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THE ECONOMIC IMPACT OF NEW REGIONAL TRADING
DEVELOPMENTS IN THE ESCAP REGION1
John Gilbert*

In this paper the results of a number of numerical simulations of possible
trade liberalization scenarios in the ESCAP region are presented. The
scenarios considered include: expansion of existing trade blocs to
encompass new members; consolidation and deepening of existing trade
agreements; and a region-wide free trade area. The simulations were
conducted using the model of the Global Trade Analysis Project (GTAP)
and were based on a projection of the database to 2010.

JEL Classification: C68, F13, F15, F17.
Key words: Computable general equilibrium, trade reform, Asia-Pacific region.

I. INTRODUCTION
Preferential trading agreements have been proliferating rapidly across the
globe, and the Asia-Pacific region is no exception (for early work on this area, see
Scollay and Gilbert, 2001, and more recently Mikic, 2007). The architecture that will
emerge in this new environment remains uncertain, although several tendencies are
discernible (Scollay and Gilbert, 2010). The trend that has progressed most rapidly
has been the proliferation of small, bilateral free trade agreements, a trend about
which Menon (2009) has been critical. According to Scollay and Gilbert (2010), since
2000 some 30 bilateral free trade agreements (FTAs) have been concluded among
Asia-Pacific economies, with several others being under negotiation for some time
* Professor, Department of Economics and Finance, Jon M. Huntsman School of Business, Utah State
University, 3565 Old Main Hill, Logan, UT 84322-3565, United States of America (Tel: 435-797-2314;
fax: 435-797-2701; e-mail: jgilbert@usu.edu).
1

The simulations presented in this paper were originally prepared as background for the ESCAP
report, entitled “Growing Together: Economic Integration for an Inclusive and Sustainable Asia-Pacific
Economy”. The author would like to thank Alberto Isgut, Nagesh Kumar and Mia Mikic for very helpful
comments on the earlier drafts of the paper, and also to express his gratitude to Albert Isgut for kindly
having compiled and furnished the trade cost data used in a number of the simulations.
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and still others at the stage of preliminary study. Asia-Pacific economies have also
been actively negotiating FTAs with partners outside the Asia-Pacific region.
There has also been a trend towards consolidating and expanding existing
agreements in the region. The most notable developments in this regard are the
ASEAN+3 agreement, which would bring together the economies of the Association
of Southeast Asian Nations (ASEAN) along with China, Japan and the Republic of
Korea, and the possible expansion of the agreement to ASEAN+6 (introducing
Australia, India and New Zealand) or other states as well. Another possibility is
a region-wide agreement. Scollay and Gilbert (2010) discussed possible modalities in
more detail, and ESCAP (2012) provided a comprehensive overview of the various
issues surrounding economic integration in the Asia-Pacific region.
The purpose of this paper is to use computable general equilibrium (CGE)
modelling techniques to gain insights into the possible economic implications of these
potential regional trade developments. In the paper the GTAP model is used to
analyse a total of seven different trade liberalization scenarios, under a variety of
different assumptions. In the first set consideration is given to the implications of
expanding one of the current trade agreements (ASEAN) to include other countries in
the region, through ASEAN+3, and then ASEAN+6. The question is then considered of
whether it is more important to “deepen” trade liberalization between existing groups,
or to consolidate existing groups through intragroup liberalization. In the scenarios the
following groups are considered: ASEAN, the Pacific Agreement on Closer Economic
Relations (PACER) Plus, the South Asian Free Trade Area (SAFTA) and the Economic
Cooperation Organization Trade Agreement (ECOTA). Finally, the results are
benchmarked with analysis of completing trade liberalization among the current
members of the Asia-Pacific Trade Agreement (APTA) and an ESCAP-wide FTA, and
with multilateral trade liberalization.
The analysis is broad by design, and a number of important policy insights
have been generated as a result. In particular, it was found that: the expansion of
ASEAN to ASEAN+3 and ASEAN+6 generated substantial welfare gains for China, the
Republic of Korea and most of the members of ASEAN; there would be substantially
larger and broader-based gains to be realized from consolidation of existing trade
agreements into larger groups than from deepening the agreements only by removing
internal tariffs; and the total welfare gains associated with an ESCAP-wide agreement
would be much larger than those associated with any of the other scenarios, except
full multilateral reform. Hence, other regional trade reform scenarios, while perhaps
generating important welfare gains, still leave a lot of potential gains on the table
relative to a broader agreement. Nonetheless, for many ESCAP economies, the
benefits of multilateral trade reform are larger still than those associated with
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preferential reform, even on an ESCAP-wide scale, suggesting that extraregional trade
remains vitally important and should be pursued concurrent with intraregional trade
negotiations.
The structure of the paper is as follows. Section II contains a discussion of
the methodology adopted, including brief notes on CGE analysis, the GTAP model
and database, and the experimental design. Also discussed is the method for
projecting the GTAP database from its 2004 base year to 2010, and a brief
assessment of the veracity of the projection. Section III contains a discussion of the
main results of the simulations. Concluding comments, including notes on the
limitations of the study and potential future directions, follow.

II. SIMULATION METHODOLOGY
The idea behind CGE is to program a large-scale mathematical system
representing (in this case) the global economy and to combine that theoretical system
with a benchmark set of real world data representing the status quo. The equilibrium
is then perturbed to generate insights into the direction and magnitude of the
economic effects of policy interventions and/or other changes in the economic
system.
CGE techniques differ from other methods of analysis of trade policy (e.g.
gravity analysis or partial equilibrium simulation) and from macroeconomic forecasting
models in that they are used to try to explicitly account for the behaviour of the entire
system at a disaggregate level, attempting to capture all the relevant interconnections
between markets. The technique is particularly well-suited to analysing changes in
economic policy that are large enough to have an impact on the overall economic
system and/or spread over multiple sectors/regions. Given the magnitude of the
changes in the international trade environment that are likely to occur in the ESCAP
region and their broad regional and sectoral coverage, CGE analysis is thus an
appropriate methodological choice.
Gilbert and Wahl (2002) provided a brief overview of the technique, as well as
a survey of numerous applications. A more comprehensive introduction to CGE
methods was conducted by Gilbert and Tower (2013). Recent surveys of applications
include Scollay and Gilbert (2000), Robinson and Thierfelder (2002) and Lloyd and
MacLaren (2004). Recent CGE papers dealing with developments in the Asia-Pacific
region include Brooks, Roland-Holst and Zhai (2005), Strutt and Mikic (2009),
Anderson and Strutt (2011) and Gilbert (2013).
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Model and base data
The simulations presented in this paper were run using the GTAP model
(Hertel, 1997). This particular CGE model has become very widely used over the last
decade (see the surveys listed above), and represents a benchmark model of sorts.
The structure of the model is a standard, multiregion CGE, discussed in detail in
Hertel (1997). Given that the structure of this model is widely known and fairly
standard, a detailed description has been dispensed with.
The database used in the simulations was GTAP7.1, which has a base year
of 2004.2 Since working with the full GTAP data is very computationally expensive, for
the simulations reported in this the paper the data were aggregated to 35 regions and
15 sectors.3 On the regional side the primary objective was to identify individually the
member economies of ESCAP wherever possible. The remaining countries/regions
were chosen to balance the natural geographic/economic breakdowns, while
factoring in the major trading partners and the requirements of the trade policy
scenarios. The sectoral aggregation was similarly a compromise of natural
aggregation across similar categories and the major export categories of the ESCAP
economies.
Update to 2010
Given that the initial database year of 2004 is somewhat dated, the first step
was to project the database to a more recent year. The author updated the GTAP
database to 2010 via a growth projection. The methodology is similar to that adopted
in Gilbert (2013) and Strutt and Anderson (2011).
In a CGE model such as GTAP, growth of output is driven by changes in
productivity, the capital stock and other resources, the size of the labour force and
(in the case of GTAP, which splits skilled and unskilled labour) changes in the
composition of the labour force. Hence, it is necessary to develop baseline projection
scenarios for each of these factors in addition to projections of changes in
populations which affect the demand side of the model. Moreover, tariffs and other
trade policies may have changed significantly over the period 2004-2010, and ideally
that should be taken into account. Hence, in this paper, in contrast to the work of
2

While GTAP7.1 has the same base year as GTAP7, it has improved input-output data for a number of
economies important for this study, including China and Viet Nam, as well as the European Union.
Subsequent to the completion of this study, GTAP8 became available, with a base year of 2007.
3

See the tables for the regional aggregation. For sectors, primary crops, primary animal based, forestry
and fisheries, mining and quarrying, oil and gas, food products, textiles, wood products, chemicals,
metals, fabricated metal products, motor vehicles, electronics, machinery and services have been
identified.
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Gilbert (2013) and Strutt and Anderson (2011), tariff rates have also been adjusted to
the most recently available data. The end result of this process is a projected
equilibrium for the global economy as at 2010 that fits the broad macroeconomic
data, including aggregate trade, and reflects the current tariff rates.
The basic assumptions of the update to 2010 are presented in table 1. The
data for population growth were obtained from the database of the World Population
Prospects: The 2010 Revision,4 which were mapped onto the author’s dataset, with
the actual annual population growth rates used for the period 2004-2009 extracted
from the Laborsta database of the International Labour Organization (ILO). The
primary source of information on changes in the size of the overall labour force is
the ILO Laborsta database. The average annual growth rate is about 1.6 per cent over
the simulation period. Growth rates are higher for developing economies, averaging
about 2 per cent.
Recent data by Barro and Lee (2010) would suggest that there has been
significant growth in the availability of skilled labour (defined as having completed
tertiary education) in many of the countries of interest over the last decade.5
Accordingly, the author split the accumulation of labour into skilled and unskilled
components using the changes in the Barro and Lee (2010) database, which again
were matched to the author’s aggregation.
Data on factor productivity changes are not widely available; hence,
a standard approach was followed and the cumulative changes in total factor
productivity (TFP) were calculated residually using gross domestic product (GDP)
projections. The average real GDP growth over the period 2004-2010 was
approximately 4.3 per cent (5.4 for developing economies, 2.7 for developed,
including the Republic of Korea), with a high of 11.2 for China and a low of 0.4 for
Japan. The fitted aggregate TFP values from the projection are reported in the table 1
as a consistency check. These are cumulative from 2004 to 2010. The average annual
growth rates in productivity implied by these estimates generally fall into the range 0.4
to 2 per cent, with only India being slightly higher than 2 per cent and most of the
developing economies slightly below 1 per cent. The average rate of aggregate TFP
growth was 0.7 per cent over the period 2004-2010, a little low but reflecting the
relatively poor economic performance of many developed economies over the last
few years of the decade.6 Productivity growth rates are typically assumed to be in the
4

See http://esa.un.org/wpp/.

5

Alternative definitions of human capital are frequently used, but this corresponds to the method used
in GTAP to distinguish between skilled and unskilled labour.
6

Given that the TFP rates are computed residually, this largely reflects the relatively low growth in GDP.
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1-2 per cent range (see Duval and de la Maisonneuve, 2009); hence, the estimates
seem quite plausible, if on the conservative side.
Table 1. Growth assumptions for projection of percentage change to 2010

Country or area
Australia

Population
6.7

Labour force growth
Unskilled
Skilled
8.7

21.0

GDP

Aggregate Capital
TFP
growth

18.3

1.4

17.7

New Zealand

5.9

7.9

24.2

8.4

-0.7

7.2

Pacific islands

13.3

16.1

14.0

21.1

0.4

23.1

China

3.9

3.3

51.7

89.1

9.2

67.1

Hong Kong, China

3.2

4.7

9.9

28.4

2.7

31.2

-0.3

-4.8

9.6

2.5

0.5

2.6

2.4

4.0

12.2

24.9

3.5

24.1

3.1

5.8

53.3

49.3

4.5

45.0

10.3

17.8

47.5

51.5

7.7

33.2

Japan
Republic of Korea
Rest of East Asia
Cambodia
Indonesia

7.4

12.0

30.9

39.3

6.4

31.9

Lao People’s
Democratic Republic

11.3

16.3

54.4

56.3

13.1

31.2

Malaysia

10.9

13.4

30.8

30.4

2.5

28.3

Philippines

11.6

10.6

18.6

32.8

4.9

26.4

Singapore

15.2

19.3

25.9

46.3

3.5

40.2

Thailand

4.4

2.3

51.0

24.3

2.1

20.7

Viet Nam

7.2

12.6

63.2

51.7

4.6

50.0

Rest of South-East Asia

5.6

4.5

42.0

39.1

7.2

31.5

Bangladesh

9.1

14.7

20.8

42.5

8.4

28.9

India

9.1

12.6

29.9

62.2

12.7

44.9

Pakistan

13.9

24.1

31.1

32.9

5.8

15.8

Sri Lanka

5.4

2.8

12.2

43.4

8.4

40.5

17.1

23.2

19.2

58.0

10.7

41.9

4.4

4.5

46.1

45.5

7.8

41.1

Rest of South Asia
Kazakhstan
Kyrgyzstan

7.4

17.1

34.1

19.6

-0.8

25.7

Russian Federation

-2.4

2.5

-2.1

25.8

5.1

25.8

Rest of Central Asia

7.5

22.3

6.7

68.8

14.1

47.1

Armenia

0.9

5.6

15.5

48.7

11.0

40.9

6.7

10.9

5.9

168.4

22.9

102.8

-6.6

-3.6

-7.9

39.6

10.7

38.5

Azerbaijan
Georgia
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Table 1. (continued)

Country or area

Population

Labour force growth
Unskilled
Skilled

GDP

Aggregate Capital
TFP
growth

Iran (Islamic Republic of)

7.3

9.9

56.8

23.9

2.1

19.5

Turkey

7.8

4.9

34.0

25.4

3.3

22.8

United States

5.9

6.5

3.4

7.8

0.9

7.8

EU-27

2.7

3.8

13.8

7.1

0.0

6.2

11.1

14.3

29.0

24.1

2.1

20.6

Rest of world

Sources: International Monetary Fund, World Economic Outlook database. Available from www.imf.org/external/
pubs/ft/weo/2013/01/index.htm; International Labour Organization, Laborsta database. Available from
http://laborsta.ilo.org/; United Nations, Department of Economic and Social Affairs, World Population
Prospects database. Available from http://esa.un.org/wpp/; and Barro and Lee (2010).
Note:

Growth rates are cumulative from 2004 to 2010. Pacific islands refers to all countries in Oceania except
Australia and New Zealand. EU-27 refers to the 27 current members of the European Union.

