enterprises would also formalise the workers employed.
The first argument certainly holds, but the second need not be a sufficient
condition to formalise all the workers employed by formalised
enterprises.

The first argument can be seen from the share of firms formally regis-
tered when they began operations in the country—estimates based on
the World Bank’s Enterprise Survey for 2009 of more than 130,000 firms
in 130 countries.! Of currently registered firms, 88 percent on average
were already registered when they began operations. The lowest percent-
age was just over half for Malaysia, while a number of countries had near
full registration.

What these estimates miss out is calculating the number and share of
unregistered firms as comparators. But they do show the importance of
registration—that a significant proportion of unregistered firms can be
observed to have registered over time. On average, 20 percent of cur-
rently registered firms began operations without registration, but have
since felt the need to register. So, policy can be observed to have worked,
to have brought a fifth of firms into the tax net and raised some
revenues.

But there is also evidence that registering firms need not be a sufficient
condition to register their workers. Hence policy should have a dual focus on
also registering informal workers themselves.

The formal registration of enterprises, however, need not imply a com-
pulsion to formally register all their workers. Because the decomposition
of estimates made for informal employment in non-agriculture shows a
significant share of informal employment in formal enterprises.

Table 6.1 shows that the bulk of informal workers are waged employ-
ees. For DCs, the average informal employment share is 57 percent, com-
prised largely of employees with 31 percentage points, followed by
own-account workers with 23 percentage points, and contributing family
labour with 4 percentage points. So, the registration of unregistered
waged employees would stand to benefit more than half the informal
employment in non-agriculture.

It would also be imperative to register informal waged workers them-
selves rather than just registering their enterprises. Table 6.1 shows that,
for DCs, the share of informal waged workers in informal enterprises at
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13 percent of non-agricultural employment was as high as the share of
informal waged workers in formal enterprises also at 13 percent. So
clearly while registration of informal enterprises is important and neces-
sary, it is not a sufficient policy to cover all informal workers. Half of all
waged employees in informality in the formal enterprises would be left
uncovered unless the workers themselves were registered. Formalising
informal enterprises can clearly resist formalising all their workers as the
evidence shows.

6.4 Assessing the Impact of Registering
Informal Workers

There is evidence that registration of workers has the potential to signifi-
cantly improve (a) rights, (b) social protection, (c) productivity and
remuneration, and (d) poverty. There is also evidence that these four
dimensions of job quality move together. The direction of causality seems
to favour the argument that improvement of rights and social protection,
through registration of workers, has great potential to also leverage gains
in productivity, remuneration, and hence also poverty. There are three
strands of literature and observations that support this direction of cau-
sality. First, registration of waged workers brings them into the purview
of national legislation on rights, wages, and social floors. And this is by
no means a definitional argument. Second, that registration of self-
employed workers strengthens their access to rights and enhances their
entitlement to assets and output, which increases the incentive to raise
inputs and outputs—raising productivity and remuneration. Third,
enhanced incomes and nutrition further increase productivity and
incomes in a virtuous, but not unending, spiral.

Registration of informal waged workers brings them into the purview of
national legislation on rights, wages, and social floors.

Informal waged workers by definition have weaker recourse to rights
and social floors, since they are not registered by the enterprise they work
for, nor are they registered with a social protection program, which is
often the same thing as being registered with the enterprise. Registration
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of waged workers brings them into the purview of national legislation on
rights, wages, and social floors. However, the act of registration should
not be seen as a definitional enhancement of their recourse to labour
legislation and social floors. There must be evidence that the formalisa-
tion of informal waged workers is observed to enhance their rights, remu-
neration, and welfare.

The rights gap in the informal economy is especially serious with
respect to freedom of association, the right to organise, and to bargain
collectively (Trebilcock 2005; ILO 2002). There is a systematic denial of
the right to organise to certain groups of workers even by countries that
have ratified conventions that give these rights (ILO Convention
Numbers 87 and 98). This lack of representation and voice features
strongly for workers in the informal economy, and is the most broadly
manifest in lower wages compared to formal employment. It is also mani-
fest in a more extreme form in onerous working conditions and straight
exploitation, through forced labour, including debt bondage and traffick-
ing, child labour including hidden and more hazardous forms of it, and
discrimination, especially against women, workers with disabilities, and
migrants.

There is well-researched, if scattered, micro-level country evidence of
improvement in the broader manifestation of the rights gap, through
improvement of wages by formalisation of employment, particularly for
Latin America where there has been a concerted drive towards formalisa-
tion of employment in the last decade or so. Argentina’s increase in wage
inequality over the 1990s has been reversed in the 2000s, in part ascribed
to a process of labour formalisation. An Oaxaca-Blinder decomposition
of income allows Beccaria et al. (2014) to distinguish between a returns
effect and a redistributive effect, both showing significance. Maurizio
(2015) extends the study to Brazil, finding that in parallel to Argentina’s
reversal of wage inequality in the 2000s, Brazil’s formalisation of labour
has reached all categories of workers, been accompanied by real mini-
mum wage increases, and so had an equalising effect. A collaborative
study by ECLAC and ILO (2014) extends these results to nine countries
in the region. Between 2009 and 2013, the share of formal employment
increased in these countries, accompanied by a large reduction in earn-
ings inequality. Increased formality resulting from the creation of new
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jobs and the formalisation of informal jobs has particularly benefitted
wage earners, workers with intermediate levels of education, and women.

There is also evidence from a World Institute for Development
Economics Research micro study for Vietnam over 2005-13, which
shows increased real wages, and an increased share of wages in value
added, for firms that shift out of the informal economy (see Boly 2015).

Equally meticulous micro-level evidence comes showing improve-
ment in contractual conditions for formalised workers, from Vietnam
and Brazil. In Vietnam, a comparison between formal and informal
firms shows that registration of firms is seen to lead to a decrease in the
use of casual labour (Rand and Torm 2012). In Brazil, Fajnzylber et al.
(2011) show that the act of becoming fully registered leads to firms
using more contract-based labour with formal guarantees, rather than
more casual employment relationships based on personal and social
relations.

A more general improvement in working conditions was also observed
in formalising small and medium manufacturing enterprises in Vietnam,
spurred by their increased visibility (Rand and Torm 2012).

Registration of self-employed workers strengthens their access to rights,
enhances entitlements to assets and output, which increases their incentives ro
raise inputs and outputs—raising productivity and remuneration.

Estimates of productivity in the informal economy reckon it to be
much lower than productivity in the formal economy. Table 6.4 gives the
instances of four economies for which this comparison could be made.
Informal economy productivity ranged from just 27 percent of formal
economy productivity in Kyrgyzstan to 83 percent in Peru.

Table 6.4 Productivity ratios

Share of
Share of informal  informal sector Productivity
Country sector employment GDP Year 1 Year 2 ratio (%)
Kyrgyzstan 70.4 38.8 2011 2007 27
Colombia 60.8 335 2011 2007 32
Turkey 41.5 29.1 2011 2007 58
Peru 58.3 53.7 2011 2007 83

Note: GDP gross domestic product
Source: Author’s estimations at the ILO, based on data from ILOSTAT
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La Porta and Shleifer (2008) using a log scale index on the World Bank
Enterprise Survey found that informal enterprises have a productivity of
7.6, some 83 percent, compared to small formal enterprises with 9.1,
medium formal enterprises with 9.4, and big formal enterprises with 9.7.

A major intended impact of formalisation is to raise productivity and
incomes for the individual and the economy. While formalising waged
employment will raise the productivity of those informal waged workers,
who comprise 31 percentage points of total informal employment of 57
percent of non-farm employment in DCs (Table 6.1). That still leaves the
informal self-employed comprising another 23 percentage points of the
total non-farm informal employment, whose productivity needs to be
raised.

The literature is quite clear that formal firms have higher productiv-
ity, compared to informal firms, largely based on their access to physical
capital, or formal sector credit (see La Porta and Shleifer 2008). In fact,
employees across formal and informal sector firms are considered
broadly homogenous in terms of human capital. So, it is the physical
capital of the owners and managers that distinguishes between formal
and informal firms, driving the quality of their inputs and access to
finance. Hence typically a Mexican study shows that one Peso invested
in an informal firm earns a half of what it would in a formal firm (Busso
et al. 2012).

The question then is that since the productivity of formal firms is
empirically observed to be significantly higher than for informal firms,
the productivity of both waged workers comprising 56 percent of infor-
mal employment and self-employed workers comprising the other 44
percent of informal employment should increase with their formalisa-
tion. The near equal shares of both waged and self-employed workers
would imply that the average productivity is based evenly on both. The
mechanism for the increase in productivity needs to be elaborated, more
so for the self-employed.

The productivity of waged workers would rise with their registration
and that of their firms. The access of the registered firm to more human
and physical capital would raise the capital-labour ratio, inputs and out-
puts, to increase the productivity of the newly registered firm and its
workers.
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The question then is, what factors would raise the productivity of a
newly registered self-employed worker?

Registration of the own-account workers (the self-employed) and con-
tributing family workers (the unpaid) can yield great benefits for them in
the medium to longer term. Registration of self-account workers and
contributing family workers will, first, establish them as legal entities
with entitlements. These entitlements can have a large range, from defin-
ing clearer ownership of working capital and non-land assets (as opposed
to entitlements to owned property and land which presumably exists),
entitlements to product and income produced, entitlements to partici-
pate in public and private programs for social protection, both contribu-
tory and non-contributory, entitlements to participate in other public
welfare programs, and entitlements to workers’ rights extended to
self-employment,

This impact of property rights and entitlements echoes De Soto’s
(2000) seminal claim that strong and clear property rights, formalised
rather than informal, are necessary for economic efficiency and for more
inclusive growth with the poor. Unreported, unrecorded economic activ-
ity in the informal sector creates a titling void, depriving it of access to a
formal system that gives legal ownership to property. The lack of legal
ownership restricts access to formal credit markets. It also restricts access
to legal recourse in the case of disputes, not just on property, but on the
goods and services produced.

Hence registration of the self-employed, comprising own-account
workers and contributing family workers, can be viewed as the thin edge
of the wedge, to leverage their entitlements to property and to the income
produced, to participate in public programs, and to have access to public
goods and services. This argument is amply demonstrated in agriculture,
where clear entitlements to land and tenancy rights, and its products, cre-
ates the incentive to increase investment and output, raising productivity
(Lawry et al. 2014). The case of China being the classic example, where
post-1978, Deng Xiao Ping reforms gave communal peasants the right to
the product of their plots under the Household Responsibility system,
increasing their inputs and productivity. That is the single most impor-
tant factor credited with the massive reduction in poverty in China
(Mahmood et al. 2012).
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Applied to the non-farm informal economy, the argument for entitle-
ment through property rights has its critics, who basically aver that the
institutions of informality provide a solidarity and support network (Cao
2012). This loss of support through formalisation may not be compen-
sated by the gains from formalised property rights (van Elk et al. 2014).
This criticism is partly misplaced, in that registration, entitlement, and
property rights should not be denied to the informal economy, in prin-
ciple, when the formal economy gains manifestly by them. The point
however is taken that the policy for formalisation should ensure that the
potential gains accrue, which is a question for the following section of
this chapter, on what policies have been observed to work better, or
worse.

Enhanced incomes and nutrition further increase productivity and incomes
in a virtuous but not unending spiral.

Registration and formalisation of waged workers and enterprises is
observed to enhance wages, and conditions of work like security of con-
tracts and labour force participation that secure and increase income.
Registration and formalisation of workers enhance productivity and
incomes for both waged and self-employed workers. This has the poten-
tial to set off an upwards spiral of increased nutrition and reduced pov-
erty, leading in turn to increased productivity and incomes.

Evidence of increased nutrition is provided by the reduction in the
poverty rate because that is measured as the population’s consumption of
a required dietary allowance of 2250 calories per adult equivalent per day.
The poverty line of US$1.90-2.00 prices the cost of buying this basket of
goods in each country’s local prices, made internationally comparable
through a purchasing power parity index.

Table 6.5 shows that 50 percent of the variation in poverty across
countries is explained by the variation in their shares of informal employ-
ment in total employment. The higher the share of informal employ-
ment, the higher the population falling under the poverty line. This result
is pretty robust, since it weakens considerably if any part of formal
employment, even in the informal sector, is considered, with the correla-
tion dropping to a quarter or below.

Figure 6.1 estimates poverty rates in formal employment compared to
informal employment and again finds that formality lowers poverty,
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Table 6.5 Correlations with informality

Type of employment Correlation between informal employment and...
People in informal Poverty US$1.90-2.00 0.49
employment
Poverty total < US$2.00 0.51
Poverty total < US$4.00 0.51
Productivity -0.49
People in formal Poverty US$1.90-2.00 0.26
employment in informal
sector
Poverty total < US$2.00 0.17
Poverty total < US$4.00 0.22
Productivity -0.22
People employed in the Poverty US$1.90-2.00 0.62
informal sector
Poverty total < US$2.00 0.63
Poverty total < US$4.00 0.65
Productivity -0.55
People in informal Poverty US$1.90-2.00 -0.06
employment outside
informal sector
Poverty total < US$2.00 -0.09
Poverty total < US$4.00 -0.09
Productivity -0.12

Source: Author’s estimations at the ILO, based on data from the ILO’s Global
Employment Trends and informality estimates for the years for which data is
available

across LDCs, LMICs, and EEs. This also applies to total employment
through a rare estimate made here, as well as the usual non-agricultural
employment. Hence nutrition improves and poverty falls, with an
increase in formal employment.

