Explanations For Poverty & Policy Options and Suggestions


Poverty exists all across the world and because of its consequences must be combated. People have long lived in poverty but because of the ever growing population and our ability to fight poverty it has attracted much more attention in the last half century. Governments, institutions, and international organizations have made efforts to reduce and alleviate poverty

Poverty is a relative term that can signify a number of things. The most basic definition of poverty is the state of an individual who lacks a given amount of wealth or material possessions. Poverty is relative to the society one lives in. It relates in two ways. One reflects relative price levels and that equal income, say 5$, buys a much different basket of goods. The other is that different societies gauge poverty differently. Some societies consider those without medical care or access to education as poor. Other societies only consider those lacking food, water, clothing, and shelter as poor. 

In order to analyze poverty we must establish some definitions. When discussing poverty in this paper I will be referring to those living on less than $1 a day. This is the international poverty line as denoted by the United Nations. 


In this paper, I focus on how the study and practice of economics contributes to understanding the causes of poverty in contemporary time, and what economics recommends that society can do to reduce it. Specifically I will look at economic growth as the preeminent tool to fight poverty and governmental policies aimed to achieve economic success. First, however, I will look at where poverty exists, groups that typically suffer more severely from poverty, and several explanations for its existence.

Existence of Poverty

Currently, approximately 1.2 billion people through out the world live in poverty.
 Looking more in depth at the patterns of poverty we find that the degree of poverty and the proportion of the population living in poverty varies greatly from country to country. There are many reasons for this uneven distribution of wealth and poverty. First we will look at poverty with respect to geographic location. The World Bank produced this chart in 2000/2001.
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The graphic reflects the percentage of total population living in poverty with respect to location. South Asia holds the poorest people in the world, constituting 43.5% of the world’s poor. Of note is that this graphic only shows the poverty of those living in developing nations. Although people from developed nations also experience poverty, the vast majority of the 1.2 billion who are beneath the United Nations threshold live in developing countries. 

Patterns of Poverty Distribution

While the geography of poverty is important, it is equally important to recognize that within these poor regions there are patterns of poverty distribution that are determined by other factors. On average, people living in rural areas, women, ethnic minorities and indigenous peoples, and those living in larger households are most typically those who suffer from poverty.


There is a substantial disproportion of poor people living in rural areas.  Many of these people are farmers. Research has shone that approximately two-thirds of the world’s poorest live as sustenance farmers.
 Unfortunately, many attempts by policymakers to reduce poverty have been focused on urban areas, despite the severity and prevalence of poverty in rural locations. 


Research indicates that women  experience the effects of poverty more severely than men. They are less likely to be well nourished, receive adequate health care, and have access to clean water and sanitation.
 It is difficult to determine the exact reason for this disparity. It is partially linked to income differentials between men and women. Gender bias, it its many complex forms, may play a role in how scarce resources are allocated. The role of women in poverty and their use of resources have major implications for policy, which I will discuss later.

Ethnic minorities and indigenous people are more likely to be poor than non-indigenous peoples. This finding generally attributed to traditional repression and discrimination against indigenous peoples.

Poverty also correlates with large households where there is a low ratio of adults to children.
 This is an intuitive finding that I will look at more in depth later.

Explanations for Poverty


There are many explanations for poverty. I am going to look at poverty mainly from an economic perspective, focusing on the fundamental problem of capital formation. Unfortunately, poor capital formation is as much a cause of poverty as a symptom. Attempts to improve capital formation are hindered by low levels of existing capital stock. This is to say, for most poor nations, there is a basic “boot-strapping” problem. The old “it takes money to make money,” applies with a vengeance to many poor nations. Before focusing on capital formation as a key to economic growth, I touch briefly on some other important explanation for poverty. I will also look briefly at poverty as a result of natural considerations, household composition, and public policy.

Poverty as a Result of Physical Resources and Climate


Although exceptions exist, countries with a lack of physical resources often suffer from poverty. At the very least, poor physical resources pose a formidable obstacle to development and poverty reduction. 

Climate and geography can play an important part in explaining economies. Climates that experience extreme weather conditions inhibit economic growth. Natural disasters such as hurricanes, floods, and earthquakes are components of disagreeable climates. Varied and rugged terrain acts as a similar deterrent to economic growth. Unfortunately these economic deterrents are generally unavoidable. 

Housing Composition and Poverty


Philip Musgrove produced a paper relating household size and poverty in urban Latin America. His paper, “Household Size and Composition, Employment, and Poverty in Urban Latin America,” provides evidence that large households and households with a low percentage of adults exhibit more poverty than smaller more balanced households. He collects data from ten Latin American cities to support his hypothesis. The below table looks at employment percentage per household, adult employment percentage per household, and percentage of adults per household.
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The first category shows that the lower the percentage of the family employed, the lower the income (except in some cases of relative affluence, assumedly a result of sufficient income). The second category shows that the proportion of adults, rather than children, employed effects income positively. The final category shows that the lower the percentage of adults in a household the lower the income. This data reflects a reduced consumption per person in a household for decreased employment and fewer adults per person. 