Because of a tendency for GTAP to slightly underpredict the growth in world
trade over the simulation period noted in Gilbert (2013), a reduction in transportation
costs (system wide) was also implemented to match the changes in aggregate global
exports (the shock was an improvement in productivity in the order of 10 per cent).
As with labour force, technology and population changes, growth in the
capital stock can be imposed directly in a projection scenario. From a growth theory
perspective, however, technological advances and population growth are usually
regarded as exogenous, and the growth of the capital stock is endogenous. Indeed, in
comparative static simulations of long-run scenarios with CGE models it is common
to impose a steady-state closure whereby the real return to capital is fixed and the
supply of capital is endogenously determined in response to other changes in the
economic system, while in recursive dynamic simulations the capital stock in usually
determined by an investment/depreciation rule.7
The steady-state convention has been used in the analysis. The growth rate
in the capital stock is therefore determined within the projection simulation and
reported in table 1 as a consistency check. The ratio of the current account balance
to GDP is fixed, and capital is not free to move across countries. Over the period
2004-2010, the projected average annual growth rate in the capital stock is about
3.3 per cent. As with TFP, accumulation rates are somewhat faster in developing
economies (3.9 per cent) than developed economies (2.5 per cent). Also as with TFP,

7

See Harrison, Rutherford and Tarr (1997) for further details.
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the projections for capital accumulation are in a very plausible range. Using a simple
perpetual inventory projection from the GTAP7.1 data, for example, with a 5 per cent
depreciation rate, the average rate of capital accumulation in 2004/05 would have
been 3.7 per cent. The update projection used in the study is perhaps a little more
conservative, but again this reflects relatively poor economic growth in the last part of
the projection period (i.e. 2008-2010). Hence, the author is satisfied that his projection
generated a sensible capital accumulation and productivity growth scenario.
Finally, changes in tariffs were determined by aggregating the most recently
available effectively applied rates in the Trade Analysis and Information System
(TRAINS) database of the United Nations Conference on Trade and Development
(UNCTAD) to match the study’s sectoral and regional aggregation of GTAP data.8 Tariff
reductions were then included in the projection simultaneously with the other factors.
Table 2 presents the trade weighted average tariff (applied and faced) for selected
economies in the GTAP7.1 data and in the adjusted dataset. For comparison
purposes the tariffs in the GTAP6 data have also been included, as they have in the
newly released GTAP8 data; the base years of both are 2001 and 2007, respectively.
As can be seen, tariffs have fallen substantially over the period, so it is important to
take this feature into account.
Table 2. Weighted average tariff effectively applied
and faced 2001, 2004, 2007, 2010
(Percentage)
Country
Australia

2001
Applied

2004

Faced

Applied

2007
Faced

2010

Applied

Faced

Applied

Faced

4.3

6.3

3.2

5.3

2.9

3.8

1.8

3.3

China

11.4

5.8

5.6

5.0

8.5

4.7

3.4

3.3

India

21.6

5.3

12.8

4.6

11.4

3.4

10.3

3.6

Indonesia

3.6

6.2

3.4

5.3

3.3

5.3

1.7

4.2

Japan

4.1

5.0

3.2

4.8

1.9

6.2

1.6

4.0

Malaysia

4.7

3.3

5.2

2.8

3.5

2.5

2.6

2.1

New Zealand

1.7

7.5

2.5

6.7

1.9

6.9

1.5

4.9

Philippines

2.8

2.9

3.3

2.1

3.5

1.7

3.1

1.5

Republic of Korea

8.4

6.4

5.3

4.9

6.5

4.7

4.7

3.9

Singapore

0.0

3.4

0.0

2.2

0.0

2.2

0.0

1.1

Thailand

8.8

6.6

8.0

5.5

5.3

4.1

4.4

3.1

Viet Nam

10.2

6.2

11.4

6.5

9.3

5.3

5.5

6.2

Sources: GTAP6 database, GTAP7.1 database, GTAP8 database and TRAINS.
8

For most countries the data used is for 2010. We matched all the countries reported in TRAINS to the
corresponding GTAP regions in our aggregation (including aggregate regions). Similarly, the disaggregate
harmonized system tariff rates of TRAINS are aggregated up to the GTAP concordance.
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Experimental design
Using the aggregated database projected to 2010 as the starting point,
a total of seven trade liberalization scenarios are considered as follows:
(a)

ASEAN+3 (ASEAN, China, Japan and the Republic of Korea). In the
tables this grouping is referred to as “ASEAN+3”;

(b)

ASEAN+6 (ASEAN, Australia, China, India, Japan, New Zealand and
the Republic of Korea). In the tables this grouping is referred to as
“ASEAN+6”;

(c)

Liberalization of trade among PACER+, ASEAN, SAFTA and ECOTA.
In the tables this grouping is referred to as the “Completion”
scenario;

(d)

Liberalization of trade among and between PACER+, ASEAN, SAFTA
and ECOTA. In the tables this grouping is referred to as the
“Consolidation” scenario;

(e)

Completion of liberalization of trade among the current APTA
members. In the tables this is referred to as “APTA”;

(f)

A free trade agreement encompassing all members of ESCAP. In the
tables this is referred to as “APTA II”;

(g)

Global multilateral liberalization of merchandise trade (tariffs). In the
tables this is referred to as “Global”.

In each simulation the liberalization is modelled as a complete removal of the
applied tariffs on merchandise trade. From this perspective the simulations represent
the upper bounds of the liberalization that could potentially take place, since in
practice agreements typically provide for the exclusion of some products (notably
agricultural products), and extensive phase-in periods for the elimination of tariffs on
others.
On the other hand, since GTAP does not have protection data for services
and does not have an adequate theoretical foundation for dealing with services trade
reform, the results may understate the potential effects of liberalization where services
are likely to be included. This issue is discussed in the concluding comments with
reference to the current literature.
CGE simulations may be static or dynamic. In this paper comparative static
simulations are used. This has the disadvantage relative to dynamic techniques of not
describing the time-path, i.e. attention in the analysis is concentrated on the end
outcomes (the projection) rather than the transition. However, this disadvantage is
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countered by the reduced degree of computational complexity, which enables
consideration of a greater range of potential scenarios, and greater levels of sectoral
and regional disaggregation that have been adopted, while still addressing the
primary questions of interest. The results presented in section III should be interpreted
as indicating how the economies would differ along the relevant economic dimension,
relative to the projected 2010 equilibrium, after all adjustments in response to the
liberalization scenario had taken place if the trade arrangements being simulated had
been implemented.
Each of the scenarios is run in four different permutations, which are
designed to help understand the potential importance of various factors for the
economic impact of the trade reform. In the first, a neoclassical factor market closure
is used, whereby the total availability of all primary factors is fixed and factor prices
are flexible. This is a conservative approach, intended to capture the medium-run
effect of the trade liberalization, i.e. focus is given to the effect of reallocation of
production, consumption and trade, for a given resource/technology base. Next, the
same scenarios are run using a steady-state (long-run) closure in the market for
productive capital. In this approach, as described above, the real return to capital is
fixed and the supply of capital is endogenously determined in response to other
changes in the economic system (see Harrison, Rutherford and Tarr, 1997; Wang and
Schuh, 2002; and Gilbert and Wahl, 2002, for other examples). This is a relatively
low-cost method of approximating the dynamic gains from trade reform associated
with capital accumulation.
Because FTAs may involve reforms that facilitate international trade other
than tariff reform, in a third permutation improvements to transportation technology
are introduced to the simulations at the bilateral level that are on the order of 10 per
cent. The shock is applied only to the bilateral trade flows of the liberalizing
economies. This is a rather simple approach, of course, but it does give some idea of
how much trade facilitation might matter relative to trade reform. This trade facilitation
is called “assumption 1”.
Finally, in the fourth permutation the trade facilitation issue is explored further
by utilizing data provided by ESCAP on trade costs at the bilateral level. The
approach is to use the variation in the bilateral trade costs to adjust the transportation
productivity shock. The base productivity shock to transportation efficiency is
increased from 10 per cent to 20 per cent. More importantly, while the average shock
is 20 per cent, the actual shock on any given country pair is inversely proportional to
the ESCAP estimate of trade costs, net of the actual applied tariff. Hence country
pairs with relatively high trade costs get a proportionally bigger shock to productivity,
and country pairs with relatively low bilateral trade costs get a proportionally smaller
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shock to productivity. That is to say, it is assumed that there are diminishing returns to
trade facilitation. This scenario can be interpreted as simulating something similar to
adopting best practices. The benefits of trade facilitation are also assumed to have an
impact on all trade flows, not just the country pairs liberalizing in any particular
simulation. That is, in the previous simulation when, say, Thailand liberalizes trade
with China, the trade facilitation productivity shock applied only to Thailand-China
trade. Now it is assumed to apply to all of Thailand’s trade (i.e. the efficiency
improvements are assumed to spill over). Again, this is still a rather simple approach,
but it provides a useful demonstration of the impact of more aggressive trade
facilitation assumptions. This is called trade facilitation “assumption 2”. The results
under both sets of assumptions can be thought of as a type of sensitivity analysis.
While only selected results have been presented in this paper, the full results are
available on request.

III. SIMULATION RESULTS
The results of the trade liberalization scenarios are now considered. The
seven scenarios under consideration can be grouped into three broad categories,
which each highlighting different regional trade liberalization modalities. The first two
are concerned with sequential expansion centred on ASEAN. The next two are
concerned with two different modalities for consolidating existing free trade
agreements in the region, first by deepening the degree of liberalization among
current members and second by also liberalizing between blocks. The final group of
three, which comprise APTA, an ESCAP-wide FTA and complete multilateral trade
reform, respectively, can be considered benchmarks against which the other results
can be compared.
Expanding ASEAN
In table 3 the estimated welfare effects of the first group of scenarios are
presented for both the medium-run and long-run closures, and it contains the two
trade facilitation assumptions. It may be recalled that the medium-run simulations
capture only the effect of reallocating existing resources, while the long-run
simulations also capture the effect of capital accumulation. The data have been
summarized for the economies directly affected by the reform, but also take account
of the aggregate effects on countries not included in the scenarios, split by those
within ESCAP and those outside. The figures presented are the equivalent variation in
household income (EV), which is the monetary value of the increment in income that
would have to be given to (or taken away from) the regional household at today’s
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prices to make them as well off today as they would be under the proposed policy
change, after the required economic adjustments have taken place.9
The total welfare gain to the economies of ASEAN is estimated at roughly
$3.7 billion from completion of ASEAN+3, rising to $5.9 billion from ASEAN+6. In both
scenarios the largest gainer in absolute terms is Viet Nam. When moving from
ASEAN+3 to ASEAN+6, there are large additional gains to Indonesia and Malaysia,
suggesting that for these countries the expanded trade opportunities with Australia,
India and New Zealand are particularly important.10
To gain a better idea of the magnitude of the welfare gains, for the ASEAN
economies under ASEAN+3, the (simple) average gain as a percentage of base GDP
is about 0.4 per cent, with the highest gain realized by Viet Nam at 2.7 per cent and
the lowest by the Lao People’s Democratic Republic at -1.3 per cent. Under
ASEAN+6 the gain rises to an average of 0.5 per cent.
For China and Japan, the estimated effects are larger in absolute terms, but
smaller as a percentage of GDP, a loss of approximately 0.1 per cent of GDP in the
case of China, and a gain of the same order of magnitude for Japan in the case of
ASEAN+3. For the Republic of Korea the gain is of the same order of magnitude as for
the ASEAN economies, about 0.5 per cent of GDP. The figures remain similar in
ASEAN+6, with only small gains for each of these economies relative to ASEAN+3.
India, the other major developing economy introduced in this scenario, is also
estimated to lose in this scenario, again by a lower magnitude (about 0.1 per cent of
GDP).
While the numbers have not been presented in table 3, some further insight
into the results can be gained by considering how they can be decomposed. Overall
welfare effects can be broken down into allocative efficiency and terms of trade
components. The allocative efficiency effect is the change in welfare associated with
movements across distortions in the initial equilibrium (i.e. the total of expansions and
contractions in deadweight losses across the entire range of economic activities). The
terms of trade component measures the impact of changes in the prices of exports
9

This type of estimate of the benefit/cost of the proposed change is sometimes called a “one off” gain/
loss. However, this is somewhat misleading since the changes are permanent. Rather this (roughly) can
be thought of as a permanent increment to household incomes, at constant prices. If the total “one-off”
benefit is desired, then an appropriate approximation would be the discounted stream of annual gains,
using the desired discount factor (e.g. with a 5 per cent discount rate, the total gain is roughly 20 times
the annual gain; with a discount rate of 2 per cent, the total gain is roughly 50 times the annual gain).
10

It should be noted that all results presented in table 3 were measured relative to the same projected
equilibrium. Hence, the incremental or marginal benefit can be determined by taking the difference
between two columns.
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916.3

1 631.2

3 659.8

-459.4

Viet Nam

Total ASEAN

Australia

6 134.7
299.0

-98.4

4 171.1

-899.8

-5 219.7

Republic of Korea

Total (Rest of ESCAP)

Total (Rest of world)
-6 311.4

-1 139.7

4 294.3

-1 370.1

-291.8

6 015.0

India

Japan

New Zealand

-1 880.5

3 029.6

5 878.0

1 668.3

772.7

391.4

124.4

-2 057.3

China

425.0

Singapore

Thailand

1 025.1

107.3

127.3

Malaysia

Philippines

-49.8

-49.8

Lao People’s
Democratic Republic

51.8
1 894.2

46.4

456.1

ASEAN+6

Cambodia

ASEAN+3

Medium run

Indonesia

Country or area

(Millions of United States dollars, EV)

-6 146.9

-514.6

23 902.1

-101.6

12 679.9

-552.3

808.1

-457.2

3 831.5

1 605.4

1 145.7

673.0

-116.6

545.4

-5.7

-52.8

37.2

ASEAN+3

-8 676.8

-765.4

25 043.8

457.2

13 951.3

7 810.5

2 822.2

5 010.4

4 162.9

1 608.2

882.1

579.2

-261.8

1 780.8

-7.3

-436.8

18.4

ASEAN+6

Long run

-7 981.7

-726.1

25 573.7

-121.5

14 608.4

-700.9

3 454.1

-557.8

6 268.0

1 841.0

1 650.1

1 150.3

10.3

1 034.1

4.5

514.0

63.8

ASEAN+3

-11 179.3

-1 054.9

26 840.7

654.1

16 131.5

8 249.3

5 992.4

5 815.4

6 684.4

1 851.2

1 416.8

1 050.5

-139.8

2 314.1

2.8

144.8

44.1

ASEAN+6

Long-run trade
facilitation 1

133.2

-4 150.9

12 881.0

25 158.9

-43.3

16 299.9

-753.4

10 452.6

6.5

11 635.9

2 348.8

2 706.2

2 373.0

515.4

1 775.4

26.2

1 757.7

-6 049.2

13 359.0

26 254.6

746.4

17 408.4

10 158.1

12 132.0

6 305.1

11 850.4

2 339.2

2 436.3

2 233.1

357.2

3 003.9

24.6

1 342.8

113.2

ASEAN+6

Long-run trade
facilitation 2
ASEAN+3

Table 3. Medium and long-run welfare impact of ASEAN expansion scenarios
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and imports, reflecting changes in both market access and potentially trade diversion
effect (a potential flip-side of increased access).
In the case of the biggest gainer within ASEAN in both the ASEAN+3 and
ASEAN+6 scenarios, that is, Viet Nam, most of the gains are from positive terms of
trade effects, i.e. improved market access. Decomposition of the terms of trade
reveals that the primary source is improved regional export prices in primary crops
and food products. Terms of trade movements are also important for both Indonesia
and Malaysia in the ASEAN+6 scenario, driven by improvements in regional export
prices for food products and electronics, respectively. Although Japan gains modestly
in both scenarios, it is mostly through the terms-of-trade mechanism, with
improvements in export prices for motor vehicle and electronics being the driving
force. The Republic of Korea, however, is different; its gains come about mostly
through increased allocative efficiency.
When we look at the cases of China and India, both of which are estimated
to lose from their respective agreements in the medium run, we again find terms-oftrade movements at the root. For both economies, the agreements are estimated to
generate substantial gains in allocative efficiency, but these are offset by adverse
terms-of-trade movements in their manufactured export sectors. Hence, at least in
part, the terms of trade benefits to the other economies are trade diverting with
respect to the larger economies of China and India. To the extent that trade diversion
effects are in play for the larger developing economies in the group, it would be
expected that they would be mitigated as the agreements expand or as the
economies engage in further unilateral trade liberalization, both of which potentially
introduce more competitive supply and limit the extent of trade diversion.
Next the long-run effects of expansion of ASEAN are considered. The
long-run simulations open up a new pathway for gains from trade reform – the
dynamic gains associated with increased capital accumulation. Opening up this
channel produces some significant changes in the results. While the overall gains to
the members of ASEAN remain similar under ASEAN+3 and ASEAN+6, the effect of
ASEAN+3 on China becomes positive, and for ASEAN+6 reaches nearly $3 billion.
Hence, while the immediate gains from agreements with ASEAN and the other
economies might be small or even negative, the long-run gains are more likely to be
significant and positive. For Japan and especially the Republic of Korea, the gains
associated with ASEAN+3 and ASEAN+6 are orders of magnitude larger when capital
accumulation effects are taken into account. For India too, the small welfare loss
estimated for ASEAN+6 in the medium run is converted into a substantial gain
($8 billion, or 0.8 per cent of GDP) in the long run.
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In sum, once potential dynamic effects of trade reform are taken into
account, the expansion of ASEAN to ASEAN+3 and ASEAN+6 could be expected to
generate welfare gains that are much more substantial, in particular for China, the
Republic of Korea and some of the members of ASEAN. Consideration of dynamic
gains also converts several countries that in the initial set of simulations appeared to
be “losers” into “gainers”, most notably India.
The results of the final set of experiments on ASEAN expansion introduce
another potential channel for gains from trade reform, through trade facilitation. Of
course, trade facilitation is a general term, and is not explicitly modelled within GTAP
or any other CGE model of its class. So, it is necessary to try to get an idea of the
economic significance of trade facilitation through other mechanisms. One approach
might be to try to implement tariff equivalents. The alternative, which has been
adopted here, is to modify the productivity of transportation technology. GTAP
enables the productivity of the transportation activity to be altered at the bilateral
11
level. Hence, improvements in trade facilitation can be simulated through
improvements in transportation productivity between the liberalizing economies, i.e.
by lowering the cost of moving goods from one country to another.
Unfortunately, good data are not available on exactly how large an effect that
trade facilitation measures might have on transportation productivity, so these
simulations are inherently speculative. As described in the previous section, two
approaches have bee used. In the first, a simple shock has been chosen, a 10 per
cent improvement in the productivity of transportation at the bilateral level (in both
directions). This is roughly the level that matches aggregate changes in trade flows
between 2004 and 2010, after accounting for other changes at the macroeconomic
level. Hence, it is a reasonable benchmark. Although the results should be interpreted
cautiously, they do, at the least, help in understanding the relative magnitude of the
benefits associated with facilitating trade through improving the productivity of
transportation vis-à-vis tariff reductions.12
The results of the analysis (with a long-run closure), which are presented in
the last four columns of table 3, are quite striking. Although the trade facilitation
shock is small, the effect on economic welfare under each of the scenarios is quite
11

In principle, it is also possible to modify transportation technology by mode of transport. Future work
might usefully consider how differences in the mode of transportation across regions affect the results.
12

Another caveat is that achieving productivity gains is not generally costless, so the gains are different
from those associated with tariff reform. While some trade facilitation measures may be relatively
inexpensive (e.g. reducing paperwork requirements), others, such as improving road infrastructure,
obviously are not. One way of interpreting the marginal welfare effect is representing only the benefit side
of the calculation, which must be compared with external estimates of cost.