Further, this is not a one-off effect. There has long been both theory
and evidence that improved nutrition raises labour input, and therefore
productivity (see Leibenstein 1957; Myrdal 1968; Bliss and Stern
1978). While low nutrition reduces productivity. Indeed, Leibenstein
even set a consumption floor on the wage, below which the wage could
not fall, because of the level of nutrition that the wage could afford,
would not permit any significant labour input. Therefore Mirrlees
(1975) and Stiglitz (1976) both show that an increase in the wage/

remuneration at low levels of nutrition and consumption will initially
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give a wage-productivity ratio increasing at an increasing rate. However,
with higher levels of nutrition and consumption, this wage-productiv-
ity ratio will only increase at a declining rate.

So, registration and formalisation of employment can unleash a fur-
ther dynamic, enhance productivity and incomes, raising consumption
and nutrition, which enable further increases in productivity and there-
fore incomes. This upward spiral of productivity, consumption, and pro-
ductivity again does end at higher levels of consumption.

The jump up in productivity, going from informality to formality,
working through the three channels, of rights, entitlements, and nutri-
tion, can be seen in Table 6.5. Productivity is inversely correlated to the
share of informal employment in total employment. A half of the varia-
tion in productivity between countries is explained by the variation in
their share of informal employment.

6.5 Policy to Register Informal Workers
and Enterprises

So, registration of workers and enterprises emerges as a strategic policy to
leverage better labour market outcomes, and catch-up in per capita
incomes through higher productivity. Workers come under the purview
of rights and social protection legislation and programs, both waged and
potentially the self-employed. Waged workers benefit from gaining the
key strengths of representation and collective bargaining, enabling their
wages to rise. Labour force participation goes up, increasing employment
incomes. Contractual conditions also improve, and with them, security
of incomes.

Self-employed workers improve their productivity and incomes. This
results from the registration and improvement in entitlements to prop-
erty and outputs, which in turn raises the incentives to increase inputs,
outputs, and productivity.

An additional channel that raises productivity and incomes is improved
nutrition. The increased productivity and incomes through the
formalisation effect afford higher consumption and nutrition, driving
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down poverty. The higher nutrition enables for a time higher labour
inputs, outputs, and productivity.

Given these improved outcomes in labour markets and catch-up in per
capita incomes, policy to register workers and enterprises becomes key.

Much of the policy experience that countries have has been for regis-
tering enterprises. Experience in registering workers has been limited to
extension of health and other forms of social protection. However, there
are some very recent innovative programs that bring uncovered workers
into the purview of national legislation such as India’s National Rural
Employment Guarantee Act 2005 in the case of propping up the rural
minimum wage. Along with Brazil's Bolsa Familia and Mexico’s
Oportunidades, these are largely categorised as non-contributory social
protection programs. While not strictly formalisation programs, they act
to bring some of the benefits of formalisation to informal workers and
their households. Their efficacy is examined in the next section.

The Efficacy of Policies to Register Enterprises

Policy to register enterprises can be put into two categories: price mecha-
nisms and non-price logistical mechanisms.

Price Mechanisms

To recall the model of informality dubbed here as refuge capital, firms
can seek to evade the perceived high transaction costs of formalisation,
in terms of taxes due to the state, and compliance with national legisla-
tion on key workers’ rights, including representation and collective bar-
gaining, wages and dismissals, key working conditions like occupational
safety and health and contributions to workers’ social benefits. Call
them (C).

The major benefits to firms from formalisation would be access to the
formal credit market, largely taken to be cheaper than the informal credit
market. Formalisation would also increase access to public goods and
services. Call them (B).
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In addition to these explicit benefits of formalisation, firms can also
gain potential benefits, from improved entitlements to property and their
product, which creates incentives for upscaling inputs, outputs, produc-
tivity, and incomes. Also lump them with (B).

But the important point to note is that while the costs of formalisation
(C) are certain, the benefits (B) are not and have to be realised.

(i) The sine qua non mechanism of registering enterprises is through
lowering the cost of registration, by a rate (AR). If firms use a strict
cost-benefit analysis, then they will register to formalise only if this
reduction in the nominal cost of registration, AR(R), is greater than
the transaction costs, that is

AR(R)>C

On the face of it, this is unlikely to be the case, leading only to a trickle
from informality to formality (see, for instance, La Porta and Shleifer
2014). However, the global evidence presented above showed that some
20 percent of currently registered firms transited from informality to for-
mality. Hence firms must be weighing the reduction in costs of registra-
tion plus the possibility of increased benefits against the transaction costs,
that is

AR(R)+B=C

Ilustrative rules of the thumb are that the reduction in the cost of
registration (AR) has to be at least 50 percent (see van Elk et al. 2014).

(ii) A more innovative mechanism, since the reduction in the registration
fee AR(R) cannot be very large, because the registration fee R itself
cannot be very large in comparison to the transaction costs (C), is to
reduce these transaction costs, by a rate (AC). So, firms will now
weigh the reduction in registration costs and increased benefits
against reduced transaction costs, that is
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AR(R)+B>C-AC(C), or
AR(R)+B>1-A(C)

The reduction in transaction costs (AC) comes largely from reduction
in state taxes, and reduction in employer contributions to social
security.

The most prominent case study for this reduction in transaction costs
is the case of the monotax called Monotributo, in Argentina. In 1998, the
government introduced a simplified scheme for small taxpayers, compris-
ing a single monthly tax, replacing income tax and value tax, and includ-
ing social security and social work contributions (van Elk et al. 2014).
Since its creation, the volume of registered taxpayers has increased con-
tinuously, going up from just over a half million to 2 million over this
period. This has not only increased the formalisation of firms, but also
increased the number of workers with health benefits and pension
protection.

Brazil’s SIMPLES program also relies on reduction of transaction costs
to induce formalisation of enterprises (Fajnzylber et al. 2011). The pro-
gram targets firms employing under five workers, and again simplifies
and replaces a set of government taxes and social security contributions,
with single monthly payment. It also reduced the amount to be paid, to
3—5 percent of gross revenues for microenterprises, and 5-7 percent for
small firms. The reduction in the tax burden is estimated to be about 8
percent. An important feature is that this program has made the social
security contribution independent of the amount of wage bill. Instead it
is determined as a fixed percentage of total revenues, creating an incentive
to increase employment, and to register and formalise existing unregis-
tered workers.

SIMPLES is estimated to have a good impact on informality, with up
to a 12 percent increase in licenses to operate, and a7 percent increase in
registration with the tax authorities.

A similar window to reduce transaction costs to induce formalisation
of enterprises in Brazil, aims at allowing the self-employed to formalise.
This Individual Microentrepreneur (MEI) program targets firms with
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one employee or less, and annual revenues of under US$36,000.> The
program again has one fixed amount to be paid every month. But this is
adjusted according to the minimum wage, and includes taxes and social
security contributions. The MEI addresses 10 million informal entrepre-
neurs in Brazil, and over a three-year period from its inception in 2008
had managed to register 1.4 million workers.

A Colombian variant of this program to reduce transaction costs to
induce formalisation gives a sunset clause after which the reduction grad-
ually disappears at the end of six years.* Law 1429 also envisages periodic
amnesties for companies that failed annual renewals in the past. This Law
1429 can be credited with a 10 percent increase in registration in the year
after its inception in 2011. Cumulatively, some 232,000 small companies
are estimated to have benefitted from the discounts to the trade register
under this law. However, the sunset clause in the law has also been criti-
cised for having only a temporary effect, rather than a long-run one.

If the Latin American experience has been a positive one in pointing to
the efficacy of reducing transaction costs in inducing formalisation, the
experience from Asia reinforces the same policy message, but with a nega-
tive argument. The Asian experiences of Vietnam, Sri Lanka, and
Bangladesh have been not to rely on reducing transaction costs, with lit-
tle resultant impact on informality and formalisation.

Panel data evidence from Vietnamese small and medium enterprises in
manufacturing, shows the reluctance of many firms to formalise, because
they perceive high recurrent costs associated with it (Rand and Torm
2012). The perception of the survey comparing formal and informal
firms was that, informal firms did not just see formalisation as entailing
the cost of registration (R), but also other costs of entitlement including
occupational safety and health. So, there does not seem to have been any
concerted policy to reduce the transaction costs of formalisation (C),
with weak results in formalisation. Firms could perceive the benefits of
formalisation (B), but the transaction costs (C) remained prohibitive.

Bangladesh attempted, similarly, a registration drive for businesses in
information and communication technology, but based merely on enhanc-
ing the efliciency of the registration system (see Di Giorgio and Rahman
2013). So the drive probably reduced some costs of registration (AR),
but did not reduce any transaction costs entailed by formalisation (C).
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A randomised controlled trial showed the result of the drive to be essen-
tially zero.

A similar experiment in Sri Lanka, which offered only information
about the registration process, and cost reimbursement, some (AR), had
no effect on the formalisation rate (see Bruhn and McKenzie 2013a). In
fact, the study itself points to the need to provide further incentive pay-
ments, to spur formalisation, that is, (AC). It even estimated that a pay-
ment of approximately two months’ profit would be sufficient to induce
the firm to register.

Non-price Mechanisms

Given that price mechanisms have to reduce transaction costs substan-
tively to induce incentives for both firms and the self-employed to regis-
ter, the argument for non-price mechanisms weakens. But it has its
adherents.

Bolivian data shows that formalisation of firms is affected by distance
to the tax office (McKenzie and Sakho 2010). A Brazilian case study
shows that formalisation is less successful in remote and less populous
areas (see Bruhn and McKenzie 2013b). The MEI program in Brazil tries
to overcome this by registration through a web portal, but other logistical
requirements remain, like banking, loans transactions, and administra-
tive invoices (Santiago 2011).

However, a specific outreach program to remote municipalities in
Brazil’s Minas Gerais state shows the ineffectiveness of such purely logis-
tical programs, unaccompanied by significant cost reduction incentives
(Bruhn and McKenzie 2013b). This program extended a one-stop shop,
the Minas Facil Expresso office, with a reduction in registration fee (AR)
to start-ups and expanding businesses in 822 remote municipalities in
the state. A study found a statistically significant negative effect, with a
decrease in registration and no significant changes in tax revenues. So,
neither the logistical facilitation nor the reduction in registration fee were
sufficient inducements for firms to formalise.

So if the reduction in logistical costs is (AL), then neither this plus the
reduction in registration fee (AR) was sufficient to induce formalisation,
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without the reduction in transaction costs (AC) like tax liabilities. Then
the criteria for formalisation of firms become:

(AL)+(AR)+B>C-AC(C)

And reduction in transaction costs (AC) emerges as the key variable to
induce formalisation of firms.

6.6 Policy to Register Informal Workers

Policy to register informal firms should in theory result in registration of
all the workers employed by the firm. However, the estimates made in
Table 6.1 showed as many informally employed workers in formal firms
as in informal firms, with 13 percentage points each, out of total non-
agricultural informal employment of 57 percent. Further, the self-
employed comprised another 23 percentage points out of this informal
employment of 57 percent.

So, a majority of the workers in informal employment, 13 percent plus
23 percent, making 36 percentage points out of total non-agricultural
informal employment of 57 percent, have to be targeted individually.
Policy has to focus not just on registering enterprises, but also the workers
themselves.

Any significant policy to register workers directly has been to extend
some form of social protection to them. Indeed, that metric of social
protection coverage is the often used proxy for estimating informal
employment in many countries.

Non-contributory social protection programs are on the rise, more so than
contributory programs in DCs.

Contributory social protection and comprehensive coverage for health,
pensions, and unemployment benefits, as in much of the AEs, can be the
goal for DCs. But progress on it has been piecemeal on both counts: the
contributory mechanism and the comprehensiveness of the programs.

The mechanism for financing social protection programs in the stan-
dard model upheld is contributory, with the employer, the worker, and
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the state each contributing. This standard model of contributory social
protection is alive and well in the AEs as Fig. 6.2 shows. Coverage in
these AEs has gone up from under 80 percent in 1990 to near universal
by 2013. Contributory social protection has inched up too, from about
62 percent to 65 percent over this period. However, the larger increase in
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coverage has come from non-contributory programs, which have shot up
from under 5 percent in 1990 to over 20 percent by 2013.

This has also been the pattern, but much more pronounced in other
regions, with contributory programs pushing up overall coverage, but
non-contributory programs pushing up overall coverage much more.
Indeed, in Asia and the Pacific, and in sub-Saharan Africa, non-
contributory coverage has come to near equal and in Asia exceed con-
tributory coverage. As a result, global coverage by 2013, of just under 80
percent, comprised contributory coverage of about 30 percent, non-
contributory coverage of about 22 percent, and voluntary contributory
coverage of another 22 percent.

Many of these non-contributory transfer (NCT) programs provide some of
the key benefits and impact of formalisation.

The nature of the NCT programs is also notable. Comprehensive
social protection programs cover key areas like health, pensions, and
unemployment benefits. Coverage in these key areas requires not just the
funding, but an institutional structure to reach the workers. In the formal
economy, the institutional structure operates through the enterprise. In
the informal economy, the enterprise being unregistered, the institutional
structure cannot operate through it. It is confronted with unregistered
and therefore unknown workers and households. NCT programs there-
fore must be more strategic in:

— Choosing their key areas, largely health and pensions, rather than
unemployment benefits, when there may be no employment relation-
ship for the self-employed, and no registration of contract for the
informally employed.

— Choosing for outreach, either (i) self-selection or (ii) registration of the
worker or the household

— Making a transfer to the worker or the household

— Bringing the worker or the household under the purview of specifi-
cally relevant pieces of national legislation on rights, welfare, and pub-
lic programs.