Of note regarding this evidence of reduced consumption is that there exists individual incentive to bear children. Children are often the most reliable plan for old age available to persons in the above situation.

Economic Growth to Combat Poverty

According to many economists, economic growth itself is the most vital component to fighting poverty. It is the most complete and sustainable solution to poverty.  A recent report published by the World Bank found that for every 10% growth in GDP, poverty is reduced by 27.9%.
 However, economic growth is not a simple thing to accomplish and takes a long time. A separate report by the United Nations estimated that it would require 3.7% annual growth in income per capita to halve the number of people living below the poverty line (1$).
 Few countries are well positioned to sustain such growth rates. Moreover, the United Nations estimates that, “if global progress continues at such a snail’s pace, it will take more than 130 years to rid the world of hunger.”
 Economists argue that helping poor countries grow economically is the only realistic and reliable path out of poverty, albeit long and difficult. 

Many factors contribute to economic growth – including political stability, market structure, social institutions, etc. I choose to focus on the effects of capital formation. Poor capital formation directly hinders economic growth. Capital is a necessary factor of production in every industry. In order to understand its role in fighting poverty we must look at several aspects of capital formation: the consequences of a low capital stock, high savings as the way to increase capital, and reasons for poor savings.

Examining poor capital formation neoclassically we see the fundamental problem of poor capital stock. Economists divide the necessary components of production into three factors: land, labor and capital. Land is considered fixed, even in the long run. This leaves two variable factors of production. A fundamental law in economics is that of diminishing returns. In this context we deal with the diminishing returns to capital. The higher the ratio of labor to capital the lower the marginal product of capital. Countries facing poor capital formation therefore would exhibit very low marginal returns to capital. Stated conversely, poor countries have an abundance of labor. This appears to be the case in most developing countries. Higher capital formation would allow for more productive workers that would in turn yield more total production. The key ingredient of capital formation is the ability to invest. Investment is made possible through savings, which I now examine.

Reviewing the famous Harrod Growth equation we see the necessity of high savings for economic growth. The equation simply argues that raising the national savings propensity could single-handedly spur economic growth. The equation:

g = s/v

In the equation, “g” represents rate of growth as a percentage of GDP, “s” represents the savings rate as a percentage of GDP, and “v” represents the capital-output ratio, the amount of capital needed to produce a single unit of production. In the above equation, simply raises “s” will result in accelerated growth.


While this equation is overly simple, capital formation is a key factor in economic growth and ultimately reduction in poverty. The expectation of increased savings is that savings will turn into domestic investment, thereby building up the capital stock of a nation and along with it industry. 

However turning savings into capital holds many implicit assumptions. First, the savings must be turned into domestic investment, as opposed to foreign investment. Capital flight is a recurring problem in many developing countries as the financial institutions are underdeveloped and currencies are erratic and unreliable. The second assumption is that capital investment will also create additional jobs. Capital investment might not create more jobs if those investing decide to invest in capital-intensive technologies. This would result in no additional jobs and therefore be unlikely to assist the poor.

Many economists hold poor savings rates culpable for prolonged economic stagnation and poverty. Low savings rates are often explained as consequences of the conditions of the poor and preferences of the rich. The poor, it is argued, have little income and therefore must or choose to consume the majority, if not all, of their income. The rich in many developing countries have shown tendencies to consume more than is optimal for capital formation and to also invest in land, an investment that frequently yields returns inferior to those of industrial investment.

I will examine a paper by Nathan Rosenberg called, “Capital Formation in Underdeveloped Countries,” which explains low aggregate savings as a result of methods of savings.

Rosenberg argues that while low aggregate savings does charaterize underdeveloped countries, the generally accepted explanations for this condition may not be accurate. Because of the nature of the country, potential investors do not prefer investment in financial institutions.
 This situation can occur because of a structural lack of access to institutions or because of the unreliable nature of many of the institutions. Consequently, lower income persons in the country choose to save their earnings in alternative forms. Oftentimes this takes the form of consumption. Rosenberg points out that the purchasing of jewelry, gold, and other similar items that retain value are in essence a method of saving through items that are good stores of value. 

The implication of this finding is that the capacity to save is greatly underestimated by many calculations. The purchases are not “squanderings” of income, but rather a rational savings device. If offered an alternative to this sort of consumptive saving, low-income persons may choose to invest in the alternative – banks and other financial institutions.

In conclusion, Rosenberg argues that we must ask why personal incentives lead to the consumption of items of good value retention as opposed to saving in established financial institutions. We then must act to alter this incentive to favor savings that can be turned into productive capital investment.

Poverty Policy: Options and Suggestions


Governments everywhere have attempted innumerable policies and programs to help reduce poverty. A few of these policies and programs have actually proved to be relatively effective. Others have not succeeded at all. I will look at policies and programs aimed at economic growth, policy options that have been effective in the past at directly fighting poverty, and, finally, with a consideration of globalization and its impact.