15

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

large. The results should be compared with the long-run results, since they include
the same dynamic gain mechanism. The inclusion of the productivity improvement
doubles the total gain to ASEAN members from ASEAN+3 and ensures that all
members of ASEAN benefit from the agreement in absolute terms. The most
substantial beneficiaries of trade facilitation, relative to the simulations without trade
facilitation, are Indonesia, Malaysia, Singapore and Thailand. Moreover, while the
benefits to Japan and the Republic of Korea under ASEAN+3 do not change
substantially, the gain to China is increased fourfold. A similar pattern holds with the
extension to ASEAN+6, larger and broader gains, with especially large (positive)
welfare effects for China, Malaysia and Singapore.
Taking into account the variation in trade costs (assumption 2, again with
a long-run closure) generates welfare effects that are considerably larger for most
economies, as presented in the last two columns of table 3. The alternative
assumption also tends to lower, though not eliminate, losses to non-members through
enabling them to take advantage of trade facilitation. Welfare results also tend to be
larger for developing economies than before, with less difference for developed
economies. This is what would be expected with adoption of best practices, since the
developed economies tend to be those with lower trade costs.
In summary, while not too much emphasis should be placed on the numbers
themselves, since they are speculative, the results do clearly indicate that even
modestly effective trade facilitation measures could make a dramatic difference to the
total economic benefits associated with ASEAN+3 and ASEAN+6, and could also go
a long way to ensuring gains by a broader regional spectrum of participants.
It is useful to consider more deeply exactly why the gain from relatively small
productivity changes can be so large relative to the gains from trade reform. Clearly,
there is the direct gain from the productivity improvement itself. Since this is
a rectangle not a triangle, the direct welfare effect of a productivity increase can be
large relative to the typical efficiency gains from tax removal. However, there are two
other major general equilibrium effects at work here. First, the trade facilitation
measures tend to encourage greater intraregional trade. This tends to result in a shift
in the terms of trade in favour of the liberalizing region. Second, these two effects
increase income (on average), some portion of which is invested, resulting in larger
capital accumulation gains in the steady state closure. The total effect of the trade
facilitation scenarios must reflect the cumulative impact of all three mechanisms.
The relative importance of each component can be formally examined by
using the welfare decomposition routines in GTAP. In table 4, the results of the
ASEAN+6 scenarios with the two trade facilitation assumptions have been presented
as differences in EV relative to the long-run scenario without any changes to
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Total (Rest of world)
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0.0

0.0
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India
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314.6

646.3
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3 170.2

China
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Total ASEAN
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243.0

Thailand

Viet Nam

52.8
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Philippines

Singapore
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-94.6
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-79.9
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946.6

99.8
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1.0
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1.0
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-1 002.0
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239.5

31.7

129.6

0.7
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5.4

Accumulation

Trade facilitation assumption 1

Malaysia

Lao People’s
Democratic Republic

25.7

581.6

Cambodia

Total

Indonesia

Country or area

(Millions of United States dollars, EV)

6 174.3

475.9

1 210.8

289.2

3 457.0

2 347.6

9 309.8

1 294.7

7 687.5

731.0

1 554.2

1 653.9

619.0

1 223.1

31.9

1 779.5

94.8

Total

0.0

0.0

620.6

99.7

1 738.9

869.8
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502.5

2 817.2

285.2

467.4

810.2

251.9

443.9

14.4

508.0

36.2

Productivity

2 610.7

192.2

-113.7

77.8

86.0

183.1

898.7

346.4

940.9
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-98.4

42.5

228.2

5.0

405.1

7.7

TOTa
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431.1

444.0
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997.7

723.8

4 759.6

229.9

2 903.4

178.3

507.4

824.1

263.9

385.8

5.2

699.4

39.5

Accumulation

Trade facilitation assumption 2

Table 4. Decomposing the effect of trade facilitation in ASEAN+6 expansion scenarios
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transportation productivity. The change has been broken down into components
representing the direct effect of the productivity shock, the indirect effect on the terms
of trade and the indirect effect on capital accumulation (the remainder represents
various effects, mostly indirect changes in allocative efficiency). In considering the
simple 10 per cent productivity shock first, for the ASEAN economies just over
a quarter of the welfare difference can be attributed to the direct effect, with nearly
40 per cent coming from terms of trade movements and nearly 30 per cent from
capital accumulation. For the other members, the direct effect is larger but still only
explains about 40 per cent of the difference, with the majority of the remainder
explained by increased capital accumulation. For the second scenario, approximately
40 per cent of the difference is the direct effect, 40 per cent from accumulation, and
roughly 10 per cent from terms of trade, for both ASEAN and other members, on
average. The larger productivity effect reflects the larger average productivity shock,
while the smaller terms of trade effect reflects the assumption that the shock applies
to all members’ trade and not only intramember trade, and therefore results in less of
a movement towards intraregional trade.
Compared with existing studies of ASEAN+3 and ASEAN+6, such as the
Comprehensive Economic Partnership for East Asia (CEPEA, 2008) report, the welfare
results in the present study are generally somewhat smaller than what has been
estimated in the past, although those for scenarios that include trade facilitation are
quite close and all are well within norms for CGE analysis. The main difference
between this study and earlier work is the updated tariff data. CEPEA (2008), for
example, is based on GTAP6 and does not make any adjustments to the tariffs.
Hence the tariffs used are at the 2001 level. As shown in table 2, these tariffs are
much higher than those in 2004 for a number of economies, notably China and India.
They are also substantially higher than those applying in 2010 for almost all of the
economies. Since the efficiency cost of any price intervention is (to a first order
approximation) proportional to the square of the intervention, the gains from removing
the 2010 tariffs would be expected to be lower than those from removing the 2001
tariffs. This just reflects the fact that a number of the economies in the region have
already captured some of the gains indicated in the earlier studies, through trade
liberalization over the last decade.
Deepening and consolidating
The next group of simulations addresses interesting questions. What are the
benefits of deepening existing agreements in the region by improving the degree of
trade reform among the members? How do they compare with the benefits of
encouraging existing agreements to consolidate into broader groupings? There are
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now a very large number of agreements in the ESCAP region, making the questions
highly relevant.
To shed some light on the issue a scenario is first considered in which
a subset of existing regional trading groups complete merchandise trade liberalization
among themselves (i.e. lower bilateral tariffs on merchandise trade to zero).13 Next the
case is considered where the “within group” tariffs are lowered, but the same groups
also lower tariffs between themselves, resulting in a single large FTA. In constructing
the exercise only a small sample of the agreements is considered to keep the analysis
manageable. These are PACER Plus, SAFTA, ASEAN and ECOTA.14 As with the
ASEAN scenarios covered in the previous section, the simulations were undertaken
with a medium-run closure, a long-run closure and with two alternative adjustments to
transportation technology, but for the sake of economy only the long-run results and
the results of one of the trade facilitation scenarios are presented. The results are
shown in table 5.
A number of interesting patterns emerge. First, even the long-run benefits of
completing all of these agreements (the first column in table 5) are estimated to be
quite modest in absolute terms, although the gains are relatively large for some of the
smaller economies countries when considered as a proportion of GDP (0.6 per cent
and 1.9 per cent for Kyrgyzstan and Azerbaijan, respectively, after removing remaining
tariff barriers among the members of ECOTA, 0.6 per cent for Viet Nam and 1.4 per
cent for Cambodia after removing remaining tariff barriers among the members of
ASEAN, and 0.6 per cent for Sri Lanka after removing remaining tariff barriers among
the members of SAFTA).15 The gains seem to be fairly broad-based, with most
member economies of the groups considered to be benefiting from completing
intraregional trade reform within their various groups.
What is most interesting, however, is that the effects are dwarfed by those
associated with consolidation, as presented in the second column of table 5. In the
case of PACER Plus, the gains are many orders of magnitude higher and, although
they are dominated by Australia in absolute terms, the Pacific island countries and
territories are by far the largest beneficiary relative to GDP (0.8 per cent). The total
gains to the ASEAN economies are increased threefold, driven by improvements in
economic efficiency in Indonesia and Malaysia. The gains to the economies
13

For more detailed scenarios of reform in SAFTA, see Gilbert and Oladi (2010).

14

For the regional groupings within each FTA, see table 5. It should be noted that Pakistan is in both
SAFTA and ECOTA.
15

As expected, the effects are even smaller in the medium-run scenarios. Consistent with the results of
the ASEAN+6 simulations, a medium-run loss in the scenarios for India is reversed once dynamic gains
are taken into account.
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Table 5. Welfare impacts of free trade agreement completion/consolidation
(Millions of United States dollars, EV)
Country or area

Completion
Australia

Long run with trade
facilitation

Long run
Consolidation

Completion

Consolidation

55.6

2 120.6

1 379.2

3 452.3

New Zealand

126.9

293.4

420.0

590.8

Pacific islands

12.9

210.6

333.2

533.5

195.4

2 624.6

2 132.4

4 576.6

Cambodia

97.3

94.0

199.2

195.5

Indonesia

295.4

725.7

2 147.5

2 603.1

10.0

7.2

43.1

40.1

488.7

3 542.8

1 780.9

4 864.8

Total PACER Plus

Lao People’s
Democratic Republic
Malaysia
Philippines

331.2

511.3

990.1

1 161.2

Singapore

661.5

1 354.9

2 509.6

3 218.2

Thailand

641.4

1 981.4

2 359.0

3 734.5

Viet Nam

368.7

534.2

1 235.5

1 404.1

2 894.1

8 751.5

11 265.0

17 221.3

-51.3

202.3

315.0

575.6

Total ASEAN
Bangladesh
India

1 110.4

12 609.9

3 324.4

15 012.3

Pakistan

384.6

133.9

943.3

688.0

Sri Lanka

177.4

558.2

514.8

891.3

Rest of South Asia

-92.4

-160.5

113.0

112.2

Total SAFTA

1 528.7

13 343.9

5 210.5

17 279.4

Kazakhstan

59.3

47.7

300.1

290.8

Kyrgyzstan

16.1

19.5

65.3

68.9

Rest of Central Asia
Azerbaijan
Iran (Islamic Republic of)

87.9

98.2

244.9

256.7

323.8

300.4

663.7

639.6

145.2

2 253.9

2 641.6

4 979.8

Turkey

1 436.9

2 248.4

3 119.4

3 924.3

Total ECOTA

2 453.9

5 101.8

7 978.2

10 848.1

Note:
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comprising ECOTA are less dramatic, but still more than double those available from
deepening trade liberalization within the region alone. For SAFTA the total gains from
deepening and consolidating are nearly nine times larger. The gains are, perhaps not
surprisingly, dominated by India in absolute terms, but the principal winner in the
SAFTA economies is Sri Lanka, with a gain of roughly 1.9 per cent of GDP in the
long-run consolidation scenario.
Again, the gains are also relatively broad-based in the sense that there are
few regions that are estimated to be worse off in the long run from either deepening
integration or deepening and consolidating. The lesson seems to be quite clear: the
long-run benefits of both deepening and consolidating existing trade agreements in
the ESCAP region are substantial, but consolidating is much more important than
deepening. Of course, this is pretty much what economic theory would lead one to
predict, but the simulations afford a striking insight into just how much more
important consolidation is relative to deepening.16
A result worth highlighting is that Pakistan is predicted to be better off under
the deepening scenario than under the consolidation scenario, in contrast to the
general pattern.17 This reflects what is sometimes called the “preference erosion”
effect, that is to say, Pakistan is a member of both SAFTA and ECOTA. Hence, in the
deepening scenario, Pakistan is liberalizing with respect to both of these groups and
gains preferential access to the markets of ECOTA relative to the other economies in
SAFTA. When shifting to the consolidating scenario, this preferential access
disappears, as the other members of SAFTA (and indeed the other groups) gain
access to the ECOTA market. Since the initial access preference was trade diverting,
the total welfare gain to the members of ECOTA rises, but the gain to Pakistan falls.
This hypothesis can be verified by checking the welfare decomposition; it is found
that there is indeed an improvement in the terms of trade for Pakistan in the
deepening scenario, which disappears in the consolidating scenario, which is exactly
what the preference erosion hypothesis would predict.
Table 5 (columns 3 and 4) also presents the long-run results with the second
adjustment to transportation productivity that had been discussed in section II. Since

16

It might be argued that the comparison used here is somewhat unfair in that the consolidation
scenario includes “within reform”, so that the marginal benefit, i.e. the benefit of consolidating alone, is
really the difference between the two sets of results. Making this adjustment does not change the broad
conclusion – the total estimated benefits to ASEAN members from consolidation alone are still more than
double those to be obtained from deepening; for SAFTA, they a nearly 8 times as large and for PACER
Plus more than 12 times as large. Only in the case of ECOTA are the benefits of deepening roughly similar
to those of consolidating.
17

This result holds in the medium-run simulations also.
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the mechanisms involved were discussed under the ASEAN scenarios, it is simply
noted here that, as in the previous simulations for ASEAN+3 and ASEAN+6, the
results clearly indicate that trade facilitation measures can make a dramatic difference
to the economic total benefits associated with trade liberalization and can help to
ensure gains by a broad regional spectrum of participants in trade reform.
Region-wide and multilateral reform
The final group of simulations involve a complete FTA consisting of all
ESCAP member economies and a complete multilateral trade liberalization
benchmark. Since the former can be interpreted as the effect of an “APTA II”, for
comparison purposes, the effect of completing liberalization among the current
members of APTA18 is also considered. The purpose of the simulations is not
necessarily to suggest that they are a likely outcome, in particular given the current
difficulties with multilateral trade negotiations, but rather to provide a deeper
understanding of the degree to which the regional configurations that we have
explored are capturing available gains. The long run results with and without a trade
facilitation adjustment are presented in table 6.
First, the implications of completing APTA should be considered. In the
medium run, it was found that most of the gains accrued to the Republic of Korea and
that these were dominated improvements in the terms of trade, driven by the
manufacturing sector. The Republic of Korea was followed by China, with smaller
gains and/or losses experience by other members. The losses were reduced or
eliminated for most economies in the long run (column 1), but gains remained
dominated by the Republic of Korea. Completion of APTA was also considered by
Gilbert and Wahl (2002). While the regional pattern of results was similar, the
magnitude of the gains was considerably larger in the earlier study. As with ASEAN+3
and ASEAN+6, however, the earlier study used much older data, so the difference
largely reflects the effect of reductions in the pre-existing tariffs.19
The results are quite different when potential trade facilitation effects
are accounted for, in particular under assumption 2 (adoption of best practices,
column 4). While the gains for the Republic of Korea are still large, all members
benefit, with substantial gains as a percentage of GDP for Sri Lanka (2.4 per cent) and
the Lao People’s Democratic Republic (1.2 per cent), and moderate gains for
Bangladesh, China and India (0.7, 0.6, and 0.5 per cent, respectively). This outcome
18