As a result, these NCT programs have the effect of providing some of
the benefits of formalisation as discussed in the first part of this chapter.
They are not strict formalisation, but akin to it, in providing some of the
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key impact, and in challenging terrain very difficult to outreach with the
standard model of formalisation and social protection.

There are a variety of such successful NCT programs, operating in
DCs. Four have been chosen to illustrate briefly their strategic aim,
impact, and social diversity in providing some of the benefits of formali-
sation in areas (a) to (d).

Supporting the Rural Minimum Wage in India:
The Mahatma Gandhi National Rural Employment
Guarantee Act

Workfare programs have a long history, and debate on whether provision
of basic income should be a right, or earned through work. The Mahatma
Gandhi National Rural Employment Guarantee Act (MNREGA) is the
current and most unusual of the NCTs operating. The program pro-
vided 100 days of work at the minimum wage to one adult member of a
rural household applying for it. The program uses the labour provided for
rural public infrastructure.

The program has a recurrent annual budget of about 0.5 percent of
GDP. It was generating approximately 2.3 million days of employment in
2012/13. It was affecting close to 50 million households through these
jobs.

The most important impact of the program is that, it is estimated to
have increased the real wage income of the rural poor by about 20 per-
cent in 2009/10 (Ghose 2012). As a result, the program has played a
major role in propping up the rural wage floor, and reducing gender wage
gaps (Borah and Bordoloi 2014). And rural poverty is estimated to have
been reduced by 12—16 percentage points in that year.

The ingenuity of the program lies in its tackling the huge informal
rural labour market in India. A standard formalisation program would
have been daunted by the multiple challenge of outreach, of incentives to
register workers and households, of monitoring their rural wages, and of
mechanisms for enforcement and compliance.

MNREGA tackled these challenges adroitly. Incentives to register are
tackled through self-selection. As are controlling program leakages, with
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only the poor accepting to work at the minimum wage, which deters
leakages to richer workers and households. Bringing millions of rural
workers and households into the purview of national legislation on the
minimum wage, and when monitoring and enforcement would be near
impossible with the standard model of formalisation. By large-scale hir-
ing at the minimum wage, MNREGA sets a demonstration effect which
has effectively propped up the rural minimum wage, bringing all rural
workers into the purview of national legislation on it. The bargaining
power of rural workers has been enhanced, a key feature of formalisation.
Indeed, propping up the rural minimum is reckoned to have affected the
urban age as well.
The program in effect formalises 50 million households a year.

Large-Scale Social Transfers to the Poor, Reversing
Rising Income Inequality: Bolsa Familia in Brazil

Two large DCs stood out as having the highest income inequality in the
world, with Gini coefficients of over 0.6. These were Brazil and South
Africa. Brazil reversed its high Gini at the turn of the decade 2010. This
change in the secondary distribution of income has been strongly con-
tributed to by its large-scale income transfer program, Bolsa Familia.
South Africa’s Gini has continued to rise in the absence of any such effec-
tive and large-scale transfer programs.

Bolsa Familia is a traditional conditional cash transfer (CCT) pro-
gram. It provides households with per capita incomes below R$137 with
a transfer varying between one-sixth and over 100 percent of this domestic
poverty line (Wetzel 2013; Berg 2009). The condition is that the house-
hold’s children attend school and health clinics. The program is reckoned
to have reached 14 million households, and a population of 50 million,
which is a quarter of the total population. The annual budget of the pro-
gram comes to about 0.5 percent of GDP.

Ten years after the program’s operation, extreme poverty is estimated
to have been halved, from 9.7 percent of the population to 4.3 percent.
The Gini coefficient is estimated to have dropped from 0.6 to 0.527.
While Brazil is a big spender on social sectors, with 22 percent of GDP
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spent on education, health, social protection, and social security, this
0.5-percent-of-GDP Bolsa Familia program is largely credited with hav-
ing a greater impact on its reduction in poverty and inequality.

The ingenuity of Bolsa Familia lies in its tackling the low incomes of a
large informal, self-employed and employed population. Registration of
this population would be daunting, especially with no incentives.
Bringing the population into the purview of national legislation on edu-
cation and health would again be difficult for lack of incentives. The
program effects all three objectives of formalisation, raising incomes, reg-
istering households, and bringing them under the purview of national
legislation on education and health.

The lack of an effective workfare program like MNREGA, or a transfer
program like Bolsa Familia, has meant that South Africas Gini coefh-
cient, already above 0.6, has continued to rise. The country’s largest
labour market intervention, the Expanded Public Works Program, its

second five-year phase, has not met its objective of halving unemploy-
ment by 2014 (Meth 2011).

Raising Enrolment and Human Capital
Among the Poor: Progresa/Oportunidades in Mexico

The CCT program, Progresa, earlier called Oportunidades, again trans-
fers income to poor households, in return for their children attending
school, health, and nutrition clinics (World Bank 2014; Behrman and
Parker 2011). The program provides between half and three quarters of
the minimum wage to households, predominantly women, and two-thirds
rural. It reached close to 6 million households—a quarter of the country’s
population.

Progresa is credited with a third of the decrease in rural poverty, and
much of the increase in enrolment.

A critical factor responsible for the success of the CCTs in Brazil and
Mexico is that not only was the demand generated for more enrolment
and health clinic attendance but also the supply of facilities and services
matched. The CCT in Bolivia, with similar aims as Bolsa Familia and

Progresa, seems to have foundered in public provisioning of education
and healthcare (McGuire 2013).
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Conversely, South Africa’s child support grant similarly aimed as
Bolivia’s CCT, at reducing the impact of poverty on school enrolment,
appears to be doing well (Case et al. 2005). Longitudinal data shows take
up by a third of all eligible-age children. The grant appears to be reaching
the poorer households of the surveyed area. Children receiving the grant
were significantly more likely to attend school than the equally poor con-
trol group. So, the grant appeared to be helping overcome the impact of
poverty on enrolment.

Universalising Healthcare with NCTs: Thailand

This Universal Coverage Scheme (UCS) targeted the 30 percent of the
uninsured population left uncovered by two earlier schemes
(Yiengprugsawan et al. 2010). Initially the scheme had two types of pay-
ment, fee exemption and THB30 (about US$0.75) co-payment.
Subsequently even the co-payment was abolished. The UCS registers
members at a primary healthcare facility, for first access, except in emer-
gencies, and acts as a gatekeeper for higher-level hospitals.

Empirical studies of illness expenditure show that the UCS substan-
tially reduces the financial burden of healthcare among the poor, espe-
cially catastrophic medical payments that lead to impoverishment. The
UCS has so boosted the use of primary healthcare facilities. As such, the
scheme is seen to have reduced inequity in healthcare.

This NCT program targets the large poorer population unable to get
standard health insurance. As such, it registers this population, giving
them access to public health facilities. This provides a significant benefit
for this informal population, effectively formalising them in healthcare.

6.7 Is This Dual Strategy for Formalisation
the Way Forward for Improving Jobs,
Incomes, and Catch-Up in DCs?

Job quality emerges as the primary metric for judging labour market out-
comes. It is indicative of individual welfare, and is a driver of productivity
and incomes at the micro level. At the macro level, better job quality,
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productivity, and incomes drive up consumption and aggregate domestic
demand—which provides a useful balance with exogenous demand in
driving growth.

With so much of development strategy riding on job quality, the bound-
ary of informality in the labour market becomes critical, because it dis-
tinctly weakens job quality. And early estimates of informal employment,
by the ILO and by this chapter, made for the non-agricultural sectors,
show it to be vast, dominating the labour market. These estimates also
show informal employment to be complex, occurring not just in unregis-
tered informal enterprises, but equally in formal enterprises. And the larg-
est share of informal employment is observed to be self-employment.

This empirical analysis has two important implications for jobs policy.
One, that registration of workers and enterprises can provide strategic
leverage in reducing informality. This brings enterprises and workers
under the purview of national legislation, raising revenues, bargaining
power, entitlements, wages, productivity, and access to public goods.
Two, registration has to be of both workers and enterprises.

Policy experience shows that registration of enterprises is seen to hinge
strongly on reducing transaction costs substantively, rather than just
reducing registration fees and logistical costs of registration.

Policy experience of registering workers through a standard model of
formalisation is extremely limited, given the challenges of outreach, espe-
cially to the self-employed. Here, however, NCT programs are seen to be
quite effective. In registering workers, raising wages, bringing informal
workers into the purview of national legislation, effecting transfers, scal-
ing up the programs, and affecting significant portions of the target pop-
ulation. Indeed, these NCTs can be observed to have had an impact on
macro outcomes like poverty and inequality. So, while these NCTs are
not the standard forms of formalisation, they effectively have that impact.

Notes

1. Data available at http://www.enterprisesurveys.org
2. For more detail, see Santiago (2011); Neri and Fontes (2010); Brazil,
Ministry of Social Welfare (2011); and van Elk et al. (2013).
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3. For more detail, see Colombia, Confecimaras (2011) and Universidad
Externado de Colombia (2011).
4. See www.mnrega.nic.in for more detail.

References

Beccaria, Luis, Roxana Maurizio, and Gustavo Vazquez. 2014. Recent Changes
in Wage Inequality in Argentina: The Role of Labour Formalization and
Other Factors. Unpublished manuscript, Universidad Nacional de General
Sarmiento, Buenos Aires.

Behrman, Jere R., and Susan W. Parker. 2011. The Impact of the PROGRESA/
Oportunidades Conditional Cash Transfer Program on Health and Related
Outcomes for the Aging in Mexico. Working Paper 34, University of
Pennsylvania, Population Aging Research Center, Philadelphia, PA.

Berg, Janine. 2009. Brazil Conditional Transfers as Response to the Crisis: The
Bolsa Familia Programme. ILO Notes on the Crisis, International Labour
Office, Geneva.

Bliss, Christopher, and Nicholas Stern. 1978. Productivity, Wages and Nutrition.
Journal of Development Economics 5: 331-362.

Boly, Amadou. 2015. On the Effects of Formalization on Taxes and Wages:
Panel Evidence from Vietnam. Working Paper 42, United Nations University
World Institute for Development Economics Research, Helsinki.

Borah, Kabita, and Rimjhim Bordoloi. 2014. MGNREGA and Its Impact on
Daily Waged Women Workers: A Case Study of Sonitpur District of Assam.
1OSR Journal of Economics and Finance 4 (4): 40—44.

Brazil. Ministry of Social Welfare. 2011. Los desafios de la seguridad social en
Brasil en el contexto actual. Brasilia: Secretary of Social Welfare Policies.

Bruhn, Miriam, and David McKenzie. 2013a. Entry Regulation and
Formalization of Microenterprises in Developing Countries. Policy Research
Working Paper 6507, World Bank, Washington, DC.

. 2013b. Using Administrative Data to Evaluate Municipal Reforms: An
Evaluation of the Impact of Minas Ficil Expresso. Policy Research Working
Paper 6368, World Bank, Washington, DC.

Busso, Matfas, Maria Victoria Fazio, and Santiago Levy Algazi. 2012. (In)
Formal and (Un)Productive: The Productivity Costs of Excessive Informality
in Mexico. Working Paper 341, Inter-American Development Bank,
Washington, DC.



http://www.mnrega.nic.in

268 M. Mahmood

Cao, Lan. 2012. Informal Institutions and Property Rights. Brigham-Kanner
Property Rights Conference Journal 1: 263-279.

Case, Anne, Victoria Hosegood, and Frances Lund. 2005. The Reach and
Impact of Child Support Grants: Evidence from KwaZulu-Natal. Development
Southern Africa 22 (4): 467-482.

Colombia. Confecdmaras. 2011. Impacto de la formalizacién empresarial en
Colombia. Coleccién Cuadernos de Andlisis Econémico no. 1, Confecdmaras,
Bogota.

De Soto, Hernando. 1989. The Other Path: The Invisible Revolution in the Third
World. New York: Basic Books.

. 2000. The Mystery of Capital: Why Capitalism Triumphs in the West and
Fails Everywhere Else. New York: Basic Books.

Di Giorgio, Giacomo, and Aminur Rahman. 2013. SME Registration Evidence
from a Randomised Control Trial in Bangladesh. Policy Research Working
Paper 6382, World Bank, Washington, DC.

ECLAC (Economic Commission for Latin America and the Caribbean) and
ILO (International Labour Organization). 2014. 7he Employment Situation
in Latin America and the Caribbean: Employment Formalization and Labour
Income Distribution. New York: United Nations.

Fajnzylber, Pablo, William E Maloney, and Gabriel V. Montes-Rojas. 2011. Does
Formality Improve Micro-Firm Performance? Evidence from the Brazilian
SIMPLES Program. Journal of Development Economics 94 (2): 262-276.

Ghose, Ajic K. 2012. Addressing the Employment Challenge: India’s
MGNREGA. Employment Working Paper 105, International Labour
Organization, Geneva.

ILO (International Labour Organization). 1972. Employment, Incomes and
Equality: A Strategy of Increasing Productive Employment in Kenya. Geneva:
International Labour Office.

. 2002. Decent Work and the Informal Economy. Report VI submitted

to the 90th Session of the International Labour Conference, Geneva, June.

. 2004. Final Report of the 17th International Conference of Labour

Statisticians. Geneva: International Labour Office.

. 2011. Statistical Update on Employment in the Informal Economy.

Geneva: International Labour Office, Department of Statistics.

. 2013. Measuring Informality: A Statistical Manual on the Informal Sector
and Informal Employment. Geneva: International Labour Office.

Jutting, Johannes P, and Juan R. de Laiglesia, eds. 2009. Is Informal Normal?
Towards More and Better Jobs in Developing Countries. Paris: OECD
Development Centre.