Policy and Reforms to Combat Poverty
Because economic growth is seen as vital to the reduction of poverty, it is imperative to discuss political and institutional efforts towards economic success.

Less developed countries (LDCs) focus policy decisions in three areas: economic, social, and political. Through these areas we can define the responsibility of governments. Governments are accountable for identifying and coordinating development policies. They also act in a managerial role, ensuring successful execution and evaluation of these policies. Finally, governments are responsible as a supporting agent, monitoring and adjusting existing programs and institutions designed to facilitate growth.


With an understanding for the general role of the government and their operations we turn to identify more specific concerns that many governments and analysts regard as necessary and beneficial programs and aims. Kuotsai Tom Liou summarizes these roles and traditional attempts at the objectives in his paper, “Policy Issues in Managing Economic Development.” Liou identifies five goals that should be sought after by government.

I) Education and training

II) Improving quality of delivery of public services

III) Regulation of activities regarding public health and safety

IV) Extending the protection of the law to citizens

V) Identifying and fixing internal holds ups such as bureaucracies that hinder government efficiency and country growth


The means to achieve these goals has changed over time. Traditionally governments have attempted several courses of action. First, they created large civil service sectors to directly employ more people and also to facilitate their programs. Second, many governments emphasized state-owned enterprises as a conduit for responsible use of resources and allocation of income. Third, governments created a large public budgetary system as a result of the numerous state enterprises and large government spending.


However, in light of the limited success, many governments have reconsidered the means to achieve their goals. Recent reforms focus on restructuring market liberalization policy, privatization, deregulation, and decentralization.
 Liou pointed to the findings of research analyzing necessary conditions for economic growth. These four reforms became the norm for good governance. 

I) Socio-political stability

II)  Flexible, pragmatic, and longitudinal approaches to growth

III) Integration of the government and the market

IV) Institutional Development  

Stability is a necessary prerequisite for a market climate in any country. Countries wrought with social and political turmoil regularly suffer economically. The second consideration is a necessary for any type of long-term goal. Ability to adjust to conditions and changes is vital to success. Integration of the government with the market involves the creation of an economy conducive to growth. This requires sufficient infrastructure, a climate conducive to economic activity, and a government tending to macroeconomic concerns. Institutional development  also requires active collaboration between the government and private sector. Institutions of finance and law are examples of necessary institutions for economic success in a country.

Policies Aimed Directly at Poverty Reduction


Because of how long it takes for economic growth to benefit the poor, policies aimed directly at aiding them are necessary. Governments have reacted to this need and have attempted many policies aimed to reduce poverty. Below I summarize six policy options that have been effective at reducing poverty.

Handouts and Welfare Payments:  These are the most direct form of poverty reduction in that they result in the increase of income and benefits. Some consider this form of direct payment to actually harm poverty goals arguing that they cause incentive distortion for the poor. Contrary to this belief are those that argue that these payments will help reduce the symptoms of poverty and thereby allow the poor to help themselves out of poverty; this comes in the form of increased productivity as a result of improved health and education.

Improvement of Rural Infrastructure: As I mentioned before, rural poverty is rampant and oftentimes the most severe. The improvement of rural infrastructure could greatly increase the efficiency of rural economies and facilitate expanded and improved agricultural activity.

Encouragement of the Informal Sector: Many governments have been skeptical of informal sector activity for taxation and monitoring reasons. Others have begun to accept the idea proposed by some economists that informal activity can lead to at least some value added production and therefore increased output. Stifling this would eliminate many people from the economy altogether, a step in the wrong direction. Instead of suppressing this activity governments should create centers of activity, such as marketplaces, to allow the benefits of the informal sector and to hopefully work towards the transformation of this activity into the formal sector.

Supporting Women: Women have been shown to have a higher preference for education and health spending than men and therefore many argue that handouts directed to women will reap more gains to productivity than handouts for men.

Land Reform: Distributing land could have many positive benefits for impoverished persons trying to function in the economy. By distributing land to the poor they have additional incentive to work productively and also have collateral for investment options where previously they faced borrowing constraints. This also includes breaking up of rural communal holdings into private ownership.

Progressive Taxation: This rather obvious point is generally attempted to an extent although for clear political reasons it often proves difficult to conduct. Progressive taxation would have a Robin Hood effect, “taking from the rich and giving to the poor,” via funding all the aforementioned policies.


Through successful implementation of any number of these policies, governments

can reduce poverty. 

Summary


Fighting poverty is a daunting and enormous task. But one thing we do know is that steps must be taken to reduce it. Looking positively, past and current efforts to reduce poverty have found some success, albeit slow. The percentage persons living in extreme poverty has declined from 29% in 1990 to 23% in 1999.
 Since 1990, primary school enrollments throughout the world have increased, clean water is more accessible, and millions live with improved sanitation.
 Nonetheless their exists incredible room for improvement. I focused on reasons and ways to hasten economic growth. Among the ways to stimulate growth the most important are improved capital formation, institutional reform, infrastructural improvements, and access to health and education. Governments and organizations committed to these policies and goals will lead to a better world for all to live in.
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