Bangladesh, China, India, the Lao People’s Democratic Republic, the Republic of Korea and Sri
Lanka. Mongolia is currently in the accession process, so it is not included in the simulation as it is not
identified within GTAP7.1.
19
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Table 6. Long-run welfare impact of ESCAP free trade agreements/
multilateral benchmark
(Millions of United States dollars, EV)
Long run

Country or area
APTA
Australia
New Zealand
Pacific islands
China

APTA II

Long run with trade facilitation
Global

APTA

APTA II

Global

-235.9

5 461.1

4 176.3

90.1

6 696.3

5 370.2

-50.5

658.8

1 081.8

-26.0

923.9

1 323.1

-7.6

213.7

69.5

41.5

526.2

381.2

-997.5

7 487.1

28 358.6

9 721.8

15 901.3

36 234.8

Hong Kong, China

-303.5

160.1

1 588.8

-77.5

1 219.3

2 603.2

Japan

-680.1

19 367.7

25 940.8

-666.8

22 383.7

28 384.7

16 443.8

31 553.5

40 917.3

18 273.4

32 432.8

41 464.7

-557.2

13 181.6

17 704.7

490.3

10 697.3

13 134.8

Cambodia

-2.4

153.4

299.2

2.4

246.0

391.0

Indonesia

-99.3

447.6

2 759.3

146.3

2 202.3

4 481.0

-5.4

8.2

-9.0

28.9

40.0

22.5

-167.7

5 209.0

5 983.5

106.5

6 420.5

7 206.1

12.5

430.2

1 062.0

48.4

1 018.6

1 631.6

Singapore

-222.6

417.9

557.4

43.8

1 882.8

1 798.2

Thailand

-302.8

2 959.9

5 383.1

-243.6

4 460.0

6 824.3

Viet Nam

-127.5

1 604.3

3 731.1

-51.3

2 336.8

4 484.4

Rest of South-East Asia

6.7

119.4

406.1

57.7

318.6

618.1

Bangladesh

8.4

319.0

614.2

399.1

670.2

946.9

Republic of Korea
Rest of East Asia

Lao People’s
Democratic Republic
Malaysia
Philippines

India

334.7

11 012.2

23 705.0

2 915.6

13 104.2

25 623.7

Pakistan

-131.4

-1 337.2

-393.8

-106.3

-808.3

99.1

Sri Lanka

151.0

490.7

623.7

504.1

799.6

932.2

Rest of South Asia

-50.2

-204.8

-255.9

-7.1

-40.6

-97.4

Kazakhstan

-2.9

222.4

1 146.9

30.6

458.2

1 381.4

Kyrgyzstan

-3.3

44.4

-14.3

8.7

89.9

29.8

Russian Federation

160.0

2 459.3

11 565.6

247.7

4 712.6

13 752.6

Rest of Central Asia

7.0

193.2

466.4

29.0

348.4

626.8

-0.4

22.5

14.7

-2.7

42.8

32.8

Azerbaijan

6.6

163.9

42.7

18.6

479.1

329.3

Georgia

1.0

3.8

196.6

-1.2

42.3

238.1

29.7

4 485.4

8 643.2

568.5

7 124.1

11 430.9

Armenia

Iran (Islamic Republic of)
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Table 6. (continued)
Long run

Country or area
APTA
Turkey

APTA II

Long run with trade facilitation
Global

APTA

APTA II

Global

-150.1

2 080.4

2 769.4

-223.2

3 504.8

4 086.1

United States

-1 003.8

-4 403.7

-9 003.0

-834.2

-3 940.3

-7 168.7

EU-27

-1 116.2

-9 461.6

36 335.1

-2 774.3

-12 561.2

36 535.5

984.0

3 629.6

89 866.2

2 030.5

8 328.9 102 590.3

Rest of world
Total (ESCAP region)

13 593.7

102 894.7 180 602.3

31 910.3

129 982.3 203 529.7

Total (World)

11 927.2

99 152.8 306 333.3

30 789.1

132 061.2 347 723.4

Note:

Pacific islands refers to all countries in Oceania except Australia and New Zealand. EU-27 refers to the
27 current members of the European Union.

suggests that trade facilitation measures should be a major component of APTA for
the purpose of increasing the total benefits and evening out their distribution.
The implications of a more comprehensive ESCAP-wide FTA should now be
considered. In the medium run, it was found that total static gains for ESCAP
members from such an agreement are about $25 billion. However, the gains were very
unevenly distributed. All of the member economies of SAFTA were estimated to lose
under the scenario, as would many of the smaller economies of ASEAN (Cambodia,
the Lao People’s Democratic Republic and the Philippines) and, importantly, China.
The gains were concentrated in the larger economies of East Asia, most notably the
Republic of Korea, and of South-East Asia (Indonesia and Malaysia). As in previous
simulations, however, the picture changes significantly in the long run (column 2). The
overall static gains are much larger at approximately $100 billion, and are also much
more evenly distributed. While the Republic of Korea continues to do well under this
scenario, the estimated gains for all ESCAP members except Pakistan are positive,
and exceed 1 per cent of GDP for Azerbaijan, Cambodia, India, the Islamic Republic
of Iran, Kyrgyzstan, Malaysia, Sri Lanka, Thailand and Viet Nam. Adding the trade
facilitation changes to the scenario increases the estimated gains still further
(column 5).
In comparing the results to the results of the scenarios so far, two important
points emerge. First, the total welfare gains associated with an ESCAP-wide
agreement are substantially larger than those associated with any of the other
scenarios that have been considered. Perhaps the best comparison point is
ASEAN+6, which also involves a large number of ESCAP members. The total gains for
ESCAP members in ASEAN+6 in the long run are approximately two thirds of the size
of the ESCAP-wide agreement. In the next broadest coverage, the consolidation
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scenario involving ASEAN, ECOTA and SAFTA, the long run gains are approximately
one quarter of the size of the gains associated with the ESCAP-wide FTA. Thus, these
scenarios leave a lot of economic welfare on the table relative to a broader
agreement.20 Perhaps as importantly, they also create a number of losers. The ESCAP
members that are not included in these agreements are, as a general matter,
estimated to suffer welfare losses as a consequence of an agreement between only
a subset of ESCAP economies. This is exactly what theory would lead one to expect,
countries which are excluded from FTAs tend to be hurt.
The multilateral benchmark scenario gives an indication of how much of the
total available gains from trade liberalization can be achieved through regional trade
reforms. As has been seen, the largest gains for the ESCAP region are under an
ESCAP-wide FTA in the long run. The total gains available are approximately half
those available through complete multilateral trade reform (column 3). Moreover, for
a number of ESCAP economies, the benefits of multilateral trade reform are
substantially larger than those associated with preferential reform, even on a grand
scale as with APTA II (see, for example, China, India, Indonesia, the Republic of
Korea, the Russian Federation, Thailand and Viet Nam). Moreover, the gains within the
ESCAP region appear to be quite broad-based under multilateral reform. Perhaps the
policy implication is not that multilateral trade reform should be pursued at the
expense of regional trade reform – that ship appears to have already sailed – but
rather that for many of the ESCAP economies extraregional trade remains vitally
important. Hence, concurrently with intraregional trade negotiations, it makes sense
to continue with extraregional trade negotiations, in particular with the United States
and the European Union (e.g. ASEAN-European Union, Republic of Korea-European
Union, Republic of Korea-United States and more recently the Trans-Pacific
Partnership).
Regional trade reform and international trade flows
While the discussion has been concentrated on overall economic welfare
effects of trade reforms, one of the great advantages of CGE methods is that they can
generate insights into the economic effect of policy changes on the entire economic
system. In tables 7 and 8, data have been presented on the estimated percentage
changes in the total value of exports under the various scenarios considered in this
paper. Table 7 contains the results under a long-run closure, with no adjustment for
possible trade facilitation effects, while in table 8 the results have been presented with
the second trade facilitation assumption.

20

Of course, the difficulty of implementing an FTA on this scale should not be underestimated.
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Table 7. Long-run change in the value of total exports
(Percentage change)
Country or area

ASEAN+3

ASEAN+6

Completion

Consolidation

APTA

APTA II

Global

Australia

-0.4

5.0

0.0

1.7

5.2

4.8

-0.2

New Zealand

-0.3

2.1

0.5

1.3

2.8

4.3

-0.2

Pacific islands

-0.2

-0.5

2.8

4.5

5.2

5.4

0.0

3.3

3.8

-0.1

-0.2

5.6

9.8

1.7

-0.8

-0.8

-0.1

0.0

0.0

0.9

-0.3

3.1

3.7

-0.1

-0.1

4.7

6.5

-0.2

China
Hong Kong, China
Japan
Republic of Korea

8.3

8.9

-0.1

-0.1

10.2

14.4

5.7

Rest of East Asia

-0.3

-0.5

0.0

-0.1

2.0

6.3

-0.2

4.9

4.5

6.3

6.4

9.7

13.1

-0.1

Cambodia
Indonesia

0.9

2.3

0.4

3.0

3.9

6.1

-0.2

20.2

20.1

21.6

21.5

20.9

19.4

2.4

Malaysia

0.7

1.6

0.7

3.1

5.2

6.4

-0.2

Philippines

0.9

0.8

1.5

2.1

4.3

6.0

0.0

Singapore

0.5

0.4

0.6

1.2

0.1

-0.7

-0.3

Lao People’s
Democratic Republic

Thailand

1.8

1.7

1.6

3.3

7.7

11.7

-0.3

Viet Nam

2.1

1.9

2.0

2.5

13.3

24.1

-0.3

Rest of South-East Asia

-0.2

-0.4

0.0

-0.1

1.8

5.7

-0.1

Bangladesh

-0.3

-0.4

8.9

17.7

28.5

29.5

19.9

India

-0.3

14.3

1.5

15.0

18.4

31.3

4.1

Pakistan

-0.6

-1.2

2.6

7.8

13.2

20.3

-0.4

Sri Lanka

-0.2

-0.5

3.6

8.2

8.1

11.5

3.8

Rest of South Asia

-0.2

-2.3

15.2

16.2

16.6

16.2

-1.0

Russian Federation

-0.1

-0.1

0.0

-0.2

1.5

4.6

0.0

Kazakhstan

-0.2

-0.1

0.4

0.4

1.2

3.8

-0.1

Kyrgyzstan

-0.2

-0.1

1.0

1.7

4.5

2.8

-0.1

0.0

0.0

1.5

1.6

2.0

3.6

0.0

-0.1

-0.2

-0.1

-0.2

2.3

7.9

0.0

0.0

-0.1

7.6

7.7

5.3

5.2

0.0

-0.2

-0.2

0.0

-0.1

0.3

8.4

0.0

0.0

0.0

1.8

5.9

9.4

16.3

0.0

-0.2

-0.3

1.4

3.0

3.6

5.7

-0.1

Rest of Central Asia
Armenia
Azerbaijan
Georgia
Iran (Islamic Republic of)
Turkey
United States

-0.3

-0.4

0.0

0.0

-0.7

2.6

-0.1

EU-27

-0.2

-0.2

0.0

-0.1

-0.5

1.5

-0.1

-0.2

-0.3

0.0

-0.2

-0.8

8.5

-0.1

Rest of world
Note:
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Table 8. Long-run change in the value of total exports with trade facilitation
(Percentage change)
Country or area

ASEAN+3

ASEAN+6

Completion

Consolidation

APTA

APTA II

Global

Australia

-0.3

5.6

0.7

2.3

5.7

5.2

-0.1

New Zealand

-0.3

2.7

1.1

1.8

3.2

4.7

-0.2

Pacific islands

0.0

-0.3

3.8

5.7

6.2

6.4

0.0

China

4.2

4.7

0.0

-0.2

6.4

10.6

2.7

Hong Kong, China

-0.6

-0.7

-0.1

-0.1

0.4

1.3

-0.2

Japan

3.6

4.1

-0.1

-0.1

5.1

6.8

-0.2

Republic of Korea

8.6

9.2

-0.1

-0.1

10.5

14.7

6.1

Rest of East Asia

0.0

-0.1

0.0

0.0

3.3

7.6

0.0

Cambodia

6.9

6.4

8.4

8.5

11.6

14.8

-0.2

Indonesia

2.4

3.9

2.0

4.6

5.4

7.6

0.0

22.1

21.9

23.6

23.4

22.7

21.2

4.1

Malaysia

1.6

2.5

1.6

4.0

6.1

7.3

0.0

Philippines

1.6

1.5

2.3

2.9

5.0

6.6

0.0

Singapore

2.2

2.0

2.4

2.9

1.6

0.7

0.0

Lao People’s
Democratic Republic

Thailand

3.2

3.0

3.1

4.9

9.0

13.0

-0.3

Viet Nam

3.7

3.4

3.8

4.3

14.9

25.8

-0.3

Rest of South-East Asia

0.7

0.7

0.7

0.6

3.4

7.4

0.3
22.3

Bangladesh

-0.1

-0.2

10.8

19.9

30.7

31.7

India

-0.3

15.5

2.5

16.3

19.6

32.4

5.2

Pakistan

-0.6

-1.2

3.9

9.2

14.6

21.7

-0.5

Sri Lanka

-0.1

-0.3

5.2

10.0

9.6

13.1

5.5

Rest of South Asia

-0.3

-2.2

16.5

17.7

17.9

17.5

-0.8
-0.1

Kazakhstan

-0.1

-0.1

1.0

1.0

1.7

4.3

Kyrgyzstan

-0.1

-0.1

2.5

3.1

5.8

4.1

0.0

Russian Federation

-0.1

-0.2

0.0

-0.2

2.1

5.1

-0.1

Rest of Central Asia
Armenia
Azerbaijan
Georgia
Iran (Islamic Republic of)
Turkey

0.0

0.0

2.3

2.5

2.7

4.4

0.0

-0.3

-0.5

-0.2

-0.3

3.0

8.5

-0.2

0.0

-0.1

10.9

11.0

8.2

7.7

0.0

-0.3

-0.4

0.2

0.1

1.2

9.4

-0.1

0.2

0.6

3.8

8.3

11.6

18.9

0.4

-0.3

-0.4

2.5

4.1

4.5

6.6

-0.2

United States

-0.3

-0.4

-0.1

-0.1

-0.7

2.8

-0.2

EU-27

-0.3

-0.4

-0.1

-0.1

-0.7

1.4

-0.2

-0.3

-0.4

-0.1

-0.2

-0.9

8.7

-0.2

Rest of world
Note:

Pacific islands refers to all countries in Oceania except Australia and New Zealand. EU-27 refers to the
27 current members of the European Union.
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In the ASEAN expansion scenarios, the simulations predict substantial
growth in trade for the economies involved, with the strongest growth being for
developing economy participants, including India (in ASEAN+6), the Republic of Korea
and especially the Lao People’s Democratic Republic. The strongest export growth for
the latter continues through all the scenarios, except the multilateral benchmark. This
suggests that the Lao People’s Democratic Republic would be a particularly strong
beneficiary of regional preferences in the preferential scenarios. On the other hand, it
appears that export growth for some of the other smaller economies, such as
Bangladesh, would be stronger under broader agreements.
As expected, trade facilitation measures increase the predicted changes in
export values and, if applied to all trade, have a role to play in mitigating the potential
for the trade diversion effects of regional trade policy reforms. In the ASEAN
expansion scenarios, trade facilitation appears to be especially significant in terms of
increasing international trade for the more developed members of the ASEAN
(Indonesia, Malaysia, Singapore and Thailand), where tariffs are lower.