Policy for Jobs: Reducing Informality 269

La Porta, Rafael, and Andrei Shleifer. 2008. The Unofficial Economy and
Economic Development. Brookings Papers on Economic Activity 39 (2):
275-352.

La Porta, Rafael, and Andrei Shleifer. 2014. Informality and Development.
Journal of Economic Perspectives 28 (3): 109-126.

Lawry, Steven, Cyrus Samii, Ruth Hall, Aaron Leopold, Donna Hornby, and
Farai Mtero. 2014. The Impact of Land Property Rights Interventions on
Investment and Agricultural Productivity in Developing Countries: A
Systematic Review. Campbell Systematic Review 1 Campbell Collaboration,
Oslo.

Leibenstein, Harvey. 1957. Economic Backwardness and Economic Growth.
New York: Wiley.

Mahmood, Moazam, Dic Lo, and Yu Yongding. 2012. The Macro Drivers of
Growth in China. Unpublished manuscript, International Labour
Organization, Geneva.

Maloney, William E 2004. Informality Revisited. World Development 32 (7):
1159-1178.

Maurizio, Roxana. 2015. Transitions to Formality and Declining Inequality:
Argentina and Brazil in the 2000s. Development and Change 46 (5):
1047-1079.

McGuire, James W. 2013. Conditional Cash Transfers in Bolivia: Origins,
Impact, and Universality. Paper presented at the Annual Meeting of the
International Studies Association, San Francisco, April 3-6.

McKenzie, David, and Yaye Seynabou Sakho. 2010. Does It Pay Firms to
Register for Taxes? The Impact of Formality on Firm Profitability. Journal of
Development Economics 91 (1): 15-24.

Meth, Charles. 2011. Employer of Last Resort? South Africa’s Expanded Public
Works Programme (EPWP). Working Paper 58, Southern Africa Labour and
Development Research Unit, University of Cape Town.

Mirtlees, James A. 1975. A Pure Theory of Underdeveloped Economies. In
Agriculture in Development Theory, ed. Lloyd G. Reynolds, 84-106. New
Haven: Yale University Press.

Myrdal, Gunnar. 1968. Asian Drama: An Inquiry into the Poverty of Nations.
New York: Pantheon.

Neri, Marcelo, and Adriana Fontes. 2010. Informalidad y trabajo en Brasil:
Causas, consecuencias y politicas publicas. Cadernos Adenauer 11 (2): 16-23.

Portes, Alejandro, Manuel Castells, and Lauren A. Benton. 1989. 7he Informal
Economy: Studies in Advanced and Less Developed Countries. Baltimore: Johns
Hopkins University Press.



270 M. Mahmood

Rand, John, and Nina Torm. 2012. The Benefits of Formalization: Evidence
from Vietnamese Manufacturing SMEs. World Development 40 (5): 983-998.

Santiago, Silas. 2011. Microempresas e empresas de pequeno porte: Brasil: A
experiéncia do Simples Nacional e do Microempreendedor Individual.
Unpublished manuscript, Comité Gestor do Simples Nacional, Brasilia.

Stiglitz, Joseph E. 1976. The Efliciency Wage Hypothesis, Surplus Labour, and
the Distribution of Income in LDCs. Oxford Economic Papers 28 (2):
185-207.

Trebilcock, Anne. 2005. Decent Work and the Informal Economy. Discussion
Paper 4, United Nations University World Institute for Development
Economics Research, Helsinki.

Universidad Externado de Colombia. 2011. ;La ley 1429 de 2010 ha formal-
izado el empleo en Colombia? Boletin del observatorio del mercado de tra-
bajo y la seguridad no. 13, Universidad Externado de Colombia, Bogota.

van Elk, Koos, Jan de Kok, Jessica Duran, and Gert-Jan Lindeboom. 2013.
Improving the Formalisation of Informal Enterprises: A Search for Case
Studies. Unpublished manuscript, Panteia, Zoetermeer.

. 2014. Enterprise Formalization: Fact or Fiction? A Quest for Case
Studies. Research paper, International Labour Organization (ILO) and
Gesellschaft fiir Internationale Zusammenarbeit (GIZ) GmbH, Geneva and
Eschborn.

Wetzel, Deborah. 2013. Bolsa Familia: Brazil’s Quiet Revolution. World Bank.
heep://www.worldbank.org/en/news/opinion/2013/11/04/bolsa-familia-
Brazil-quiet-revolution. Accessed on 5 December 2017.

World Bank. 2014. A Model from Mexico for the World. World Bank. hetp://
www.worldbank.org/en/news/feature/2014/11/19/un-modelo-de-mexico-
para-el-mundo. Accessed on 5 December 2017.

Yiengprugsawan, Vasoontara, Mathew Kelly, Sam-ang Seubsman, and Adrien
C. Sleigh. 2010. The First 10 Years of the Universal Coverage Scheme in
Thailand: Review of its Impact on Health Inequalities and Lessons Learnt for
Middle-Income Countries. Australasian Epidemiologist 17 (3): 24-26.



http://www.worldbank.org/en/news/opinion/2013/11/04/bolsa-familia-Brazil-quiet-revolution
http://www.worldbank.org/en/news/opinion/2013/11/04/bolsa-familia-Brazil-quiet-revolution
http://www.worldbank.org/en/news/feature/2014/11/19/un-modelo-de-mexico-para-el-mundo
http://www.worldbank.org/en/news/feature/2014/11/19/un-modelo-de-mexico-para-el-mundo
http://www.worldbank.org/en/news/feature/2014/11/19/un-modelo-de-mexico-para-el-mundo

®

Check for
updates

7

Macro Policy for Drivers of Growth
and Jobs

7.1 Introduction

This third policy chapter on macro drivers, in symmetry with the policy chap-
ters on growth and jobs (Chaps. 4 and 5), is also based on the findings of the
empirical chapter on macro drivers (Chap. 6)—that accumulation of physi-
cal capital explains per capita incomes in developing countries (DCs) and
their catch-up to advanced economies (AEs) as much as human capital.

This policy chapter then examines macro policy which enables increases in
both types of investment—in gross fixed capital formation and in human
capital through education and investment in knowledge-based intangible
capital.

The third empirical regularity, that the quantum of accumulation is
as important as the composition of accumulation—that is investment
in both physical and human capital explains per capita incomes—Ileads
to a broad policy implication for both physical capital and human
capital.

Country policy on investment in physical and human capital is exam-
ined not through de jure proclamations, but de facto policy as revealed by
national income accounts, budgets, and effective resource allocation

© The Author(s) 2018 271
M. Mahmood, 7he Three Regularities in Development,
https://doi.org/10.1007/978-3-319-76959-2_7


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-319-76959-2_7&domain=pdf

272 M. Mahmood

towards these expenditure heads. Domestic resource mobilisation is seen
to be more important for such investment, rather than inflows.

On investment in physical capital, the chapter finds that looser mon-
etary policy and interest rate structures climb the per capita income lad-
der. Hence the lower cost of borrowing is seen to enable higher levels of
investment. However, this lower cost of borrowing is seen to be enabled
in turn by more stringent macroprudential regimes, tightening fiscal pol-
icy, and controlling inflation, which subsequently allow lower interest
rate structures. Therefore, good governance of macro fundamentals,
through both fiscal and monetary policy, is seen to enable higher levels of
investment. Further, sequencing is seen to be at the heart of this policy,
in that reversing the sequence to loosen monetary policy prior to lower-
ing inflation would simply raise the nominal interest rates and therefore
not be sustainable.

On investment in human capital, the key enabling policy variable is
seen to be government expenditure on both basic and tertiary
education.

But the chapter ends on a note of caution. While stressing that invest-
ment in both physical and human capital has been observed to work, to
explain higher per capita incomes, there is a broader policy argument to
be made for more balanced growth. Balance in the reliance between the
drivers of investment, exports, and consumption leads to a better balance
between incentives to raise productivity and incomes and incentives to
raise domestic aggregate demand.

7.2 Accumulation of Physical Capital

In Chap. 4 it was found that investment and savings shares explained per
capita incomes consistently and well in moving up the per capita income
ladder, virtually in lockstep from least developed countries (LDCs) to
lower- and middle-income countries (LMICs) to emerging economies
(EEs). Investment and savings were not only well correlated to gross
domestic product (GDP) per capita and growth in GDP per capita, but

they also Granger-caused it in the largest number of countries.
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Table 7.1 Total investment as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Obserwv.

LDCs 15.69 35 15.79 35 18.42 35 17.81 35
LMls 27.69 27 25.99 27 25.44 27 22.85 27
EEs 2482 38 25.76 38 28.75 38 28.17 38
AEs 2436 43 23.35 43 23.22 43 20.42 43
DCs 25.28 113 23.85 113 30.33 113 32.65 113

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the IMF’s World
Economic Outlook Database

Table 7.1 summarises the more complex results from Chap. 4. For
LDCs, investment as a share of GDP has been the lowest between 1990
and 2012, ranging between 16 and 18 percent. For LMICs it has been
higher, ranging between 23 and 28 percent of GDP. While for EEs,
investment as a share of GDP has been the highest, and consistently
increasing, from 25 to 28 percent.

The major market incentive explaining investment climbing up the per
capita income ladder has been the cost of borrowing.

A number of factors can be called upon to explain why investment as
a share of GDP climbs up the per capita income ladder so consistently,
going up from LDCs to LMICs to EEs. Since this is private investment,
the major market incentive determining this should be the cost of bor-
rowing to invest, which is the opportunity cost of capital. Tables 7.2 and
7.3 do indeed show this to be the case. Table 7.2 gives the average real
interest rate structure for LDCs, LMICs, and EE:s for the period 2000 to
2012. It shows that LDCs have had the highest real interest rate over this
period, ranging between 11 and 12 percent. LMICs have had somewhat
lower real interest rates over this period, ranging between 6 and 8 per-
cent, while EEs have had the lowest real interest rates over this period,
ranging between 5 and 6 percent.

However, while real interest rates are given by the central banks,
influenced by global market assessments of country risk, and country
inflation rates combining to give the real interest rates, the cost of lend-
ing actually faced by investors can deviate from this. Table 7.3 however
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Table 7.2 Real interest rates

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 4.28 16 10.80 16 11.87 16 10.56 16
LMls -6.82 18 8.41 18 598 18 6.79 18
EEs 4.26 26 558 26 497 26 6.17 26
AEs 3.34 21 298 21 336 21 3.58 21
DCs 0.94 60 7.82 60 7.11 60 7.53 60

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators

Table 7.3 Lending interest rates
Group 1990  Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 21.09 19 22.67 19 20.19 19 19.09 19
LMls 20.66 19 18.38 19 13.90 19 12.57 19
EEs 21.37 27 16.88 27 11.88 27 10.60 27
AEs 9.05 25 7.55 25 543 25
DCs 21.07 65 19.01 65 14.90 65 13.65 65

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank'’s
World Development Indicators

shows that the lending interest rate structure, faced by investors, also
explains investment climbing up the income ladder well. The table
shows that between 1990 and 2012, LDCs faced lending interest rates
ranging between 19 and 23 percent. LMICs faced lower lending inter-
est rates over this period, ranging between 13 and 21 percent, while
EEs faced the lowest lending interest rates over this period, ranging
between 21 and 11 percent.

So, as the band range of lending interest rates falls going up the per
capita income ladder, it has enabled higher private investment levels. The
policy question then is: what factors have enabled EEs and LMICs to
lower their real and lending interest rates below those of LDCs, so lower-
ing their borrowing costs?
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Factors That Have Lowered the Borrowing Costs
for Countries with Higher Per Capita Incomes

(a) Higher savings enable lower costs of capital.

A higher supply of domestic savings should, ceteris paribus, lower the
cost of capital. A number of country studies and cross-country compari-
sons support this argument. Bean et al. (2015) note that the fall in both
short-term and long-term interest rates in the AEs, but especially long-
term rates since the 1990s, are not due to the current crisis, but an
increasing propensity to save. The integration of China, with its high
marginal propensity to save, into global financial markets is reckoned to
have put additional downward pressure on real interest rates. Schmidt-
Hebbel et al. (1994) in a survey of DCs, note the importance of savings
to finance capital accumulation. Country studies as for Lesotho show
clearly evidence of Granger causality from savings to investment and
growth (see Sekantsi and Kalebe 2015).

Conversely, if lower interest rates are not supported by higher savings,
the International Monetary Fund (IMF) (1983) argues that interest rate
repression may lead to capital outflows and foreign exchange shortages,
both lowering investment, rather than enhancing it.

Table 7.4 then summarily recalls the evidence from Chap. 4, that

indeed savings do climb up the per capita income ladder in DCs. So

Table 7.4 Gross domestic savings as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 9.65 31 16.13 31 19.73 31 17.15 31
LMls 2241 33 23.00 33 25.68 33 24.48 33
EEs 26.40 42 28.66 42 36.11 42 37.14 42
AEs 23.75 43 23.01 43 23.08 43 21.05 43
DCs 2450 106 26.61 106 32.57 106 32.82 106

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the World Bank's
World Development Indicators
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LDCs had the lowest range of savings as a share of GDD, between 1990
and 2012, ranging from 10 to 20 percent. LMICs had a higher range of
savings over this period, between 22 and 26 percent of GDP, while EEs
had the highest range of savings over this period, between 26 and 37
percent of GDP.

So, for DCs, the supply of savings climbing up the per capita income
ladder have supported the lowering of real lending interest rates, which
have enabled investment rates to also climb up the per capita income

ladder.
(b) Lower interest rates also have to be enabled by lower inflation.

The macro objective spelled out in the first policy chapter (Chap. 5)
was growth of GDP, with two caveats on it—inclusive growth for poverty
reduction and growth that results in productive transformation. Therefore,
increased investment in physical capital is needed to raise growth of
aggregate incomes and especially for the poor to reduce their poverty.

Increased private investment is seen to be facilitated considerably by
the market incentive of lower costs of capital, through lower interest
rates. DCs with higher per capita incomes, EEs and LMICs, compared to
LDCs, have managed to lower their real and lending interest rates through
a supply-side factor of higher savings. A second pre-eminent factor
enabling lower interest rates has to be demand-side macro policy, largely
observed to be preoccupied with controlling inflation. And a major
instrument to control inflation in DCs is conventional monetary policy
through higher interest rates. Hence lower interest rates have to be
enabled through lower inflation.

This is an argument based on policy sequencing. First, note that lower
interest rates enable higher investment and higher growth. But second, if
there is excess demand in the economy, or supply-side bottlenecks, lower
interest rates will fuel inflation rather than increases in output. So, infla-
tion will not allow an increase in output, and therefore spur growth, but
will hurt growth instead. And inflation will erode incomes, logically
eroding lower incomes critically dropping them below the poverty line.
So, inflation hurts not just growth, but inclusive growth and poverty
reduction.
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So, the argument for policy sequencing is that, there has to be an
acknowledgement that inflation hurts growth of incomes, especially the
incomes of the poor. Hence inflation has to be controlled through higher
interest rates as needed. With control of inflation, lower interest rates can
be afforded, which can be used to raise investment and growth.

Inflation targeting through interest rates has come to be largely accepted.

The neoclassical position on demand management—of managing
inflation—is well summed up by Bean et al. (2015). The four major cen-
tral banks of the AEs—the US Federal Reserve, the Bank of England, the
European Central Bank, and the Bank of Japan—have sought to keep
inflation in their economies low and stable, using as their main instru-
ment the official policy interest rate, as Fig. 7.1 shows. The argument is
that if inflation and inflationary expectations are already at their desired
rate, then keeping to this inflation target requires the central bank to set
its policy rate so that aggregate demand is equal to the ‘natural’ or poten-
tial level of output. This is the Wicksellian natural rate of interest, and
comprises the natural real rate of interest and the inflation target.

Percent
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Fig. 7.1 Official policy rates. (Source: Author’s calculations at the ILO, based on
data from the central banks’ websites; and Charles Bean, Christian Broda,
Takatoshi Ito, and Randall Kroszner, ‘Low for Long? Causes and Consequences of
Persistently Low Interest Rates’, Geneva Reports on the World Economy 17 (ICMB,
Geneva; CEPR, London, 2015))
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If inflation is above the target, then the central bank will need to
choose a policy rate above the natural rate, to bring inflation down to the
target. Conversely, if inflation is below the target, the central bank will
need to lower the policy rate, to bring inflation up to the target.

Figure 7.1 shows that the policy interest rates for these four AEs have
been falling since the 1990s, and after the onset of the financial crisis in
2009, have been close to the lower zero bound, to raise aggregate demand
to its potential level of output.

Many DCs have been struck by macroeconomic crises in the past three
decades. In the 1980s, oil price rises, large-scale international borrowing,
and subsequent debt crises plunged many DCs into macro crises. Then in
the late 1990s, there was a new spate of crises from Mexico in 1995, the
Asian crisis in 1997/98, Russia in 1998, and a return to Latin America in
Brazil in 1999. Ferreira et al. (1999) note the commonality between these
crises in DCs. They were preceded by large increases in current account
deficits, often increasing fiscal deficits, with a fear of default or devalua-
tion leading to reversal of capital inflows. These necessitated a reduction
in expenditures, through contractionary fiscal and monetary policy, lead-
ing to recession.

Macro policy to manage aggregate demand in these crisis-hit countries
came to be called stabilisation policy (Crockett 1981), with four explicit
instruments. These were (a) exchange rate pegging, (b) monetary target-
ing, (c) inflation targeting, and (d) inflation reduction without an explicit
nominal anchor (Mishkin 1998). Macro experience has favoured the last
two instruments, both using interest rate policy.

A country can peg the value of its exchange rate to that of a large low
inflation country, which effectively controls its fiscal and monetary pol-
icy. The peg constrains domestic economic policy, like monetary expan-
sion to that of the country pegged to. So, Argentina cured its bouts of
hyperinflation above 1000 percent, by pegging to the US dollar in 1990,
bringing the inflation rate down to 5 percent by 1994 and growth rates
of near 8 percent. However, the strength of the peg is also its weakness in
not allowing any independent domestic policy to respond to domestic
concerns (Mishkin 1998).

Monetary targeting is based on Milton Friedman’s money growth rate
rule, of a chosen monetary aggregate like M2 targeted to grow at a
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constant rate (Mishkin 1998). In practise, no central bank sticks to a
rule, and in fact adjusts monetary targeting to domestic needs like output
growth and exchange rate considerations—a prime example of monetary
targeting being Germany, which has used this instrument for more than
two decades with very low rates of inflation.

Inflation targeting has become the monetary policy instrument of
choice, especially of late, while pre-emptive monetary policy without a
nominal anchor argues for preventing inflation even before it can occur.
This ‘just-do-it’ policy has been successfully used in the US, with the
Federal Reserve able to bring down inflation from double digits in 1980,
to around 3 percent by 1991 (Mishkin 1998).

The impact of inflation targeting, on inflation itself; is generally reck-
oned to be effective. Average inflation in both EEs and AEs is considered
substantially lower after the adoption of the inflation-targeting regime
(Fraga et al. 2004). A survey of 36 DCs shows that, compared to non-
targeting countries, the DCs that adopted inflation targeting experienced
greater drops in inflation and in growth volatility (Gongalves and Salles
2008). Another sample survey of 50 EEs and DCs found that inflation-
targeting countries saw less inflation. Tightened monetary policy was
seen to constrain aggregate demand, helped by exchange rate policy, but
not so much fiscal policy (Habermeier et al. 2009).

So, there is less dispute about the empirical evidence of the efficacy of
inflation targeting, although there are some dissidents (see, for instance,
Ball and Sheridan 2005). There is more of a debate at setting too low an
inflation target and thereby hurting growth too early in the inflation
game as argued by Anwar et al. (2013). Easterly and Bruno (1998) give a
very high inflation rate of 40 percent, where it becomes inimical to
growth. The IMF gives lower threshold levels of 1-3 percent for AEs and
7-11 percent for DCs (Khan and Senhadji 2000).

And the poor do need to be protected from macroeconomic shocks.

Ferreira et al. (1999) consider the impact of macroeconomic shocks on
the poor to be considerable. A macroeconomic crisis is characterised by
(a) a decline in the gross national product over a 12-month period, (b) a
doubling of the country rate of inflation to over 40 percent over a
12-month period, or (c) both. The shock can affect the living standards
and welfare of poor households and communities through changes in
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relative prices, changes in aggregate demand lowering employment and
wage rates, and changes in the rates of return on assets through the infla-
tion tax.

While inflation erodes the incomes of the poor self-employed and the
waged, it is wage incomes that do not adjust so easily to inflation, as
empirical evidence from Latin America shows (see Cardoso 1992).

But it is important to separate out the need for lower inflation from the
stabilisation programs carried out by DCs on advice from the IMF during the
1980s and 1990s.

The policy discussion in this book strictly separates the need for lower
inflation—seen to be well targeted through conventional monetary pol-
icy on interest rates—f{rom broader stabilisation programs based on cuts
in public expenditure and especially social expenditures. Typical responses
to crises are policies for restoration of internal and external balances,
largely through fiscal consolidation. There are a number of surveys of the
impact of such IMF and World Bank-advocated programs on growth
distribution and poverty in the DCs. Most show a negative impact in the
short run.

For instance, Garuda (2000) measures the effects of 58 IMF programs
during 1975-91 on the Gini coeflicients and income of the poorest quin-
tiles, over two to five years following the program’s initiation. The study
finds evidence of significant deterioration in income distribution and the
incomes of the poor in IMF program countries relative to their non-
program counterparts where external imbalances were severe.

Przeworski and Vreeland (2000) find a negative impact of IMF pro-
grams on economic growth, for as long as the countries remain in the
program.

Easterly (2000) finds that structural adjustment, as measured by the
number of adjustment loans from the IMF and the World Bank, reduces
the growth elasticity of poverty reduction. The poor benefit less from
output expansion in countries with many adjustment loans, than in
countries with few adjustment loans. There does not seem to be an equiv-
alent impact on negative growth however. So, the poor suffer less from an
output contraction in countries with many adjustment loans, than in
countries with few adjustment loans.
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Protection of the poor and the vulnerable, especially in times of crisis
and macro shocks, and adjustment policy, then has to focus on the social
floor, much as advocated in this book in Chap. 5, on filling the poverty
gap. Ferreira et al. (1999) propose a two-part agenda to minimise nega-
tive effects on the poor. The first part is to have an effective public safety
net before the crisis. The second part comprises policy that returns to
counter-cyclicality as soon as internal and external macroeconomic bal-
ances are restored, managing fiscal reductions to protect items of impor-
tance for the poor, reinforcing safety nets to cope with the additional
demand for support, and rebuilding social capital in poor communities.

In Poor Economics, Banerjee and Duflo (2011) have a very comprehen-
sive checklist for policy intervention for evidence-based poverty reduc-
tion in eight areas: hunger, health, education, population, risk, borrowing,
entrepreneurship, and savings.

Lustig (1999) is concerned with the impact of economic crises on not
just poverty rates in Latin America, but also long-run and irreversible
damage to the human capital of the poor. She advocates socially respon-
sible macroeconomic policy with fiscal adjustment to protect the income
of the poor during times of crises, and to simultaneously contribute to
lower chronic poverty.

(c) And indeed, inflation has been brought down in DCs, more so going
up the income ladder

Given the imperative of staving off higher inflation, for both growth of
income and poverty reduction, this has been achieved better by higher-
income DCs, so allowing them to keep their interest rates lower than
low-income DCs.

Table 7.5 shows that all DCs had annual inflation rates of 20 percent
and above in 1990. EEs and LMICs have had the sharpest drop in infla-
tion down to 10 percent or below by 2000, and finally to near 6 percent
by 2012. In LDCs, inflation raged upwards to 28 percent by 2000, finally
coming down to 8 percent by 2012.

It does appear thatr DCs in general, but higher-income DCs more so, have
attempted to reign in their internal and external balances.
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Table 7.5 Percentage change in inflation, average consumer prices

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 19.99 41 27.61 41 7.10 41 779 41
LMls 19.74 30 5.21 30 6.22 30 550 30
EEs 24.06 38 10.57 38 5.49 38 6.09 38
AEs 20.03 43 238 43 3.16 43 2.56 43
DCs 21.28 109 15.50 109 6.30 109 6.57 109

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the IMF’s World
Economic Outlook Database

Table 7.6 Government budget balance as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs -4.09 16 -3.66 16
LMls -4.21 25 -5.75 25
EEs 0.83 32 -1.38 32
AEs -0.68 47 -5.10 47
DCs -0.45 83 -2.70 83

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators

Table 7.6 shows government budget balances for 2007 and 2012. EEs
have kept their budget balance in a range between 1 and —1 percent.
LMICs have kept their budget balance between —4 and —6 percent,
while LDCs have kept their budget balance at about —4 percent.

Table 7.7 shows the current account balance for a longer period, from
1990 to 2012. EEs have kept their current account balance between —1
percent and positive, with distinct improvement over time. LMICs have
kept their current account balance between 1 percent and negative, with
a worsening over time, while LDCs have kept their current account bal-
ance between —1 and —6 percent, with a worsening over time.

Table 7.8 gives government debt from 2000 to 2012. EEs have reduced
their debt from 47 to 37 percent. LMICs have reduced their debt from
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Table 7.7 Current account balance as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs -6.80 42 -1.35 42 -1.61 42 -4.39 42
LMls -2.04 36 0.75 36 -0.21 36 -3.23 36
EEs -0.95 44 393 44 256 44 0.14 44
AEs -0.22 43 -0.60 43 0.08 43 1.40 43
DCs -1.62 122 2.57 122 1.32 122 -1.46 122

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the IMF’s World
Economic Outlook Database

Table 7.8 General government gross debt as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012  Observ.

LDCs 101.13 40 45.30 40 42.12 40
LMls 76.15 36 5497 36 52.01 36
EEs 47.10 48 33.00 48 36.53 48
AEs 65.23 48 68.92 48 96.62 48
DCs 56.98 124 39.60 124 41.12 124

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the IMF's World
Economic Outlook Database

76 to 52 percent, while LDCs have reduced their debt from 100 to 42
percent.

Of course, reining in these internal and external balances will have
come at a price, hurting the poor more, as feared above. However, a new
breed of macroprudential policy has also emerged, which may not
dampen growth so much through interest rate hikes.

Macroprudential policies may limit the reliance on raising interest rates
and so constrain growth less.

Macroprudential policies have emerged in the wake of the financial
crisis. Their objective remains to be the counteracting of financial imbal-
ances. The role of setting interest rates is to stabilise the components of
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aggregate demand, such as consumption and investment. Macroprudential
policies aim to lean against excessive asset growth during booms, and to
smooth out long-term loan growth (Shin 2013). They tackle financial
imbalances by preventing credit and debt from mounting too rapidly.
They work on the supply and demand for credit. On the supply side,
macroprudential tools bolster banks’ resilience against credit losses. On
the demand side, they bolster the resilience of households by reducing
credit growth (Guibourg et al. 2015).