IV. CONCLUDING COMMENTS
The results of a number of CGE-based numerical simulation exercises have
been presented in this paper. As with all CGE studies, the modelling cannot capture
all of the possible economic effects that might matter. A limitation of the modelling in
this paper is that perfectly competitive markets have been assumed throughout, as in
most CGE studies. Studies that do incorporate imperfect competition tend to
generate welfare estimates that are roughly double those of competitive models (see
the surveys of Scollay and Gilbert, 2000; Gilbert and Wahl, 2002; Francois and Martin,
2010). Hence, the estimates presented here are probably conservative.21
Another reason that the model results are probably conservative is that only
merchandise trade liberalization is considered. Many new regional trade agreements
do contain provisions for liberalizing trade in services, although it is not always clear
to what extent they are effective. The mechanisms for incorporating services trade

21

Recent developments in the pure theory of international trade are also aimed at explaining the
extensive margin phenomenon by introducing firm heterogeneity. Zhai (2010) presented a CGE model
based on the Melitz (2003) framework, and examined the relative importance of the intensive and
extensive margins in trade expansion following trade liberalization and a reduction in fixed trade costs.
Caliendo and Parro (2010) generalized the Eaton and Kortum (2002) model by adding multiple sectors
and countries, and incorporating trade in intermediate goods and the interaction across tradables and
non-tradables. While these “new new” models tend to be used to predict greater changes in the volumes
of trade, the welfare results tend to be similar to those of existing models (see Arkolakis, Costinot and
Clare, 2012).

28

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

liberalization into CGE models are still unsettled. One possibility is to use tariff
equivalents (e.g. Fontagne, Guillin and Mitaritonna, 2011). However, it is not clear that
services trade barriers really affect trade in the same way as tariffs affect merchandise
trade. Dee (2010), for example, argued that it is better to model the reform in terms of
productivity enhancements. Her work on the Asia-Pacific Economic Cooperation
(APEC) economies indicates productivity gains in the region of 2-14 per cent. Clearly,
this approach is closely related to the trade facilitation question. As has been seen,
even small productivity changes can have quite dramatic welfare effects. Hence, to
the extent that it is possible to realistically assume that effective service trade
liberalization will in fact be a part of the agreements, the results presented here again
probably understate the potential benefits. This would be a useful area for future
research.
Bearing these caveats in mind, the results generate some interesting policy
insights. First, once potential dynamic effects of trade reform are taken into account,
the expansion of ASEAN to ASEAN+3 and ASEAN+6 generates substantial welfare
gains for China, the Republic of Korea and most of the members of ASEAN.
Furthermore, even modest trade facilitation measures might be effective in expanding
those gains. However, might be expected, ESCAP members that are not included in
the agreements are, as a general matter, estimated to suffer welfare losses. Second,
there are substantially larger gains (in most cases several orders of magnitude) in the
long run from consolidation of existing trade agreements into larger groups relative to
deepening the agreements only by removing internal tariffs. The gains are also
relatively broad-based in the sense that there are few areas within the ESCAP region
that are estimated to be worse off in the long run from either deepening integration or
deepening and consolidating. Third, the total welfare gains associated with an
ESCAP-wide agreement are substantially larger than those associated with any of the
other scenarios except full multilateral reform. Hence, other regional trade reform
scenarios, while perhaps generating important welfare gains, still leave a lot of
potential gains on the table relative to a broader agreement. Fourth, for many of the
ESCAP economies, though not all, the benefits of multilateral trade reform are
substantially larger than those associated with preferential reform, even on an
ESCAP-wide scale. Moreover, the gains within the ESCAP region appear to be quite
broad-based under multilateral reform. This suggests that, for many of the ESCAP
economies, extraregional trade remains vitally important, and concurrent with
intraregional trade negotiations, it makes sense to continue with extraregional trade
negotiations, in particular with the United States and the European Union. Fifth, these
results generally apply also to the least developed economies in the region
(Bangladesh, Cambodia and the Lao People’s Democratic Republic). These countries
would benefit from regional economic integration, in particular where coverage of the
agreements is relatively broad. There are two caveats, however: the gains tend to be
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much more substantive in the long run, suggesting that adjustment assistance may
be helpful for this group. More importantly, trade facilitation seems to be particularly
important for this group of economies, suggesting that investing in trade facilitation
might be an especially effective means for reducing the vulnerability of this group of
economies to external shocks.
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DYNAMICS IN HUMAN DEVELOPMENT:
PARTIAL MOBILITY AND “JUMP”
Atanu Sengupta and Abhijit Ghosh*

Development economists have argued that interesting dynamics exist in
the intergroup movement of countries in terms of several development
parameters. However, standard mobility measures are aggregative in
nature. They do not study intergroup variation in mobility. In an earlier
paper, we have introduced the concept of partial mobility for analysing
the movement of a particular group. In this paper, the degree to which
the group has progressed (or declined) from its current position is
measured. It is argued that any movement is not sufficient to enhance
(or worsen) a group’s welfare. There is a perceived threshold, and any
movement above that threshold may be defined as “jump”. The focus of
this paper is jumps, not just mobility. Jump is characterized with a set of
axioms. The analysis of global data reveals that the poor countries fail to
cross a threshold level, although there may be some limited movement
within a narrow limit.

JEL Classification: O130, O400, O160, I310.
Key words: Human development, mobility indices, welfare implications.

I. INTRODUCTION
When an aggregative macro change is considered, it generally shields
microscopic changes. For example, when considering the expansion of per capita
gross domestic product (GDP), the movement of income of several subgroups is
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generally relegated to the background (Quah, 1993; Baulch and Hoddinott, 2000;
Basu, 2001). Similarly, consideration of the human development of a country generally
blurs the view of how various subsections fare in terms of human entitlement (Grimm
and others, 2010).
There are two ways in which this dilemma may be mitigated. One is the
standard “inequality adjusted” growth rate and directional mobility indices 1
(Demuynck and Van de Gaer, 2011) and the other, the concept that is pursued here.
The standard literature reveals some sort of additivity of individual positions
(or decomposability of the aggregate into individual parts). In fact, the subgroup
decomposability axiom basically declares this aspect in a precise mathematical way.
The other is the “partial approach”2 based on positional objectivity (Sen, 1993), which
denies such decomposability or additivity, although accepts differences in opinion
about changes that may not be additive or decomposable in a direct way. However,
such differences in viewing dynamics would be reflected in the social choice decision
rule.
The concern here is the dynamics of human development as indexed by
mobility measures. However, mobility indices summarize the transition probabilities as
represented by a transition matrix, but there are two deficiencies in using these
indices. First, these are directionless and hence ethic neutral. They simply state the
intensity (or probability) of movement without inferring whether the movement is for
better or worse. Second, they are aggregate; there is no scope for observing the
mobility of a particular group or subset of observations. In fact, these two
perspectives are correlated. Aggregate ethical indices have very little significance
except its connection with individual welfare (Sen, 1993). Partial mobility indices
were developed by the authors to bring out these concerns (Sengupta and Ghosh,
2010).
It is possible to show that, even though a unique scalar mobility index that
captures the so-called concrete reality – “the view from nowhere” (Sen, 1993) – may
exist, agent-relative evaluations can be captured by partial mobility indices. Examples
used there also showed that these agent-relative views might widely differ from each

1
2

There is a long list of literature. For details, see Demuynck and Van de Gaer (2011).

A very similar approach is the “spatial partial approach” that has been in use in the Public Facility
Location models (Nijkamp, 2000).
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other as well from that aggregative (or absolutist) view.3 In the paper, positive and
negative movement is identified from a different positional standpoint.
There are two objectives in the present paper. First, the axiomatic framework
of Sengupta and Ghosh (2010) is generalized. Further, an attempt is made to develop
a new concept of partial mobility, which is denoted as “JUMP”. The concept of jump
implies certain “lumpiness” in the partial mobility indices. The intention of the authors
is simple: partial mobility of different cross-sectional units may be considered over
a pre-specified time period. It may then be seen whether the mobility is substantial
enough to warrant a change (increase or decrease) in welfare, which brings one to the
notion of jump. For example, if two countries, “A” and “B”, having literacy rates 20 per
cent and 90 per cent, respectively, are considered for, say, a 20-year period, it is
simply not enough to judge whether literacy has improved. The rate of change should
also be known. For country B with the 90 per cent literacy rate, a small rise is
acceptable. This is not the case for country A. A threshold level may be set for
country A; it should jump (cross at least this threshold level) to produce sustainable4
improvement in literacy. Any other change is illusive.5
There may be various reasons for this. Basically it is implied that there are
certain ranges over which the partial mobility measures become insensitive to
changes. This is not a problem of redefinition of classes – deciles, percentile or
otherwise. It exists in the absolute valuation. It is possible to define classes that
outstrip the problem. However, the problem remains. The question merely boils down
to this: How does one define classes so that the insensitivity is avoided?
In this paper, an attempt is made to build an axiomatic framework
incorporating such jumps. The method is then applied to a global data set to illustrate
this difference between mobility and jump, and its implications for human welfare.
3

In fact, a good example may be extracted from Dasgupta (2008), who considered the story of two
girls: Becky in a suburban town in the American Midwest and Desta in rural Ethiopia. He argued that the
lives of these two girls (who are “intrinsically very similar”) are so distinct from each other (Desta is well
embedded in household chores and hopes to be a housewife as is her mother, while Betty aspires to be
a physician and hopes to live a life much richer than that of her parents) that they could be imagined to be
living in different worlds. In conclusion, Dasgupta (2008) asserted, “In this article, I have used Becky’s and
Desta’s experiences to show how it can be that the lives of essentially very similar people can become so
different”. What is important here is that these otherwise identical girls differ in one crucial aspect – they
are in different positions and thus experiencing differential mobility rates. Much like the relativistic twins of
Einstein, the time flows for one at a fast pace and for the other, at a snail’s pace, if at all, giving rise to the
“twins paradox”.
4

In a sense, no change is truly sustainable because there is always the possibility of falling back. One
can consider the case of a sudden stock market crash. However, such possibilities are remote.
5

One can use any other name such as “pace of poverty reduction”. However, any such measure
should be necessarily discrete. No continuous measure could serve this purpose.
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The paper is divided into five sections. In section II, there is a very brief
discussion of the new framework. In section III, the framework is extended to
incorporate a new dimension – the deterioration in relative position. Section IV
contains an empirical illustration using the state-level performance of India in the
context of human development according to the authors’ approach. Section V
contains conclusions on the findings.

II. A BRIEF REVIEW OF THE PARTIAL MOBILITY AND JUMP
Conceptualizing partial mobility
The Human Development Index is constructed from a set of available data
regarding the socioeconomic profile of a country. In order to evaluate positional
mobility in human development, the first target is to transform these data into
grouped data.6 In any given time period t, it is possible to arrange these values (eit )
into intervals of equal length (dit ) starting from the lowest level (lowest value of eit ) to
the highest (eit = eimax ). It is then possible to construct a transition probability matrix
or mobility matrix between two time periods t and t + τ with τ > 0. The transition
probability is defined as:

(

|

pjj l = Prob eit+τ ∈ djtl+τ eit ∈ djt
where

Σp

jj l

)

(1)

= 1.

jl

The transition probability (pjj l ) shows the probability of an observed unit moving from
the jth class to the j lth class during the time span τ.
The relevant mobility matrix (P) (assuming that there are k intervals) may thus
be written as:

6

In Sengupta and Ghosh (2010), partial mobility was stated in a relativistic framework. In the present
paper, also for empirical exercise, the authors have used that same framework. However, the partial
approach developed does not depend on such a relativistic framework. It can be easily defined on the
absolute space with the same set of axioms proposed. The emphasis is on partiality and not on relativity
or positionality. It is however true that negative mobility is more often found in a relative framework.
Absolute decline in human development is rare in normal circumstances, although it may appear in
conditions of social or natural turbulence, such as war, famine and ethnic conflict. The idea of jump, on
the other hand, is very relevant for the absolute case. Hence, it would be wise to keep the underlying
framework open so that the researcher may adopt the partial or absolute approach according to his or
her requirements.
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p11 p12 ...... p1k
p21 p22 ...... p2k

… …

P=

(2)

pk1 pk2 ...... pkk
The mobility index is now defined as:

|

M (P) = f (p ij , i, j = 1, 2, ...... k pij ∈ P)

(3)

The mobility index can capture relative movements that are outside the purview of
growth rate. However, there is no unique way of transforming a mobility matrix into
the scalar index. A number of mobility indices are proposed in the literature
(Shorrocks, 1976; 1978; Bhattacharya, 1995; Fields, 2001). Mobility is defined in
different contexts (Fields, 2001). However, since this paper uses positional mobility,
the axioms in matrix notation are retained.
The definition of mobility index provided in equation (3) spans the entire
domain of P. This is surely not always desirable. The case discussed by Bhattacharya
(1995) may be considered. He discussed mobility across different employment
intervals or spells (proportion of time a person gets regular employment within
a stipulated time, such as total hours within a working day, total days within a month
or year). Instead of concentrating on all the different types of employment spells, from
the human development perspective a subset of spells (preferably at the lower end)
may be considered. This may produce a new type of mobility index that may be called
a subset mobility index:

|

SM (P) = f (p ij , i, j = 1, 2, ...... k pij ∈ P & i"≤ i ≤ i')

(3a)

This measure is still not ethical. It is neutral as to whether one moves to
a higher cell or to a lower cell. An ethical upward mobility index may be defined as:

|

EM (P) = f (p ij, i, j = 1, 2, ...... k pij ∈ P & i < j)

(3b)

This is a stricter version of EM(P). A weaker version posits i ≤ j. A downward ethical
mobility index can be similarly defined. While the definition (3) is clear, it is not so with
definition (3a). In the aggregate ethical mobility index EM(P), some sort of utility
comparisons that may not be always tenable are inherently assumed.
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A subset mobility measure involving the ethical dimension can be designated
as subset ethical mobility indices, which is:

|

SUM (P) = f (p ij, i, j = 1, 2, ...... k pij ∈ P & i"≤ i ≤ i' & i < j)

(3c)

This is a stricter version of SUM(P). A weaker version posits i ≤ j. A downward subset
mobility index can be similarly defined. Gang, Landon-Lane and Yun (2002) proposed
a measure of upward and (downward) mobility that captures average conditional
probability of moving to a higher class. However, the terms upper and lower must be
properly interpreted. An upward movement does not automatically imply a rise in
human welfare and vice-versa. For instance, in the example above, if an attempt had
been made to find mobility across unemployment spells rather than employment
spells, a movement to an upper cell would obviously imply a fall (rather than a rise) in
human welfare.
Sengupta and Ghosh (2010) tried to move to a more disaggregate level. They
introduced the concept of partial mobility indices with directional element. In their
analysis, each interval (or class) represents a particular section. Since each row
corresponds to an interval at the time period t, mobility with respect to a row marks
the movement of that interval over the entire time point. They defined positive,
negative and net partial mobility indices as follows:

|
, i , j = 1, 2, ...... k|i = i' & i > j)

M +i (P) = f (p i' l j , i l , j = 1, 2, ...... k i = i' & i < j)

(4a)

M –i (P) = f (p i' l j

(4b)

l

NMi (P) = M+i (P) – M –i (P)

(4c)

A positive partial mobility index captures improvement in position. Negative
mobility, on the other hand, indicates a deterioration in position. Net mobility indices
capture the net effect. Net mobility shows the difference between the probability of
improvement and that of deterioration. For example, if a unit lies in a certain cell, there
are possibilities for improvement and deterioration. However, what is the net change
in welfare that can be expected? Net mobility provides an answer to this question.
However, in defining these new indices, the axiomatic structure is also
reformulated. A set of axioms was postulated by Sengupta and Ghosh (2010) to
define these partial indices (Sengupta and Ghosh, 2010). These are briefly discussed
here. The normalization axiom (NO) (Shorrocks, 1978) constraining mobility indices
between zero and unity are applicable for both positive and negative mobility. For net
mobility, the absolute value is constrained.
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Monotonicity (MO) is an important axiom. It relates the direction of change in
the mobility index to the nature of P. In Shorrocks (1978), a matrix with very high
number on the diagonals indicates low mobility. Conversely, a matrix that has the
same numbers in every entry, given that the number must sum to 100 along each row,
shows an extraordinarily high rate of mobility. However, these concepts are to be
radically altered in the new framework. The concepts are generalized here
symbolically as follows:
(a)

(MO): If the off-diagonal entries of matrix P is greater than or equal to
the corresponding off-diagonal elements of matrix P1, then M(P) ≥
M(P1) (Shorrocks, 1978);

(b)

(SMO): If MO refers to a subset of rows (but not necessarily the
entire matrix), this produces “subset monotonicity” (SMO);

(c)

(PMO): If MO is applied to a single row, this produces “partial
monotonicity” (PMO);

(d)

(MO+): If the right off-diagonal entries of matrix P are greater than or
equal to the corresponding off-diagonal elements of matrix P1, then
M(P) ≥ M(P1);

(e)

(SMO+): If MO+ is applied to a subset of rows (but not necessarily
the entire matrix), this produces subset positive monotonicity
(SMO+);

(f)

(PMO+): If MO is applied to a single row, this produces partial
positive monotonicity (PMO+) (Sengupta and Ghosh, 2010);

(g)

(MO-): If the left off-diagonal entries of matrix P are less than or
equal to the corresponding off-diagonal elements of matrix P1, then
M(P) ≥ M(P1);

(h)

(SMO-): If MO- is applied to a subset of rows (but not necessarily the
entire matrix), this produces subset negative monotonicity (SMO-);

(i)

(PMO-): If MO- is applied to a single row, this produces partial
negative monotonicity (PMO-) (Sengupta and Ghosh, 2010).