These tools mitigate the risk of excessive credit growth, risk of excessive
leveraging, liquidity risk, and critically, the risk of large and volatile capi-
tal flows (Lim et al. 2011). EEs have particularly come to be wary of capi-
tal inflows shocking the often small size of their domestic economies and
their degree of openness. The problem emerged with the Asian crisis,
where large-scale capital inflows and loans denominated in foreign cur-
rencies reversed and had to be paid for with depreciating exchange rates,
leading to huge deleveraging of domestic assets, and bankruptcies for
firms and banks (Mahmood and Aryah 2001). Now some Eastern
European and Latin American countries have used caps on foreign cur-
rency lending and other liquidity-related measures to address excessive
credit from capital inflows (Lim et al. 2011).

Evidence on the impact of macroprudential policies is still preliminary,
but apparent advantages show them to be less blunt than monetary tools
and more flexible than fiscal tools. If the financial imbalances are specific
to a particular sector, then a mortgage cap can be more efficient than
monetary policy. Introducing such a simple macroprudential rule that
links reserve requirements to credit growth, dampens the need for opti-
mal monetary policy to raise interest rates in the face of expansionary
shocks (Alpanda et al. 2014; Leduc and Natal 2015). They are reckoned
to reduce the accelerator effect and so lend a hand to monetary policy
which requires a smaller response through change in the nominal interest
rate (Quint and Rabanal 2013).

EEs have used these macroprudential instruments more than AEs, and
indeed, their reliance on foreign direct investment (FDI) is seen to be
waning. Table 7.9 shows that FDI flows rose in EEs to peak at 4 percent
of GDP by the time of the crisis, before tapering off to 3 percent by 2012.
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Table 7.9 FDI net inflows as a percentage of GDP
Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 0.10 39 2.16 39 291 39 3.16 39
LMls 071 35 0.63 35 325 35 1.86 35
EEs 0.81 42 273 42 424 42 3.09 42
AEs 1.02 41 451 41 412 41 1.66 41
DCs 0.75 116 211 116 3.92 116 2.74 116

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the World Bank's
World Development Indicators

Nor is this an effect of the financial crisis, because FDI in LDCs has con-
tinued to rise over the crisis period.

(d) Reducing the interest rate spread in DCs

The cost of borrowing can also be brought down by reducing the
spread in the interest rate structure. The spread is the difference between
the interest rate at which banks themselves borrow money, and the inter-
est rate at which they lend to their borrowers. The spread raises the cost
of borrowing. Some evidence shows the spreads to be systemically higher
in DCs. If so, that would reduce investment, and bringing the spread
down would spur it.

Further, a higher spread also works as a disincentive for savings, because
it lowers the deposit rate, which it pays on savings kept with the bank.

The spread between the interest rates paid by banks for borrowing
money and the interest rates that they in turn charge to lend it out should
be indicative of the risk of default (Nkusu 2003). While the spread can
vary between banks within an economy, it is more useful to consider
variation in spreads between economies,' and why some economies man-
age to achieve lower spreads on average, compared to others.

A better macroeconomic environment reduces spreads.

Inflation clearly leads to higher spreads. With inflation and monetary
depreciation, borrowers can reimburse banks less than the amount of the
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loan, in real terms. Banks can then be expected to cover this loss in profits
by increasing their lending rate and widening their interest margin.

Demirgii¢-Kunt et al. (2003) find, in a survey of 1400 banks across 72
countries, that inflation has a robust positive impact on bank margins.
Inflation was also found to be positively correlated to banking spreads in
a number of country studies like Malawi (see Chirwa and Mlachila
2004), Indonesia (see Raharjo et al. 2014), and a panel of 18 countries in
Africa (see Crowley 2007).

A stable macroeconomic environment, with low inflation, low interest
rates, low volatility of interest rates, exchange rates, trade or budget defi-
cits, and overall uncertainty surrounding macroeconomic performance,
all affect the spread of interest rates. Macroeconomic instability is posi-
tively associated with interest margins, because it increases the risk premi-
ums faced by banks.

Afanasieff et al. (2002) find for Brazil, using both cross-sectional and
panel data, that these macro variables explain interest rate spreads far
more than microeconomic variables.

Ultimately it becomes a vicious circle, because economic growth low-
ers banking spreads, which induce higher investment and economic
growth in turn. So Demirgii¢-Kunt et al. (2003) and Afanasieff et al.
(2002) both find a negative correlation between the banking spread and
economic growth.

But an improvement in the macroeconomic environment is observed
to help reduce not just the real interest rate, but also the banking spread,
raising the incentive for higher investment and growth.

Market power too can raise the banking spread.

In a free market economy, the interest rate spread should be negatively
correlated to factors affecting the level of competition. Less competition
gives banks more market power and can lead to wider spreads and so
higher profit margins.

Demirgiic-Kunt and Huizinga (1998) find from a survey of bank-level
data for 80 countries that the market concentration ratio is correlated
with bank margins and profits. Demirgii¢-Kunt et al. (2003), for a survey
of 1400 banks across 72 countries, find that tighter regulation on bank
entry and bank activities boosts the cost of financial intermediation.
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This could imply that opening up the banking sector to foreign
banks—which are well capitalised, come with advanced technology, and
better management—could improve competition, and reduce spreads.

But, Demirgii¢-Kunt and Huizinga (1998) also find that this competi-
tive effect does not improve with the entry of foreign banks in DCs.
Foreign banks have had higher interest margins and profits compared to
domestic banks, while the opposite held in AEs.

Detragiache et al. (2008) go further and argue that in poor countries,
domestic banks are better than foreign banks at monitoring soft-
information customers, so foreign bank entry may hurt these customers
and worsen welfare. They find that in such poor countries, higher foreign
bank penetration lowers private sector credit.

But regulatory frameworks reflecting the state of domestic governance
appear to be the pre-eminent policy variable for lowering the cost of credit and
enhancing volume.

Demirgli¢-Kunt et al. (2003) find that institutional indicators of eco-
nomic freedom and protection of property rights explain cross bank net
interest margins the most robustly.

The argument is one of information asymmetry resulting in moral
hazard and adverse selection as set out by Stiglitz and Weiss (1981).
Banks do not usually have as much information about their clients’
transactions as the clients themselves. Therefore, banks require collat-
eral to overcome the risks of making the wrong choice of client and a
bad outcome. So, in the case of loan default, the legal risk surrounding
collateral repossession shapes financial contracts affecting banking
spread (Galindo 2001).

Djankov et al. (2006) find strongly in support of this argument from
a sample of 129 countries. In economies where the legal framework and
judicial institutions in charge of contract enforcement and creditor rights
protection worked efficiently, banks reduced their lending rates and nar-
rowed their margins due to less legal risk.

La Porta et al. (2008) trace weakness in institutions of governance to
the origins of the country’s legal framework. They find the two most dis-
tinct philosophies of law and regulation to be civil law of French legal
origin and common law of English legal origin. Of the two, they find
civil law to afford relatively less investor protection, more state involvement
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in economic activities, more regulation, and less independent judicial
systems. This leads to relatively weaker enforcement of contracts, and
property rights. Beck et al. (2004), testing for a sample of 4000 firms
from 38 countries, find a good correlation between such legal tradition
and firms’ access to external finance.

7.3 Investment in Human Capital

Chapter 4 found that human capital and knowledge-based capital explain
per capita incomes and their growth in complement with physical capital
very well. AEs particularly stood out in that their GDP growth com-
prised a near quarter of total factor productivity (TFP), taken as a proxy
for technical change, after allowing for increases in physical capital,
labour, and human capital. In comparison, DCs had a smaller TFP of
about 17 percent. And what accounted for the higher TFP in AEs was
not higher shares in physical capital, which were lower in fact, but human
capital, which was much higher at 11 percent of GDP, compared to DCs
with less than half that at 4 percent of GDP.

Human capital itself was further differentiated between lower-level
skills associated with basic education, labelled as human capital, and
higher cognitive skills and services labelled as intangibles or knowledge-
based capital. Human capital was seen to have stronger Granger causality
on GDP in LDCs, while knowledge-based capital had stronger Granger
causality on GDP in EEs.

(a) Accumulation of human capital through basic education is critical,

but badly managed in LDCs.

Policy should focus on outcome variables.

Barro’s (2001) classic finding on the growth effects of education were
based on a panel of 100 countries observed from 1965 to 1995. Growth
is positively related to the starting level of average years of school attain-
ment, more for adult males.* But growth is insignificantly related to
male schooling at the primary level. Indeed, Barro (1991), Barro and
Lee (1993, 1996, 2013), and Barro and Sala-i-Martin (2004) have
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consistently used years of schooling as their main explanatory variable,
in preference to school enrolment as used by Mankiw et al. (1992) or
Caselli et al. (1996).2

So, what matters for growth is the outcome variable, of educational
attainment, rather than input variables like enrolment.

Table 7.10 corroborates this through the gross enrolment ratios for
primary, secondary, and tertiary education, for LDCs, LMICs, and EEs.
The table shows that while LDCs and LMICs have improved their enrol-
ment ratios at the primary level between 1990 and 2012, there was not
much to distinguish between LDCs, LMICs, and EEs by 2012. All of
them have had enrolment ratios above 100 percent since 2007, with
above-age students inflating the primary enrolment ratios.

While public expenditures do not justify the outcome variables in educa-
tion, especially in LDCs.

Table 7.10 Gross enrolment ratios

1990 Observ. 2000 Observ. 2007 Observ. 2012  Observ.

Primary

LDCs 69.30 35 83.14 35 101.77 35 109.51 35
LMIs 95.94 32 99.01 32 102.86 32 105.62 32
EEs 107.04 38 107.67 38 105.65 38 104.70 38
AEs 100.69 41 102.20 41 101.94 41 101.69 41
DCs 91.08 105 96.85 105 103.51 105 106.58 105
Secondary

LDCs 14.27 22 20.47 22 29.24 22 38.89 22
LMIs 62.74 22 63.59 22 73.15 22 79.08 22
EEs 70.21 36 80.17 36 88.76 36 92.41 36
AEs 87.95 39 101.54 39 101.84 39 103.92 39
DCs 52.77 80 59.19 80 68.10 80 74.02 80
Tertiary

LDCs 1.85 26 273 26 514 26 849 26
LMIs 15.61 22 19.21 22 25.71 22 29.49 22
EEs 21.67 26 31.56 26 4773 26 52.12 26
AEs 26.21 37 46.26 37 58.15 37 65.36 37
DCs 1290 74 17.76 74 26.22 74 30.06 74

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank,
EdStats
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Table 7.11 Public expenditure on education as a percentage of GDP

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 2.87 24 3.70 24 4.12 24
LMls 3.58 22 330 22 3.51 22
EEs 433 29 465 29 528 29
AEs 497 35 486 35 511 35
DCs 4.00 75 4.05 75 444 75

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the World Bank,
EdStats

Public expenditures should be a major indicator of both input and
outcome variables in education. Much of the social policy debate revolves
around expenditures. However, Table 7.11 shows that in 2012, LDCs
had increased their share of GDP going to education above 4 percent,
above LMIC:s at 3.5 percent, albeit below EEs at 5.3 percent.

But the outcome variables do not reflect the same ordering as the
expenditure variables. Table 7.12 shows the survival rate to the last grade
of primary education. Indeed, LDCs reduced their survival rate margin-
ally between 2000 and 2012, to just below 58 percent. LMICs increased
their survival rate significantly over this period to 90 percent, and EEs to
93 percent.

Similarly, Table 7.13 shows that the out-of-school rate for children at
the secondary level was near halved between 2000 and 2012, by LMICs
to 10 percent, and for EEs to 6 percent. However, LDCs were only able
to bring down their out-of-secondary-school rate by a quarter over this
period, to 39 percent.

As a result, the outcome variable of average years of total schooling at
the age of 15 years or plus does not also reflect the ordering of the shares
of expenditures on education across LDCs, LMICs, and EEs. Table 7.14
shows that LDCs increased their years of total schooling by the lowest
number of years, 1.6, between 1990 and 2010, to reach 4.3 years. LMICs
increased their years of total schooling by 1.8 years, to reach 7.8, over this
period, while EEs increased their years of total schooling by 2.3 years over
this period.
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Table 7.12 Survival rate to the last grade of primary school

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 58.24 21 59.35 21 57.60 21
LMls 83.60 25 86.29 25 90.18 25
EEs 90.22 27 91.33 27 92.70 27
AEs 96.54 24 96.31 24 9732 24
DCs 78.75 73 80.40 73 81.74 73

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank,
EdStats

Table 7.13 Out-of-school rate (percent) for children of lower secondary school
age

Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 50.81 9 4230 9 3884 9

LMls 19.46 15 11.52 15 9.82 15
EEs 10.57 21 6.24 21 5.71 21
AEs 3.59 33 2.41 33 3.19 33
DCs 21.58 45 15.21 45 13.70 45

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank,
EdStats

Keeping LDCs still trapped below threshold education levels needed for
productive transformation.

The policy chapter on growth, Chap. 4, observed that one of the deter-
minants of productive transformation, of increasing the share of manu-
facturing above 10 percent, was an increase in average years of schooling
above 4.5. Sheridan (2014) too notes that countries need to achieve a
minimal level of human capital before transitioning from a reliance on
primary exports to manufacturing-based ones. Table 7.14 shows LDCs to
still be trapped below 4.5 years of schooling by 2010, while LMICs had
been well above this threshold before 1990.

The expenditures on education must switch from the objective of enrolment
to attainment—uwhich brings in the quality of schooling.
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Table 7.14 Average years of total schooling, children aged 15 or above

Group 1990 Observ. 1995 Observ. 2000 Observ. 2005 Observ. 2010 Observ.
LDCs 2.68 28 3.03 28 3.38 28 3.82 28 430 28

LMIs  6.03 35 6.49 35 6.90 35 731 35 7.76 35
EEs 6.71 36 7.35 36 7.82 36 8.44 36 8.96 36
AEs 894 36 9.40 36 9.91 36 10.25 36 10.55 36
DCs  5.33 99 5.82 99 6.24 99 6.73 99 7.22 99

Note: AE advanced economy, DC developing country, EE emerging economy,
LDC least developed country, LMIC lower- or middle-income country. Figures
are unweighted averages

Source: Author’s estimations at the ILO, based on data from the World Bank,
EdStats, Barro-Lee Dataset

Clearly, educational expenditures, especially in LDCs, are targeting
enrolment, rather than attainment, whereas attainment matters more in
moving countries up the value-added and income ladder. So, educational
expenditures must aim not just at getting children into school, but also
in keeping them there. Keeping children in school for longer, given the
pull of child labour at low levels of household income, implies schools
with proximity, basic amenities, teachers, and teaching.

The policy debate now turns on the differences in cognitive skills,
which are the knowledge capital of countries, in explaining growth
(Hanushek 2016). Both cognitive and non-cognitive skills are considered
to be formed early in the lifecycle, accounted for by racial, ethnic, and
family background-led gaps in schooling (Carneiro and Heckman 2003).
The evidence points to early skills and ability which beget future skills
and ability. The development of these early cognitive and non-cognitive
skills depends crucially on school quality, where DCs still have a huge gap
with AEs (Hanushek 2013).

In fact, direct measures of labour force quality from international
mathematics and science test scores provide the best correlates to growth
(Hanushek and Kimko 2000). These are a direct function of school
quality.

While there should not be a policy trade-off between school coverage
and school quality, there may well be a debate on an initial trade-off between
universalising coverage in basic education and moving to higher levels of
education (see, e.g. Jiminez et al. 2012). However, the role of tertiary edu-
cation in generating knowledge-based capital emerges as critical.
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7.4 Accumulation of Knowledge-Based
Capital as the Intangible That Explains
Critical Differences in Growth

Education and training enhance skills, increase productivity, and account
well for growth as observed in Chap. 4. But there has been a growing
realisation that just adding more years of schooling, without increasing
cognitive skills, shows little systematic influence on growth (Hanushek
2013, 2016). Cognitive skills are an enhancement of knowledge.

The World Bank has constructed a knowledge economy index (KEI)
that benchmarks countries’ performance on four aspects of the knowl-
edge economy: favourability towards knowledge development, educa-
tion, innovation, and information and communication technology
(Pillay 2011). The KEI proves to be a good predictor of future economic
growth. It focuses attention on tertiary education and research institu-
tions in low-income countries, generating a pool of experts capable of
adapting to—and in turn generating—science and technology.

In fact, while tertiary education has not been regarded in the literature
and practice as being poverty alleviating, a simulation of sub-Saharan
African countries shows that expansion of tertiary education leads to
faster technological catch-up, GDP growth, and poverty reduction
(Bloom et al. 2006).

The knowledge economy has been operationalised into the notion of
intangible capital. Intangible capital does not have a physical or financial
embodiment. It is simply intellectual or knowledge-based capital (OECD
2011).

Ferreira and Hamilton (2010) calculate intangible capital as the differ-
ence between total wealth and tangible capital both produced and natu-
ral. They show that this estimate of intangible capital explains output per
worker better than human capital.

One classification of intangible capital groups it into three types, com-
puterised information such as software and databases, innovative prop-
erty like research and development (R&D) copyrights, and human
economic competencies such as organisational know-how that increases
enterprise efficiency. Such classifications of intangible capital show that it
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explains about a quarter of labour productivity growth in the US and the
larger countries of the EU (van Ark et al. 2009).

Using one element of such intangible capital, patent applications, shows
it to explain per capita incomes across DCs well. Table 7.15 shows patent
applications between 1990 and 2012 for LDCs, LMICs, and EEs. The
table shows LDCs stuck in a very low band range for non-resident applica-
tions barely climbing to a maximum of 218 by 2012, while LMICs more
than quadrupled their applications to near 21,000, over this period, and
EEs more than doubled their applications to near 91,000. Resident applica-
tions show a similar trend differentiating between LDCs, LMICs, and EEs.

A direct contributor to such intangible capital is R&D expenditure.
Griffith et al. (2004) stress that R&D expenditure has two roles. It stimu-
lates innovation, and it enhances technology transfer through absorptive
capacity.

Table 7.16 shows again a clear differentiation across LDCs, LMICs,
and EEs. Between 2000 and 2012, R&D expenditure remains below 0.5
percent of GDP in LDCs. In LMIC:s, it also rises slowly to 0.7 percent of
GDP over this period, while in EEs, R&D expenditure doubles to 1.4
percent of GDP.

Policy to Promote R&D and Human
Capital-Based Growth

While expenditure on R&D is important, and clearly explains countries
moving up the per capita income and value-added ladder, the policy
question for DCs becomes one of directing it through either the public
or the private channel. Rather than debating this theoretically on the pros
and cons of public versus private expenditures, the experience of what
works is handier.

Grossman (2007) examines the positive and normative implications of
two alternative measures to promote R&D-based growth. One measure
is to provide R&D subsidies to private firms. An alternative measure is
publicly provided education targeted to the development of science and
engineering skills. The finding is that R&D subsidies to firms may be
detrimental to both productivity and earnings inequality. In contrast,
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Table 7.16 R&D expenditure as a percentage of GDP
Group 1990 Observ. 2000 Observ. 2007 Observ. 2012 Observ.

LDCs 028 4 026 4 040 4

LMls 0.59 12 0.69 12 0.70 12
EEs 0.76 22 1.06 22 1.43 22
AEs 2.24 37 234 37 2,51 37
DCs 0.72 38 0.97 38 1.25 38

Note: AE advanced economy, DC developing country, EE emerging economy,
GDP gross domestic product, LDC least developed country, LMIC lower- or
middle-income country. GDP figures are country averages weighted by the PPP
share of that income group’s GDP, as provided by the IMF

Source: Author’s estimations at the ILO, based on data from the World Bank's
World Development Indicators

publicly provided education targeted to R&D skills is found to be unam-
biguously growth promoting, and neutral with respect to the earning
distribution.

Park (2006) makes the point that not only is the level of human capital
important, but also its dispersion across the population distribution.
Examining data for 95 AES and DCs, he finds that both the dispersion
index and the index of human capital positively influence productivity
growth. Given limited resources for investment in human capital, this
finding implies that an education policy that created more dispersion in
human capital will promote more growth. Again, publicly funded educa-
tion will tend to create more dispersion of human capital than privately
funded education.

Recalling the results from Table 7.10 on tertiary education. LDCs are
seen to be particularly weak in expanding its coverage across the age group.
LMICs and EEs have been much more successful in this expansion.

7.5 While Accumulation Is Important, Policy
Balance Is Also Needed Between the Macro
Drivers of Growth

Accumulation of physical and human capital explains DCs moving up
the per capita income ladder and the rate of catch-up to the AEs.
Observation of empirics in Chap. 4 and policy in this chapter have shown
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Fig. 7.2 Balance between the determinants of growth. (Source: Author’s
illustration)

this. But the all-too-reliant investment-led models of the early Soviet
Union, and China ill recently, are a reminder of the need for balance
between the three major macro drivers of growth—investment, con-
sumption, and exports.* The critical role of government expenditures has
already been examined in Chap. 5.

The argument for balance between these three macro drivers of growth
comes from examining the objectives of each of these three macro drivers,
investment, consumption, and exports. Figure 7.2 illustrates the three
macro drivers, their economic objectives, and the tensions and trade-offs
between them.

The figure in three space plots a macro driver on each axis, exports on
the x-axis, consumption on the y-axis, and investment on the z-axis. If
country policy moves more towards export-led growth, the upside is
that productivity will increase, to reduce unit labour costs and increase
competitiveness. However, the trade-off is that this export-led growth
will also depress domestic consumption. If, alternatively, country pol-
icy moves towards consumption-led growth, this will depress produc-
tivity. And the trade-off is that this consumption-led growth will depress
domestic investment. The third alternative is investment-led growth,
which will increase productivity up to a point after which diseconomies



298 M. Mahmood

of scale step in, and productivity will be weaker compared to export-led
growth. And the trade-off is that this investment-led growth will depress
consumption.

Hence the need, in tennis parlance, for a policy ‘sweet spot’.

Notes

1. Bank-specific factors include bank size, loan ratios, return on average
assets, and operating costs. See, for example, Were and Wambua (2014).

2. Women’s education not being well utilised, except through a well-observed
drop in fertility rates.

3. See, for example, the survey article in Schiitt (2003).

4. Well illustrated by the Feldman—Mahalanobis model for the former Soviet
Union and the Raj—Sen and Bhaduri models for China.
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Regularities Redux: Success Stories
and Traps—What Has Worked
for Developing Countries?

8.1 The Findings Explaining Differences
in Per Capita Incomes Across DCs
and Growth in These Per Capita Incomes

This book has focused not on the diversity of the 145 developing coun-
tries (DCs) examined, but on their commonalities. Their diversity is
acknowledged, in different paths to moving up the per capita income
ladder. However, economic and social analysis and implied policy must
out of necessity seek generics—some commonalities between similar
countries on what factors impel their movement up the income ladder.

The volume has used a yardstick for development based on returns to
the individual’s work. The returns attempt to capture a host of develop-
ment variables critical to catch-up. The returns have to be sustainable in
the long run and therefore supported by productivity, human capital, and
capability. The returns must permit the household to escape absolute and
relative poverty. The returns must inevitably comprise a social floor both
in work and out of work, to complement weak returns from the market.
The returns will reflect bargaining power in the determination of primary
returns to the individual through the market, and secondary returns
through transfers.
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The use of this metier has allowed us to group these 145 DCs by per
capita income, into least developed countries (LDCs) below US$1000,
lower- and middle-income countries (LMICs) between US$1000 and
US$4000, and emerging economies (EEs) between US$4000 and
US$12,000. The book has then sought to explain the differences between
these income groups, observed consistently for the same set of countries
over the past third of a century, in terms of differences in key variables in
their growth, jobs, and macro policy paths.

The book finds that three empirical regularities—in growth, jobs, and
macro drivers—explain significant differences in per capita incomes
between DCs and growth in these incomes over time. All three regulari-
ties infer the generalisation that what explains development is not so
much the quantum of change, but the composition of change.

(a) In growth, there is a long-run difference in gross domestic product
(GDP) growth per capita, which increases going up the income lad-
der. However, in the last decade or so, GDP per capita growth rates
have converged across income groups. The more abiding difference
over the last third of a century between these income groups has been
in the composition of their growth, with the share of manufacturing
in GDP consistently moving in lockstep up the income ladder. That
said, competition in manufacturing has been brutal over this period,
with gainers and losers in each income group. Moreover, factor
endowments have also given different growth paths, not always
favouring manufacturing. Despite this, productive transformation,
moving from low-productivity sectors like agriculture, to higher-
productivity sectors like industry—especially manufacturing and ser-
vices—explains differences between income groups.

(b) In the labour market, again, employment growth does not explain
long-run differences between income groups. Employment growth is
seen to be more demographically given in DCs with low social pro-
tection compelling much of the poorer working-age population to
work in any kind of job, good or bad. What explains the differences
between income groups consistently is job quality. The three major
indicators of job quality used internationally to benchmark both the
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Millennium Development Goals and the Sustainable Development
Goals—vulnerability, the working poor, and labour productivity—
all improve consistently, moving up the income ladder. There is also
evidence of this being not just a one-way relationship, with higher-
income DCs affording better job quality. Transition from vulnerabil-
ity to waged employment is seen to lead to higher labour productivity,
and incomes, especially via productive transformation.

(c) In the macro drivers of growth and jobs, again, the quantum of
change explains differences between income groups, but the compo-
sition of change explains it further. Accumulation in terms of invest-
ment and savings do explain differences between income groups.
Savings are especially seen to constrain LDCs’ incomes. But the com-
position of accumulation, through human capital and knowledge-
based capital explain differences between income groups better.
Exports do not consistently explain differences between income
groups, but are observed to help some countries more than others.
Again, the composition of exports matters more.

The three regularities have been used to infer policy for DCs to catch
up, moving up the income ladder, towards advanced economies (AEs)—
but with caveats.

(d) Growth, in per capita incomes for catch-up, has one caveat—of pro-
ductive transformation, the necessity of moving from lower-
productivity sectors to higher-productivity sectors. But this explains
growth in average per capita income, and not growth in the distribu-
tion of these incomes across different groups, especially between the
poor and the non-poor. So, what is needed is an explanation of the
determinants of relative growth of incomes between the poor and the
non-poort, which puts a fundamental prior caveat on explaining growth
and inferring policy—that it be inclusive and poverty-reducing.

Global poverty is observed to have three main determinants: a demo-
graphic drag, vulnerability in jobs, and lack of productive transforma-
tion. Policy for more inclusive growth then becomes a complex
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combination of more transfer incomes for households with a relatively
greater demographic drag, and more labour incomes for households
with relatively greater vulnerability in employment. And the need to
enhance labour incomes circles back to the need to enhance productiv-
ity through productive transformation, but also through within-sector
technical change, especially for the vast majority of the working poor
self-employed in agriculture.