Aggregate measures such as EM(P) satisfy MO+ and a similarly defined negative
index will satisfy MO-. The subset measure SM(P) will satisfy SMO and positive
subset measure SUM(P) satisfy SMO+.7 Also, a neutral partial measure (Mi(P)) defined
as:

|

M i (P) = f (p i' l j , i l , j = 1, 2, ...... k i = i')
7

(3d)

A similarly defined negative subset mobility index will satisfy SMO-.
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satisfies PMO.8 It is clear M+i (P) that satisfies PMO+ while M_i (P) satisfies PMO-.

Pex =

0.8

0.1

0.1

0.2

0.2

0.6

0

0.7

0.3

Pex1 =

0.8

0.1

0.1

0.2

0.1

0.7

0

0.8

0.2

(a)

By MO (Shorrocks, 1978), the first matrix has lower mobility;

(b)

By MO+, the first matrix has lower mobility;

(c)

By MO-, the first matrix has higher mobility;

(d)

By PMO, the second and third row of the first matrix have lower
mobility;

(e)

By PMO+, the second row of the first matrix has lower mobility;

(f)

By PMO-, the third row of the first matrix has higher mobility.

The case of perfect mobility (PM) and immobility (PI) is similar. For perfect mobility,
the authors argue that:

8

(a)

(PM): If P has identical rows, M(P) = 1 (Shorrocks, 1978);

(b)

(SPM): If for a subset of rows (but not necessarily the entire matrix),
the corresponding diagonal element is zero then the value of mobility
index is one (SPM);

(c)

(PPM): If for a single row, the corresponding diagonal element is zero
then the value of mobility index is one (PPM);

(d)

(PM+): For all rows, if the sum of the LEFT off-diagonal entries and
the diagonal entry is zero, then M(P) = 1;

(e)

(SPM+): If PM+ is applied to a subset of rows (but not necessarily the
entire matrix), this produces subset positive PM (SPM+).

(f)

(PPM+): If PM+ is applied to a single row, this produces partial
positive PM (PPM+) (Sengupta and Ghosh, 2010);

(g)

(PM-): For all rows, if the sum of the RIGHT off-diagonal entries and
the diagonal entry is zero, then M(P) = 1;

(h)

(SPM-): If PM- is applied to a subset of rows (but not necessarily the
entire matrix), this produces subset negative PM (SPM-);

Many of these measures are for illustrative purpose only. The study is concentrated on ethical partial
measures.
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(PPM-): If PM- is applied to a single row, this produces partial
negative PM (PPM-) (Sengupta and Ghosh, 2010).
i

It is evident that that M+ (P) satisfies PPM+ while M_i (P) satisfies PPM-.

ex2

P

=

0

0.1

0.9

0.9

0

0.1

0.1

0.9

0

(a)

PPM implies that the second row is perfectly mobile;

(b)

PPM+ implies that the first row is perfectly mobile;

(c)

PPM- implies that the third row is perfectly mobile;

(d)

However, for Pex2 there are no two identical rows.

Also in the case of perfect immobility, it can be argued that:
(a)

(PI): If P = I, M(P) = 0 (Shorrocks,1978);

(b)

(SPI): If for a subset of rows (but not necessarily the entire matrix),
the corresponding diagonal element is one, the value of the mobility
index is zero (SPI);

(c)

(PPI): If for a single row the corresponding diagonal element is one,
the value of the mobility index is zero (PPI).

However, for further development, a less stringent axiomization is required:
(a)

(PI+): For all rows, if the sum of the RIGHT off-diagonal entries is
zero, then M(P) = 0;

(b)

(SPI+): If PI+ is applied to a subset of rows (but not necessarily the
entire matrix), it produces subset positive PI (PPI+);

(c)

(PPI+): If PI+ is applied to a single row, it produces partial positive PI
(PPI+) (Sengupta and Ghosh, 2010);

(d)

(PI-): For all rows, if the sum of the LEFT off-diagonal entries is zero,
then M(P) = 0;

(e)

(SPI-): If PI- is applied to a subset of rows (but not necessarily the
entire matrix), it produces subset negative PI (SPI-);

(f)

(PPI-): If PI- is applied to a single row, it produces partial negative PI
(PPI-) (Sengupta and Ghosh, 2010).
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It is evident that that M+i (P) satisfies PPM+ while M_i (P) satisfies PPM-.

Pex3 =

1

0

0

0

0

1

0

1

0

(a)

PPI implies that the first row is perfectly immobile;

(b)

PPI- implies that the second row is perfectly immobile;

(c)

PPI+ implies that the third row is perfectly immobile;

(d)

However, Pex3 ≠ I.

Positive partial mobility and jump
A positive (negative) movement of smaller magnitude would obviously be
less attractive than a movement of large magnitude. Moreover, the movement over
some classes may yield no change in welfare – this insensitive range is defined as
JUMP. There are at least two reasons for this. First, the changes have to be
perceptible to have a meaningful impact. Second, the question of sustainability9 arises
– the changes must be sufficiently large to enable the unit to maintain its new position
or at least reduce the risk of reverting back to the original position (poverty traps
(Azariadis and Stachurski, 2005; Dasgupta, 2009) and vulnerability threshold).
In short, to have a meaningful discussion about the dynamics of human
development, concentration should be directed towards analysing partial mobility
above a certain minimum threshold level. This requires a redefinition of partial mobility
in terms of some “discrete” changes. A movement with some specified magnitude is
defined as a jump. However, the magnitude of this threshold is bound to be
imprecise. The fact that human interaction is often based on such impreciseness is
well emphasized by Basu (1994).
The authors first start with an aggregate jumping index. They propose as an
example that a social thinker visualizes that a unit should move at least by an amount
δ. The movement by this amount is then defined as a jump. All movements below this
level would be irrelevant for that thinker.

9

No change is truly sustainable because there is always the possibility of falling back; for example, the
case of a sudden stock market crash may be considered. However, such possibilities are remote.
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An (aggregate) jumping index10 of magnitude (size) δ is then defined as:

|

| |

J (P) = f (pij, i, j = 1, 2, ...... k pij ∈ P & i – j ≥ δ )

(5)

This aggregate index satisfies all the axioms of (aggregate) mobility (as defined by
Shorrocks, 1978) except MO.
However, the measure is not adequate to capture partial changes. For that
purpose, a new axiomatic structure and a mathematical characterization are needed.
(The axiomatic structure is given in the technical appendix I.)
i

Now a set of (positive) partial jumping measures J+ (P) is suggested as
follows:
i

k

J+ (P) =

Σ (p

α
il j)

(6)

l

j=i +1

where α ≥ 1 and il = i + δ.11
These indices also have a strong intuitive interpretation if α = 1. They give the
probability of moving (by an amount of at least δ) to a higher category from the
present category by the ith group. They give a different partial view of the jumping. For
other values of α, a linear transformation of this probability is obtained.

III. NEGATIVE MOVEMENT IN PARTIAL MOBILITY
Negative jumping indices
So far, only the issue of jumping or no-jumping towards a better position has
been considered. This may be called an optimistic view. However, there is another
possibility that was nascent in the example – the question of deterioration or moving
down to a lower cell. Thus, the fact that movement from a higher cell to a lower cell
could result in a fall in welfare is introduced, and it has been labelled “negative
jumping”. This may be regarded as a pessimistic view.

10

Any name may be used, such as “pace of poverty reduction”. However, any such measure should be
necessarily discrete. No continuous measure could serve this purpose.

This definitely assumes that δ is an integer. If not, then the nearest integer corresponding to (i+δ) must
be taken; also, δ ≥ 0.
11
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As before, there will be (k-1) partial negative mobility indices M–i (P) with
i = 2, ...... k (in the stronger version). Each index summarizes the mobility from the
point of view of the ith class. M–2 (P) is defined as the Rawlsian Ethical Mobility Index
(REMI), viewing mobility from the next most deprived category. Similarly, M–k (P) can
be defined as the Elitist Ethical (negative) Mobility Index (EMI), viewing mobility
from the next to the best-endowed category.12 Similarly, negative mobility can be
redefined from the weaker viewpoint with i = 1, 2, ...... k mobility indices.
i

A set of (negative)13 partial jumping measures J– (P) is suggested as follows:
J–i (P) =

i'–1

Σ (p

α
il j)

(7)

j=1

where α ≥ 1 and il = i – δ.14
These indices also have a strong intuitive interpretation if α = 1. They give the
probability of moving (by an amount of at least δ) to a higher category from the
present category by the ith group. They give a different partial view of the jumping. For
other values of α, a linear transformation of this probability is obtained.
These indices satisfy NJMO, NENJ and NEPJ15 if α =1. However, the result
does not carry over to the generalized jumping index with α >1.
Net jumping
Thus, to this point both the optimistic and the pessimistic views of jumping
have been discussed. It is possible to interpret the positive jumping indices J+i (P) as
capturing pull factors – the factors that pull up a group to a better position. On the
contrary, the negative mobility indices J–i (P) summarize push factors – the factors that
push down a group to a worse position. The interest is in assessing the net effect –
whether it is the pull or the push factors that are stronger. However, in order to grasp
net jumping, the positive and negative threshold should be of comparable magnitude
to the group for which there was an attempt to unravel its jumping. The actual
magnitude may differ in absolute terms but the group should value them equivalently.

12

In certain cases, the lowest feasible category may not exist at time point t. In this case, one may
move on to the least observable category. Similarly, an argument may be extended for the highest feasible
category k.

13

The adjective positive is cleared now.

14

The argument is similar to that found at http://hdr.undp.org/en/reports/.

15

See technical appendix II.
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There will be k partial net mobility indices NMi(P) with i = 2, ...... k. Each index
summarizes the mobility from the point of view of the ith class. NM1(P) is defined as
the Rawlsian16 Ethical Mobility Index (REMI), viewing mobility from the most
deprived category. Similarly, NMk(P) can be defined as the Elitist Ethical (negative)
Mobility Index (EMI), viewing mobility from the next to the best-endowed category.17
For each partial mobility index there may be a number of jumping indices (NJi(P)). For
the lowest group, REJ has already been defined. Negative Rawlsian Extreme Jump
(NREJ) can be measured as the probability to stay in the lowest category. The
difference between the two produces the Net Ralwsian Extreme Jump (N-REJ).
In considering the appropriate axiomatic structure, it is found that the net
index will satisfy M-NO (Sengupta and Ghosh, 2010). The immediate implication of
this axiom is simple: – 1 ≤ NJ i(P) ≤ 1. In essence then, there are three extreme values
of NJi(P): (a) the perfect no-jump, NMi(P) = 0; (b) the perfect positive jump, NJi(P) = 1;
and (c) the perfect negative jump, NMi(P) = -1.
Thus, the twin aspects of mobility are well captured within a single measure.
The same should apply for monotonicity (MO). The appropriate monotonicity axiom
for the net measure should capture both these aspects. It is defined below.
(J.2)/ Modified Jumping Monotonicity (M-JMO): M-JMO implies J(P) >
J(P**) if at least one of the following relations is true (|i – j| > δ ):
(a)

pij ≥ p**
ij for all i < j and pij = p*ij for some i ≠ j;

(b)

for all i ≥ j and pij = p*ij for some i ≠ j.
pij ≤ p**
ij

Thus, the partial mobility index satisfying M-MO turns out to be:18 ji(P) = f (pij,
i, j = 1, 2, ...... k|i < j|&|i – j| > δ ) – g (pij, i, j, = 1, 2, ..... k|i ≥ j|&|i – j| > δ ).
Now it is posible to define net partial jumping indices19 NMi(P) as follows:
i

NJi(P) = J+(P) – J–i (P).

(8)

16

The term is Rawslian is from Rawls (1971). Basu (2001) first used this term to define the lowest
income category (bottom quintile) in his analysis.
17

In certain cases, the lowest feasible category may not exist at time point t. In this case, one may
move on to the least observable category. Similarly, the argument may be extended for the highest
feasible category k.

18

This specific form follows from the form of M-MO.

19

Perfect jump or no-jump cannot be explicitly stated here. Since it is a net measure, the effect
depends on the relative strength of the positive and negative components of the measure.
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This measure satisfies both M-NO and M-MO.
For this paper, the authors have considered only net REMI (strong positive
and weak negative version) and Ralwsian Extreme Jumps (positive, negative and net).
These ethical mobility and jumping indices have been used to study the experience of
India with human development in recent decades.

IV. GLOBAL EXPERIENCE OF PARTIAL AND
FRACTIONAL MOBILITY
An important contribution in studying cross-country relative movement using
the mobility matrix was made by Quah (1993). He used the Summer Heston data set
to generate a mobility matrix for studying income mobility of a cross-section of
countries over the period 1962-1984. He constructed cells in proportion to the global
average income. His table (as reproduced in Ray, 1999, p. 19) reveals a very complex
picture of income mobility that no simple growth rate (or mobility index) could
capture.
In using an aggregative perspective, Ray (1999, p. 20) argued that “A matrix
with very high numbers on the main diagonal ... indicates low mobility”. In a sense
then, Quah’s mobility matrix represents a low level of mobility. However, what is the
implication of this low mobility for a country’s welfare? The question remains
unanswered in the aggregative context. The structure presented in this paper would
help to sort out the problem.
The authors now focus on reinterpreting Quah’s mobility matrix from their
perspective. For example, in their terminology, about 76 per cent of the world’s
poorest (Rawlsian) countries in 1984 were consistent laggards. They remained at the
Rawlsian (lowest) cell (one fourth of the global average income) both in 1962 and
1984. On the contrary, 95 per cent of the world’s richest (elitist) countries in 1984
were also the richest in 1962. No Ralwsian country was able to be moved to the
“above-average” cell in any of those 22 years. In a relative sense, there has been little
welfare improvement for the Rawlsian countries.
In term of jump, the picture is more succinct. Of the 24 per cent of the
Rawlsian countries in 1984 that could be moved out of their cell, only 12 per cent
could be moved to the level of half the global average, and the remaining 12 per cent
could barely equal the global average. In the contrary, 5 per cent of the 1962 elites
moved only one step below – that was still more than twice the world average. There
was not one elitist country whose income fell below the global average in this time
period. Thus, the elitist countries have definitely seen an improvement in welfare.
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The measures developed above are readily applicable to the global data on
human development. Such data are available from the website of United Nations
Development Programme (UNDP).20 The authors have selected a time span of
10 years covering three time points: 1997, 2002 and 2007.21 These points were
selected only to capture the era of globalization and integration of the world economy.
Three dimensions of human development have been selected: the Education
Index (EI), Gross Domestic Product (GDP) Index and Life Expectancy (LE) Index
together with the Human Development Index (HDI). There is some controversy
regarding the interpretation of HDI. However, it has been widely accepted as an
aggregative indicator of human achievement. As for the year-specific benchmark, it is
incorporated within the Human Development Report 2011: Sustainability and Equity –
A Better Future for All. Ranking might be a contentious issue, but only for countries
that are close to each other in terms of ranking. For countries lying well apart from
each other, the issue looses much of its significance.
The authors’ analysis is given in the table below.22 Relative mobility data are
contained in tables A.1 to A.4 (see annex). In the original UNDP arrangement (Human
Development Report 2009) the countries were divided into four categories: Very High
Human Development; High Human Development; Medium Human Development; and
Low Human Development. The same classification is maintained in the categorization
of the mobility matrix. This would help to remove some of the ambiguity regarding the
discrete classification in the mobility matrix.
There are numerous debates regarding the long-run performance in the
global scenario. However, as the analysis is partial, it does not give any unilateral
picture. In considering partial mobility, improvement in the partial mobility of the
Rawlsian class may be clearly seen in the two separate time points regarding all the
parameters of human development. However, net mobility, although decreasing, is still
negative for those countries. As for the elitist category, the picture shows the
opposite. While in respect of the category education there is some deterioration, there
is clear improvement for the GDP index and all other parameters. In short, the
benefits of globalization are reaching all the Rawlsian (poorest) countries at a very
slow rate.