Policy for productive transformation is seen to stem on the number of
rungs that can be skipped going up the value-added ladder. This repre-
sents a departure from production and trade based on factor endowments
given by neoclassical theory. And the number of rungs skipped has to be
based on a prior educational attainment. Countries below a threshold of
4.5 years of schooling are seen to be trapped in the lowest manufacturing
shares of GDP, in single digits in the long run. So, while there can be a
growing laundry list of enabling policies culled from successive waves of
industrialisation up to the present, it will founder unless the years of
schooling is upped significantly.

(e) Policy for jobs is inferred from the empirical regularity observed in
the importance of job quality rather than quantity. What drives this
empirical regularity is the lack of social protection in DCs, impelling
the poor—the vast majority of whom do not have formal jobs, as
noted in the policy chapter on inclusive growth (Chap. 4)—to accept
any jobs in the informal economy, with much weaker working condi-
tions. Job quality then is strongly determined by the extent of infor-
mality in the labour market, which makes it imperative to estimate
the extent and complexity of informal employment and levy policy to
effectively reduce it.

This jobs policy chapter accordingly estimates and maps informal
employment across the income groups of LDCs, LMICs, and EEs, based
on a first methodology and estimation by the ILO. The existence of as
much informal employment in the formal sector’s registered enterprises,
as in the informal sector’s unregistered enterprises, implies the need to
register not just enterprises but also workers themselves. And the effec-
tiveness of policies mooted for registering both workers and enterprises
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is examined. Registration works arguably not only by bringing waged
workers into the purview of national legislation, enhancing those work-
ing conditions, but also raises the productivity of the self-employed
through increased incentives for higher inputs and outputs, by formalis-
ing claims in these markets.

(f) Policy for the macro drivers of growth and jobs is inferred from the
empirical regularity observed on both the quantum and composi-
tion of accumulation, through investment in both physical and
human capital. The quantum of private accumulation, in savings
and investment, is seen to be leveraged by one major policy vari-
able, the cost of borrowing, which falls going up the income ladder
from LDCs to LMICs to EEs. The lower cost of borrowing is seen
to be aided in turn by two determinants, a higher supply of savings
and an improved set of macro fundamentals indicated by lower
inflation rates. Higher inflation is arguably inimical not only to
inclusive growth, hurting the incomes of the poor, but also to pri-
vate accumulation, by causing banks to raise the nominal interest
rate and their spread. Hence the policy recommendation here is
heterodox, favouring neoclassical theory and the Washington con-
sensus in the need for better-sequenced macro policy to lower
inflation through management of fundamentals, before lowering
interest rates. Only so can there be sustainable lowering of the
long-run cost of borrowing, to aid accumulation.

Investment in human capital is seen to be impelled at two levels.
Investment is needed in primary and secondary education, raising
human capital. And investment is needed in tertiary education and in
research and development, raising knowledge-based capital, usually
dubbed ‘intangibles’. Investment in secondary education particularly
sets apart LDCs, from LMICs, from EEs, harking back to the need seen
earlier for raising productivity and incomes through productive trans-
formation, and the fundamental constraint placed on this by school
attainment. Investment in knowledge-based capital is seen to clearly set
AEs apart from the DCs, with double the share of expenditure on
research and development.
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8.2 Explaining Country Success or Traps
Over Time

These empirical regularities explain differences in per capita incomes
across DCs, and growth in these per capita incomes, over the past third
of a century. Hence, productive transformation, job quality, the composi-
tion of accumulation, transfers, and government expenditures consis-
tently explain country differences in per capita incomes. They become
policy variables to raise per capita incomes across DCs, hastening income
convergence between them, and with AEs, which are still farther away.

A more stringent test of these findings would be to observe which
countries have been more successful over the past third of a century,
and which ones more trapped in their trajectories over this period. This
allows correlating the policy variables to success or traps, to see which
variables give more consistent explanations of success and traps over the
past third of a century.

The measure of success or traps could be the political one of graduation
from each country’s income group. This is the political measure used by the
UN system to examine, for example, the graduation of LDCs into LMICs
and EEs. Similarly, graduation could be examined from each income group.

Graduation may be a good political measure of success or a trap, but it
is not a good economic measure. The reason is that some countries could
be bunched on the income boundaries, and therefore find it easier to
graduate compared to those deeper inside the boundaries. A fairer mea-
sure of success or traps is to see which countries have managed to double
their per capita incomes between 1980 and now. Rather than let the
fallout from the 2008 crisis affect the examination of long-run trends in
the policy variables, the end year used is 2007. Then success and traps are
measured through four categories of countries. The most successful coun-
tries are considered those that have at least doubled their per capita
incomes between 1980 and 2007. The next category of success is coun-
tries that have increased their per capita incomes by between 50 and 100
percent over this period. The next category of success or trap is countries
that have increased their per capita incomes by between 0 and 50 percent
over this period. And the fourth category is countries that have lowered
their per capita incomes over this period.
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This more stringent test was permitted by data for almost all these
policy variables to be tested. And the results show that virtually all the
policy variables tested gave good, consistent explanations of the trajectory
of successful and trapped countries over the past 25 years. These then are
the policy variables that have indeed been observed to work—to propel
development or trap it.

Productive Transformation

Table 8.1 tests for productive transformation in terms of sectoral
change. It finds that sectoral change in agriculture, industry, and manu-
facturing consistently explains the degrees of success and entrapment.
Going down the ladder from success to entrapment between 1980 and
2007, for the group of countries that doubled their per capita incomes,
the drop in the share of agriculture in GDP was the largest at 15 per-
centage points. For the countries that increased their per capita incomes
between 50 and 100 percent over this period, the drop in the share of
agriculture was lower at 13 percentage points. For the countries that
increased their per capita incomes between 0 and 50 percent over this
period, the drop in the share of agriculture was lower still at 7 percent-
age points. And for the countries that lowered their per capita incomes
over this period, the drop in the share of agriculture was the lowest at 1
percentage point. So, the drop in agricultural share of GDP is corre-
lated to success.

Table 8.1 Average change in value-added share as a percentage of GDP

A Agriculture A Industry A Manufacturing A Services

GDP per capita 2007-1980 2007-1980 2007-1980 2007-1980
growth

>1 -15.37 6.55 1.19 8.82

Between 0.5 and 1 -12.84 3.81 -1.32 9.01

Between 0and 0.5 -6.96 0.77 -2.8 6.33

<0 -0.89 -4.74 -3.07 5.7

Note: GDP gross domestic product
Source: Author’s estimations at the ILO, based on data from the World Bank'’s
World Development Indicators
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Equally consistently, the increase in industrial shares and manufactur-
ing shares in GDP are correlated to success. The increase in the services
shares is a little less consistently correlated to success. This increase in the
service shares was high for the two most successful groups of countries,
and lower for the two least successful or entrapped groups.

Therefore, the productive transformation of the economy from agri-
culture to industry and manufacturing, consistently explains success and
entrapment between 1980 and 2007.

However, Table 8.2 is a reminder of the need for productive transfor-
mation to also comprise technical change in each sector. The table shows
the sectoral change in employment shares. The drop in agricultural
employment share is correlated to success consistently. The increase in the
share of industrial employment in total employment is also large at 2
percentage points for the most successful countries that doubled their per
capita incomes. It then drops to a negative range of about 1 percentage
point reduction for the other less successful and entrapped categories.
The increase in the share of employment in services is pretty consistently
correlated to success. Hence the constraints on employment absorption
in industry are seen quite clearly, despite its more consistent role in
leading in GDP growth. This is a good reminder of the need for produc-
tive transformation to comprise increasing productivity and productive
employment in each sector.

Table 8.2 Average change in employment shares

A Share of A Share of A Share of
employment in employment in employment in
agriculture industry services
GDP per 2007-1991 2007-1991 2007-1991
capita
growth
>1 -10.92 2.47 8.44
Between 0.5 -5.78 -0.45 6.23
and 1
Between 0 -5.95 -0.17 6.13
and 0.5
<0 -3.06 -0.71 3.77

Note: GDP gross domestic product
Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators
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Job Quality

Table 8.3 tests for job quality. It finds that job quality very consistently
explains success and entrapment. The drop in the share of vulnerable employ-
ment between 1980 and 2007 goes consistently down the success ladder,
from 10 percentage points reduction for the most successful countries that
doubled their per capita incomes, to 2 percentage points increase for the least
successful or entrapped countries that lowered their per capita incomes.

The drop in the share of the US$1.25 working poor in total employment
also consistently goes down the success ladder, from a 25 percentage point
drop for the most successful countries that doubled their per capita incomes,
to a 3 percentage point drop for the least successful or entrapped countries
that lowered their per capita incomes. Similarly, the drop in the US$2
working poor also goes down consistently from success to entrapment.

The growth rate of labour productivity also goes down consistently
from success to entrapment. This is definitional because that is the crite-
ria used to measure success—the growth rate of GDP per capita.

Accumulation of Physical and Human Capital
Tables 8.4 and 8.5 look at physical investment and human capital.

Table 8.4 finds that the increase in the share of investment in GDP has
been the largest at 8 percentage points for the most successful countries

Table 8.3 Average change in selected labour market variables

A Share of
A Share of working A Share of A Aggregate Productivity
vulnerable poor working labour growth rate
employment (<$1.25) poor (<$2)  productivity (%)
2007-1991 2007-1991 2007-1991  2007-1991 2007-1980
-9.67 -24.81 —27.06 11,682.7 99.45
-4.43 -14.69 -15.82 5037.75 41.12
-3.99 -8.32 -8.79 1864.24 16.42
2.75 -2.63 -0.67 —-860.51 -13.19

Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators
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Table 8.4 Average change in aggregate demand components as a percentage
of GDP

A Gross fixed
A Savings capital formation A Exports A Imports

GDP per capita growth 2007-1980 2007-1980 2007-1980 2007-1980
>1 23.33 8.08 24.07 7.12
Between 0.5 and 1 6.32 -0.31 11.24 4.39
Between 0 and 0.5 2.76 0.24 7.76 3.84
<0 -7.49 1.92 1.81 10.5

Note: GDP gross domestic product
Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators

Table 8.5 Average change in selected human capital variables

A Average years A Secondary gross A Tertiary gross

of schooling enrolment enrolment
GDP per capita growth 2007-1980 2007-1980 2007-1980
>1 2.39 41.53 16.19
Between 0.5 and 1 2.55 26.99 21.49
Between 0 and 0.5 2.27 18.27 15.91
<0 2.16 4.64 5.96

Note: GDP gross domestic product
Source: Author’s estimations at the ILO, based on data from the World Bank’s
World Development Indicators

that doubled their per capita incomes. Going down the success ladder to
entrapment, the increase in investment drops discretely, albeit not so
consistently to a band range between 0.3 percentage point drop and 2
percentage point increase.

The increase in the savings share of GDP is consistently correlated to
success, going from a high of a 23 percentage point increase for the most
successful countries that doubled their GDP per capita, consistently step-
ping down to a 7 percentage point drop for the least successful and
entrapped countries.

Table 8.5 finds that the increase in average years of schooling creeps
down slightly going down the success ladder, but not very consis-
tently for the two most successful categories. The increase in average
years of schooling goes from a range of 2.4 to 2.6 for the two most
successful categories of countries that at least increased their incomes
by 50 percent between 1980 and 2007, down to 2.3 for countries that
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increased their per capita incomes between 0 and 50 percent, further
inching down to 2.2 for the least successful and entrapped countries
that lowered their per capita incomes.

Table 8.5 also finds that the increase in the secondary enrolment
ratio goes down very consistently, going down the success ladder. The
increase in the enrolment ratio drops from a high of 42 percentage
points for the most successful countries that doubled their per capita
incomes, very consistently and significantly down to 4 percentage
points for the least successful and entrapped countries that lowered
their per capita incomes.

Table 8.5 finds that the increase in the tertiary enrolment ratio, as an
indicator of knowledge-based capital, does not behave very consistently
for the three more successful categories of countries. It varies in the band
range of 16 to 22 percentage points for the countries that increased their
per capita incomes. However, for the least successful and entrapped coun-
tries that lowered their per capita incomes, the increase in tertiary enrol-
ment ratios drops down to 6 percentage points.

Exports

Table 8.4 also tests for exports. And it finds that the increase in export
share in GDP does drop consistently, going down the success ladder to
entrapment. The increase in the export share of GDP drops from 24 per-
centage points for the most successful countries that double their GDP
per capita, down consistently to 2 percentage points for the least success-
ful and entrapped countries that lowered their GDP per capita.

Social Protection

Table 8.6 tests for social protection expenditures. It finds that increases in
public expenditure per capita for social protection have been consistently
correlated to success. The growth rate of expenditures per capita is the
highest at 272 percent for the most successful countries that doubled
their per capita incomes. And this growth rate goes down consistently to
71 percent for the least successful and entrapped countries that lowered
their per capita incomes.
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Table 8.6 Average growth in public social protection expenditure per capita

Public social protection expenditure per capita growth
GDP per capita growth 2007-1990

>1 271.94
Between 0.5 and 1 204.1
Between 0 and 0.5 129.57
<0 71.03

Note: GDP gross domestic product
Source: Estimations by Moazam Mahmood and Florence Bonnet at the ILO,
based on national household survey data

In sum, what has worked for development for the past quarter of a
century has been less the quantum of change and more the composition
of this change. It has been the composition of growth in terms of produc-
tive transformation of the economy. It has been improvements in job
quality. It has been investment in physical capital, but very importantly
investment in human capital and knowledge-based capital. And it has
been investment in social protection expenditures providing an economic
and social floor for the individual and the economy.
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