20

http://hdr.undp.org/en/reports/.

21

Three Human Development Reports for 1999, 2004 and 2009, respectively, cover the time periods
mentioned.

22

The methodology of calculation of partial mobility is given in Sengupta and Ghosh (2010).
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Table 1. Partial mobility and jump mobility for human development indicators
Partial mobility

HDI (Rawlsian)
Strictly positive

Weakly negative

1997-2002

0.15 (Imm.)

0.85 (Imm.)

-0.70

2002-2007

0.39 (Imm.)

0.61 (Imm.)

-0.32

1997-2007

0.41 (Imm.)

0.59 (Imm.)

0.02

HDI (Elitist)

Weakly positive

Strictly negative

Net

1997-2002

1

0

1

2002-2007

1

0

1

1997-2007

1

0

1

Strictly positive

Weakly negative

0.19 (Imm.)

0.81 (Imm.)

-0.62

Partial mobility

EI (Rawlsian)
1997-2002

Net

2002-2007

0.43 (Imm.)

0.57 (Imm.)

-0.14

1997-2007

0.52 (Imm.)

0.48 (Imm.)

0.04

EI (Elitist)

Weakly positive

Strictly negative

Net

1997-2002

1

0

1

2002-2007

0.94

0.06 (Imm.)

0.88

1997-2007

0.97

0.03 (Imm.)

0.94

Partial mobility

LE (Rawlsian)

48

Net

Strictly positive

Weakly negative

Net

1997-2002

0.08 (Imm.)

0.92 (Imm.)

-0.04

2002-2007

0.32 (Imm.)

0.68 (Imm.)

-0.34

1997-2007

0.37 (Imm.)

0.63 (Imm.)

-0.26

LE (Elitist)

Weakly positive

Strictly negative

Net

1997-2002

1

0

1

2002-2007

1

0

1

1997-2007

1

0

1
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Table 1. (continued)
Partial mobility

GDPI (Rawlsian)
Strictly positive
1997-2002

0.21 (Imm.)

Weakly negative

Net

0.79 (Imm.)

-0.58

0.25 (Imm.)

0.75 (Imm.)

-0.50

0.33 (Imm.)

0.67 (Imm.)

-0.26

(REJ = 0.02)
2002-2007
1997-2007

(REJ = 0.02)
GDPI (Elitist)

Weakly positive

Strictly negative

Net

1997-2002

1

0

1

2002-2007

1

0

1

1997-2007

1

0

1

Source:

Authors’ calculation.

Note:

“Imm.” implies movement to the immediate class; “REJ” Rawlsian Extreme Jump (described in the text).

The analysis of jump reveals a more succinct picture. It may be observed
that, for the Rawlsian group (except in the case of GDPI), the probability of moving
beyond the immediate class is zero. Thus, although there might be some mobility for
the Rawlsian class, it is very weak. Very few of the Rawlsian countries could be
moved from the “very poor” to “rich” or even the “moderate” category.
Interestingly, almost all of the Rawlsian countries are in Africa (see annex
table A.5). Most of these countries remain at the Rawlsian level throughout the time
span. On the contrary, all the elitist countries are industrialized developed countries,
including some non-European countries, such as Australia and Japan. In short, even
after the phenomenal expansion of the global economy, polarization is still prominent.

V. CONCLUSION
In this paper, an attempt was made to bring in partial changes with some
quantitative threshold. A new concept of jump has been developed for this purpose.
The analysis is then extended to global data covering country-specific data. It reveals
that, even after the phenomenal expansion of the global economy, polarization is still
prominent.
The inequality of global development would by itself not be a problem
provided that it remains within tolerable limits and is not associated with extreme
deprivation and poverty at the lower end. Unfortunately, the latter situation is the
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case. With such intolerable inequality, improvement in the position of the elitist
countries alone cannot improve global welfare. Some countries require jumps to cross
the barrier in order to become sustainable. However, the standard aggregative
analysis cannot bring out this lopsided picture. Use of the techniques of partial
mobility and jump has helped to unravel this scenario.
The position urgently needs some policy intervention. There should be
greater integration in the global arena and targeted policy towards the Rawlsian
countries in terms of aid (in cash and in kind) in order to tie them over during their
current difficulties. The targeted help is required because in the past there were
innumerable cases of leakage and failed programmes. It would be tragic if the same
scenario were to be repeated. Democratization and transparency in programme
formulation and implementation are required. Peer pressure from people and civil
society is necessary. All this may now seem to be as old sayings go, but there is
obviously no other path. We may take hope from the words of Indian Nobel laureate
poet Rabindranath Tagore in this regard, “As I look around I see the crumbling ruins of
a proud civilization strewn like a vast heap of futility. And yet I shall not commit the
grievous sin of losing faith in Man. I would rather look forward to the opening of a new
chapter in his history after the cataclysm is over and the atmosphere rendered clean
with the spirit of service and sacrifice”-‘Crisis of Civilization’ – the last public speech
which Tagore gave on the occasion of his eightieth birthday in April 1941. Provided
that sufficient and judicious incentives are given, there is no reason why change
cannot be achieved. Recent experience with random choice experiments supports
such changes at the micro level. It is the accumulation of these small changes that
brings about macro changes.
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ANNEX
Table A.1. Intercountry relative Human Development
Index dynamics, 1997, 2002 and 2007, first-order
transition matrix, time stationary
(a) 1997-2002

Upper end point

Number of countries

0.50

0.80

0.90

1.00

34

0.85

0.15

0.00

0.00

90

0.04

0.84

0.11

0.00

27

0.00

0.04

0.70

0.26

18

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

33

0.61

0.39

0.00

0.00

82

0.00

0.72

0.28

0.00

29

0.00

0.00

0.62

0.38

25

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

34

0.59

0.41

0.00

0.00

90

0.00

0.64

0.36

0.00

27

0.00

0.00

0.33

0.67

18

0.00

0.00

0.00

1.00

(b) 2002-2007

(c) 1997-2007

Source:

52

Authors’ calculation.
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Table A.2. Intercountry relative Education Index dynamics,
1997, 2002 and 2007, first-order transition matrix,
time stationary
(a) 1997-2002

Upper end point

Number of countries

0.50

0.80

0.90

1.00

27

0.81

0.19

0.00

0.00

54

0.02

0.76

0.22

0.00

49

0.00

0.0816

0.7347

0.1837

39

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

23

0.57

0.43

0.00

0.00

50

0.00

0.76

0.22

0.02

48

0.00

0.00

0.79

0.21

48

0.00

0.00

0.06

0.94

Number of countries

0.50

0.80

0.90

1.00

27

0.48

0.52

0.00

0.00

54

0.00

0.63

0.35

0.02

49

0.00

0.00

0.65

0.35

39

0.00

0.00

0.03

0.97

(b) 2002-2007

(c) 1997-2007

Source:

Authors’ calculation.
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Table A.3. Intercountry relative Life Expectancy
Index dynamics, 1997, 2002 and 2007 first-order
transition matrix, time stationary
(a) 1997-2002

Upper end point

Number of countries

0.50

0.80

0.90

1.00

38

0.92

0.08

0.00

0.00

88

0.03

0.82

0.15

0.00

42

0.00

0.2007

0.86

0.2007

1

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

38

0.68

0.32

0.00

0.00

78

0.00

0.78

0.22

0.00

49

0.00

0.10

0.43

0.47

4

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

38

0.63

0.37

0.00

0.00

88

0.023

0.705

0.261

0.011

42

0.000

0.048

0.357

0.595

1

0.00

0.00

0.00

1.00

(b) 2002-2007

(c) 1997-2007

Source:

54

Authors’ calculation.
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Table A.4. Intercountry relative Gross Domestic Production
Index dynamics, 1997, 2002 and 2007, first-order
transition matrix, time stationary
(a) 1997-2002

Upper end point

Number of countries

0.50

0.80

0.90

1.00

52

0.79

0.19

0.00

0.02

81

0.04

0.86

0.10

0.00

25

0.00

0.04

0.48

0.48

11

0.00

0.00

0.18

0.82

Number of countries

0.50

0.80

0.90

1.00

44

0.75

0.25

0.00

0.00

81

0.05

0.72

0.22

0.01

22

0.00

0.00

0.23

0.77

22

0.00

0.00

0.00

1.00

Number of countries

0.50

0.80

0.90

1.00

52

0.67

0.31

0.00

0.02

(b) 2002-2007

(c) 1997-2007

81

0.025

0.654

0.259

0.062

25

0.00

0.00

0.08

0.92

11

0.00

0.00

0.00

1.00

Source:

Authors’ calculation.

Table A.5. Consistent Rawlsian and “elitist” countries over three time periods
Rawlsian countries

Elitist countries

Benin, Burkina Faso, Burundi, Central African
Republic, Chad, Democratic Republic of the
Congo, Côte d’Ivoire, Eritrea, Ethiopia, Guinea,
Guinea-Bissau, Malawi, Mali, Mozambique,
Niger, Sierra Leone, Rwanda, Senegal, Togo,
Zambia

Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Germany, Iceland, Japan,
Luxembourg, Netherlands, New Zealand,
Norway, Sweden, Switzerland, United
Kingdom, United States

Source:

Authors’ calculation.
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TECHNICAL APPENDIX I
The (Aggregate) Jumping Indexa of magnitude (size) δ is defined as:

|

| |

J (P) = f (pij, i, j = 1, 2, ...... k pij ∈ P & i – j ≥ δ )

(1)

This aggregate index satisfies all the axioms of (aggregate) mobility (as
defined by Shorrocks, 1978) except MO. This is simply because the index J(P) is
completely insensitive to all changes below magnitude δ. Thus, MO can be redefined
as AJMO (Jumping Monotonicity):
(J.1) Aggregate Jumping Monotonicity (AJMO): For jumping, two mobility
matrices, P and P**, are defined so that pij ≥ p**
for all i ≠ j and pij = p**
for some i ≠ j
ij
ij

| |

where i – j ≥ δ, then JMO implies that JM(P) > JM(P**).

| |

AJMO indicates that a rise in at least one of the non-diagonal pij for i – j ≥ δ,
with others remaining the same, should raise J. In fact, AJMO is a truncated version
of MO. The following proposition is then obvious:
Proposition 1: A jumping index J that satisfies MO will necessarily satisfy
AJMO but the opposite is not true.
The frailties of this index are many. It completely ignores a group’s
aspirations and feelings. A jump of dimension δ may be quite substantial for one
groupb while it may not be worthwhile for another. The aggregate jump of δ is then
meaningless. However, in this paper there is more concern with partial mobility since
this appears to be more relevant for a meaningful analysis of human welfare.c
Following Sengupta and Ghosh (2010), it is possible to construct a set of partial
jumping indices that captures the jump for a particular group. The partial jumping
measures may be defined as:

|

| |

Ji (P) = f (pij, i, j = 1, 2, ...... k pij ∈ P & i = i' & i < j & j – i ≥ δi )

(2)

(In the subsequent analysis, the suffix in the quantity δi will be suppressed for the
sake of brevity in the analysis.)

a

This could be called by another name, such as “pace of poverty reduction”; however, any such
measure should be necessarily discrete. No continuous measure could serve this purpose.

b

The argument here may be closely approximated by the concept of marginal utility.

c

Such arguments are given in detail in Sengupta and Ghosh (2010).
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In defining these jumping indices, it must be stressed that, unlike the
aggregate jumping measure here, not only the degree but also the direction of change
is important. Hence, it is necessary to bring out some ethical dimensions in jumping.
Although the concept of jumping is used for positional movement, it could be
used in the space of absolute values. For example, the symmetric income mobility
indices defined by Fields (2001) may be considered. In essence, they depend on the

Σ|x

absolute difference of each observation between two time points (

t

i

i

|

i
– xt+r
). This

may be regarded as a total income mobility index. A jumping index may thus be
defined as:
i,

|

xti

Σ | |x

–

xti+r

i
t

≥ δi

|

i
– xt+r
. Partial income jumping indices may define the jump as

visualized by i, which may depend on the absolute difference from the ith observation-

|x

i
t

|

|

|

i
i
– xt+r
and only if - xti – xt+r
≥ δi. It is possible also to move on to a group jumping

income index in this case. An individual in any society identifies himself or herself with
a particular income group. That individual is concerned about jumping within that
group. Thus, group partial jumping is

Σ | |x
|

(i)
(i), xt(i) – xt+r
≥δ i

(i)
t

|

(i)
– xt+r
where x(i) ∈ xG and xG = {x(1),

x(2), ..., x(g) }. Also x = {x1, x2, ..., xn } is the population and xG

x.

In the alternative framework the jumping is emphasized from the view point
of a particular section of the society. In the present analysis each interval (or class)
represents a particular section. Since each row corresponds to an interval at the time
period t, mobility with respect to a row shows the movement of that interval over the
entire time point. There will thus be (k-1) partial mobility indices,d Mi(P) with i = 1, 2,
...... k – 1. Each index summarizes the mobility from the point of view of the ith class.
Mi(P) can be defined to be the Rawlsian Ethical Mobility Index (REMI), viewing
mobility from the most deprived category. Similarly, Mk-1(P) can be defined to be
the Elitist Ethical Mobility Index (EMI), viewing mobility from the next to the
best-endowed category.e For each of these partial mobility indices there will be
a corresponding number of jumping indices. A particular type of jump is the extreme

d
Discussed here are positive mobility indices only, that is, a natural extension of Shorrock’s measures.
Subsequently, there is a discussion of negative mobility.
e
In certain cases, the lowest feasible category may not exist at time point t. In such a case, it is
possible to move on to the least observable category. Similarly, the argument may be extended for the
highest feasible category k.
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jump. An extreme jump for any ith class is the jump from the class i to the class k. Of
particular interest is the Ralwsian Extreme Jump (REJ) – a jump from the Ralwsian
position to the elitist position.
It is obvious that the jumping index will satisfy NO. Since jumping is more
disaggregated than the partial mobility index, the monotonocity axiom has to be
redefined as:
(J.2) Ethical Jumping Monotonocity (EJMO): EJMO will imply M(P) > M(P*)
if any of the two axioms are true: (a) pij ≥ pij* for all i < j; and (b) pij = pij* for some i < j
with i – j ≥ δ in both the cases. It can be seen that EJMO is a subset to the axiom
JMO.

| |

From this, it is possible to proceed to the construction of a set of partial
jumping indices. The partial measures may be defined as: Mi (P) = f (pi'/j i = i', & i – j
≥ δ ). NO guarantees that the value of Mi (P) should lie between zero and one. A
necessary condition for satisfying EJMO is that the measure must become
completely insensitive to all pij ∀i ≥ j. In fact, EJMO defines a positive partial measure.
Hence, the positive partial jumping measures is redefined as: j+i (P) = f (pi'/j i = i' & i < j
& i – j ≥ δ ) such that 0 ≤ j+i (P) ≤ 1.

|

|

|

|

| |

i

Now, the two extreme cases are considered: (a) when J+ (P) = 0 (perfect
non-jump); and (b) when J+i (P) = 1 (perfect jump).
As for perfect no jump, the original axioms (Shorrocks, 1978; Sengupta and
Ghosh, 2010) are still applicable. However, they are too strong a requirement in the
case of partial jumping. A weaker version is applicable here. This may be stated as
follows:
(J.3) Ethical No Jump (ENJ): Ji(P) = 0 when the probability of staying at any
i+δ

of the interval within i to (i+δ)th position is unity. In other words, Ji(P) = 0 when
pij = 1.

Σ
j=i

If, in any index, J satisfies EI (Sengupta and Ghosh, 2010), it will always
satisfy ENJ. However, ENJ may be truef even if EI is not true. Moreover, the milder
form of EI, namely EPI (Sengupta and Ghosh, 2010), is still valid for jumping.

f

See the example below.
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i+δ

Σp

Again it can be seen that, if
i+δ

even when

Σ

ij

= 1, EPI is valid. However, EPI is trueg

j=i

pij = 1. Nonetheless, the discreteness of jumping breaks the nice

j=i

logical relationship between No-Jump and Perfect-Jump. The next axiom defines
EPJ.
(J.4) Ethical Perfect Jump (EPJ): Ji(P) = 1 when there is zero probability for
any observations (belonging to the ith row) to move to any lower cell. EPJ ensures that
Ji (pi/ j, i/, j = 1, 2, .......) = 0∀j ≤ i/ & i/ – j > δ.h

|

|

The authors now bring out an example to demonstrate the relationship
between these axioms. The following mobility matrix may be considered.

Pex1=

1

0

0

0

0

0

0.5

0.5

0

0

0.5

0.5

0

1

0

0

Since Pex1 ≠ I, Shorrock’s axiom (I) is not applicable here. Hence, M(Pex1)
≠ 0. Also, since there are no identical rows, PM is not valid; thus, M(Pex1) ≠ 1.j The
three classes may now be considered. For the first group, M1(Pex1) = 0 by EI, and by
ENJ too, J1(Pex1) = 0 no matter what is the value of δ1; now for the second group,
M2(Pex1) = 1 by EPM (Sengupta and Ghosh, 2010). Again, ENJ implies that J2(Pex1) =
0.5, if δ2 = 1, but is unity if δ2 = 2. For the third group, obviously EI is not applicable
here, but EPI indicates that M3(Pex1) = 1; however, assuming that δ3 = 1, by ENJ,
J3(Pex1) = 0. Again for the fourth group, both mobility and jumping (irrespective of the
value of δ) is zero. Thus, all the different types of mobility and jumping experiences
are available from the same transition matrix that does not match with the overall
mobility of the transition matrix.
i

g

Ibid.

h

This certainly means that EPJ seems to imply total indifference to what happens to the various
probabilities of upward jump. The introduction of such a preference pattern will necessitate the concept of
weighted partial jumping indices. However, the authors have refrained from such an exercise in this paper.
i

Strictly speaking this is a consequence of a strong immobility axiom.

j

Again this is a consequence of a stronger version of the axiom.
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i

A set of (positive) partial jumping measures J+ (P) is suggested as follows:
k

i

J+ (P) =

Σ (p )
i/ j

α

(3)

j=i / +1

where α ≥ 1 and i/ = i + δ.k
These indices also have a strong intuitive interpretation if α = 1. They give the
probability of moving (by an amount of at least δ) to a higher category from the
present category by the ith group. They give a different partial view of the jumping. For
other values of α , a linear transformation of this probability is obtained.

This definitely assumes that δ is an integer. If it is not, then it is necessary to take the nearest integer
corresponding to (i+δ); also, δ ≥ 0.
k
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TECHNICAL APPENDIX II
Considered next is the relevant axiomatic structure that can define negative
jumping. The normalization axiom (NO) will be still valid here. However, the negative
monotonicity axiom (NMO) (Sengupta and Ghosh, 2010) can be weakened here. This
is because the truncation involved in negative jumping. The NMO may be stated as:
(J.1)/ Negative Jumping Monotonocity axiom (NJMO): NJMO will imply
J (P) > J (P**-) if the following relations are true: (a) pij ≤ p**
ij for all i > j and (b) pij = p**
ij
for some i > j and i – j ≥ δ.
i

i

| |

However, unlike EJMO, NJMO will fail to be a subset of AJMO.

P

This is evident by simply expanding AJMO. AJMO will necessarily imply
P** is true if either one of the two alternatives are true (for i – j ≥ δ ):

| |

(a)

pij ≥ p**
ij for all i > j and i < j together with pij = p**
ij for some i > j;

(b)

pij ≥ p**
ij for some i < j.
ij for all i > j and i < j together with pij = p**

Now if the second alternative is true then this necessarily implies that EJMO
is satisfied. However, NJMO is not. In fact it contradicts NJMO.
In considering non-jumping, it may be noted that the axiom EPNJ has to be
turned upside down in order to accommodate negative mobility indices.
(J.2)/ Negative Ethical Partial No-Jump (NEPNJ): J i(P) = 0 when the
probability staying at any of the interval within i to (i-δ)th position is unity. In other
i

words, Ji(P) = 0 when

Σ p = 1 with δ ≥ 0.
ij

i=j– δ

Similarly, the Negative Ethical Perfect Jump axiom (NEPJ) can be
reformulated.
(J.3)/ Negative Ethical Perfect Jump (NEPJ): Ji(P) = 1 when there is zero
probability for any observations (belonging to the ith row) to move to any lower cell.
EPJ ensures that for a unit valued positive partial jump for the position (row) i = i' : pi/ j
= 0 if j ≤ i/ & i – j/ > δ.l

|

|

l
This certainly means that EPJ seems to imply total indifference to what happens to the various
probabilities of upward jump. Introduction of such a preference pattern will necessitate the concept of
weighted partial jumping indices. The authors refrained from such an exercise in this paper.
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As with positive jump, the nice symmetry between No-Jump and Perfect
Jump is broken here.
In the second example, M4(Pex1) = -0.5 by EPNM. However, J4(Pex1) = -1 only
if δ = 1. For δ > 1, however J4(Pex1) = 0 by EPNNJ.
A set of (negative)m partial jumping measures J– i (P) is suggested as follows:
i'–1

J–i (P) =

Σ (p

i/ j)

α

(4)

j=1

where α ≥ 1 and i/ = i – δ.n
These indices also have a strong intuitive interpretation if α = 1. They give the
probability of moving (by an amount of at least δ) to a higher category from the
present category by the ith group. They give different partial view of the jumping. For
other values of α, a linear transformation of this probability is obtained.
These indices satisfy NJMO, NENJ and NEPJ if α = 1. However, the result
does not carry over to the generalized jumping index (3) with α > 1.

m

The adjective positive is cleared now.

n

The argument is similar to that available from http://hdr.undp.org/en/reports/.
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MATCHING RESOURCES WITH DEMAND:
A FLAWED STRATEGY?
Ashfaq Ahmad Khan and Wiqar Ahmad*

An organization’s survival depends largely on its capacity to withstand
external “reorganizing” attempts. Little research, if any, has so far been
undertaken examining the survival of an entire business sector where its
constituents undergo an externally dictated change and as a result it runs
a risk of a thorough “jolt” or even “demise”. The authors present empirical
evidence that a business sector may be subjected to “unwanted”
re-organizing by its “parent/controlling” entity, and may cease to exist, in
its real essence, if its constituents are forced to undergo a change that
will alter the very objectives upon which their existence rests.

JEL Classification: G20, G21, I15, O10, O16.
Key words: Microfinance, sustainability, organizational change, governance, Asia-Pacific
region.

I. INTRODUCTION
Microfinance began during the early 1970s (Labarthe and Danel, 2011),
primarily because mainstream banking was neither capable of nor disposed to serving
the poor (Hudon, 2010; Luo and Rahman, 2010). This situation gave birth to
microfinance organizations (MFOs), which were set up to fill the gap (Luo and
Rahman, 2010; Tang, 1995). To meet the ever-increasing demand for financial services

* Ashfaq Ahmad Khan (corresponding author), Lecturer in Accounting, UNE Business School,
University of New England, Armidale, New South Wales 2351, Australia (Tel: 612-67732711;
fax: 612-67733596; e-mail: akhan27@une.edu.au); and Wiqar Ahmad, Lecturer, Department of
Management Studies, University of Malakand, Malakand, Khyber Pukhtunkhwa, Pakistan (e-mail:
waqaruom@ yahoo.com). The authors acknowledge with great appreciation the contributions and time of
staff at the Aga Khan Rural Support Programme, the First Microfinance Bank Limited, in particular that of
the bank’s president, the State Bank of Pakistan, and the Pakistan Microfinance Network. Without their
wholehearted support and contribution, this study would not have been possible. The authors would also
like to thank the anonymous referees.
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from the poor, the donor community, keeping in view the limited subsidized resources
at its disposal, adapted policies regarding the sector’s functioning and long-term
survival by emphasizing the need for self-sustainability, profitability and
commercialism on the part of MFOs (see, for instance, Kirchstein and Welvers, 2010;
Fernando, 2006; Robinson, 2001; 2002; Baydas, Graham and Valenzuela, 1997;
CGAP, 1996; Gonzalez-Vega and Schreiner, 1997; Dichter, 1996; Rogaly, 1996;
Donaghue, 2004). Since the 1990s, the shift in the sector’s operating and strategy
focus and the resulting competition among MFOs for business (Kirchstein and
Welvers, 2010) posed new challenges for MFOs around the world. Instead of looking
for subsidized financial resources from international donor agencies, MFOs had to
resort to profitable commercial banking practices in order to achieve selfsustainability and ensure their long-term survival. From the time it was founded in
1995, the Consultative Group to Assist the Poor (CGAP) has been a driving force
behind the sector’s shift to commercialism (Labarthe and Danel, 2011).
The present paper is aimed at drawing the attention of policymakers and
practitioners to the following main concerns in this connection:
(a)

If MFOs adopt commercialism and vigorously pursue profitability and
self-sustainability motives, the sector would drift away from its
founding objectives of eradicating extreme poverty and reaching the
poorest of the poor;

(b)

In the wake of competition for profitable business, under the
changed operating conditions, MFOs would tend to disregard
reaching out to the extremely poor, particularly in remote rural areas,
and resort to alternative survival strategies which may be contrary to
their founding mission, if forced to pursue profitability and selfsustainability.

As of December 2009, the sector was serving 67 million savings account
holders and 74 million small borrowers through a network of 1,084 intermediaries –
MFOs in about 100 countries around the globe (Labarthe and Danel, 2011). While the
figures do depict the large scale of the sector’s operations, they also point to the
havoc the paradigm shift is likely to have played with the stakeholders’ lives.
Arguably, and perhaps ironically, the “innovation” from the donor community may
pose a risk to the sector’s sustainability in the long run. Empirical evidence has
established that there is a negative correlation between outreach and efficiency on the
part of MFOs1 (Hermes, Lensink and Meesters, 2011), as profit motive may overtake
1

The analysis of the pre- and post-paradigm shift performance of MFOs is beyond the scope of this
study. The authors plan to conduct an empirical analysis on this aspect of the sector’s operations in the
near future.
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the service motive if the profitability of MFOs is emphasized more than their role in
outreach and poverty eradication (Woller, Dunford and Woodworth, 1999). While the
pursuit of self-sustainability and profitability by MFOs might work in economically
developed countries, the strategy is likely to disadvantage the poor in poorer
countries.
Organizations and business sectors, as with any living organism, confront
death, try to escape it and may eventually die off, either vanishing entirely or altering
their identity by adopting a new appearance. A business sector may die in terms of its
real essence as its constituents die, or the objectives it was instigated to pursue alter
profoundly, thereby shifting the organization to a different sector. In the later case,
organizations die in their essence, although they may continue to live in a different
capacity, pursuing an entirely different set of objectives. Through this paper, empirical
evidence is provided about the “death” of the microfinance sector in its essence, as
the sector underwent a profound change in the very objectives for which it was
originally conceived. Reedy and Learmonth (2011, p. 127) argued that focusing
energies on understanding “death” in organizations could make an important
contribution to “ethical possibilities for change” and provide “answers to the call of
more critical approaches to organizational ethics”.
The paper is divided into five main sections. First, the microfinance sector’s
response to its changed operating environment is explored; and second, theoretical
support is provided for the paper’s main argument through the organizational change
model of Laughlin (1991), the conceptualization of “power” and “governmentality” of
Foucault (1980), and the institutional theory of DiMaggio and Powell (1983). The third
section briefly underscores the sector’s operational and strategic shift in the
Asia-Pacific region; and the fourth section contains an elaboration on the research
method employed. In the final section, there is follow-up on the discussion;
conclusions are drawn and future research proposed on issues vital for the sector’s
sustainability and identity.

II. THE MICROFINANCE SECTOR’S PARADIGM SHIFT
Microfinance and organizational change and its dynamics have remained
a hot topic in the literature and many studies have covered different aspects of
changes in organizations and the reasons thereof in several industries. Previous
studies on organizational change have been concerned with different contexts, types
of organizations and industries, such as railways (Tyrrall and Parker, 2005; Laughlin,
1991), the hospital and health-care sector (Jung and Choi, 2010; Campanale, Cinquini
and Tenucci 2010), churches (Laughlin, 1991), international business ventures
(Li, 2009), telecom (Shanikat, 2008; Erakovic and Wilson, 2005), sustainability issues
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in local governments (Joseph and Taplin, 2012), public safety networks and
government operations (Williams and Fedorowicz, 2012) and privatization of
State-owned enterprises (Dean, Carlisle and Baden-Fuller, 1999; Springdal and
Mador, 2004). This study advances the discussion by apprising researchers,
policymakers and practitioners of the implications of the sector’s 1990s paradigm
shift for the sector’s constituents – MFOs, as well as their beneficiaries – the poor –
and directs future research to areas with the highest marginal benefits for all the
stakeholders.
Focusing more on profitability than on fighting poverty and resorting to
unethical loan-recovery tactics, coupled with high interest rates of up to 33 per cent
on microloans (see Donaghue, 2004), are some of the steps that are tarnishing the
sector’s reputation as a social service enterprise (Lascelles, 2011; Mersland and
Strom, 2010). Daley-Harris (2005) also expressed this concern while shedding light on
the sector’s paradigm shift. Keeping in view the founding premise of the sector, the
social issue it is aimed at addressing its target market, commercialism is not
consistent with the sector; rather, it contradicts its primary objectives. In essence, the
sector’s constituents, to ensure their survival, will need to adapt and reorient
themselves in response to externally dictated conditions, but the sector as a whole as
well as its beneficiaries pay the price. This study contains an analysis of the
microfinance paradigm shift of the 1990s from the organizational change perspective,
considering the microfinance sector as a single entity. The case of the Aga Khan Rural
Support Programme in Pakistan is evaluated, in particular how the organization
reoriented and subsequently transformed itself into an entirely different organization in
response to the changed circumstances. It is argued that the external pressures for
change affected MFO core values, which rendered the rest of its structural elements
incompatible with its new set of core values (see Broadbent, 1992; Kikulis, Slack and
Hinings, 1995). As a result, to ensure its survival it transformed itself into a new
organizational set-up.2 No organization in any industry follows the same approach
though; for example, organizational players in news organizations tend to adopt both
a rational economic approach, as well as institutional logic at different points in time
when suddenly confronted by an “uncertain” external environment (see Lowrey and
Woo, 2010).

2
The initial public offering (IPO) of Mexico’s Banco Compartamos in 2007, transforming it into
a commercial set-up, is another example of the impact of the paradigm shift on the sector’s core values
and objectives (see Aitken, 2010). Starting off effectively in the early 1990s, 7 MFOs in India alone
transformed their setup in response to the sector’s paradigm shift; as of 2007, a total of about 90 MFOs
worldwide underwent drastic organizational transformation to placate the external pressure for a change
to embrace the principles of commercialism (see Kirchstein and Welvers, 2010).
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The constituents of the microfinance sector responded by adopting
commercialism. The sector as a whole bore the brunt of the shift in its overall focus
and basic objectives. These new issues, in the terminology of Laughlin (1991),
“disturbed” MFOs and shifted their survival strategy from being dependent on donors’
subsidized funding to self-sustainability through profitable operations and cost
control.3 Evidence depicts that the microfinance programmes are in essence not
reaching the extremely poor and that their success in terms of accomplishment of
their primary goal of eradicating poverty is highly questionable (Correa and Correa,
2009). This study empirically establishes that the change that microfinance
organizations went through in response to the sector’s paradigm shift resulted in
a deviation from their primary mission. In this paper, a thorough academic enquiry into
the prospects and constraints of the paradigm shift is argued for in order to help
establish a “reference framework” to be resorted to in similar situations of externally
driven organizational change where stakeholders’ interests are at stake.

III. THEORETICAL UNDERPINNING
Given the peculiar settings of the case study, the authors use two sets
of theoretical underpinnings. First, the theoretical constructs of “power” and
“governmentality” of Foucault (1980) and the interplay between the two are used, and
the institutional theory of DiMaggio and Powell (1983) is used to shed light on the
overall phenomenon which the paper encompasses. Second, the organizational
change model of Laughlin (1991) is deployed to explain the tangible and non-tangible
changes that the Aga Khan Rural Support Programme underwent while responding
to the external pressure for change. Although the model of Laughlin (1991) is not
foolproof (see Fraser, 2012), it helps in visualizing organizational change in an
effective and intelligible manner.
“Power”, “governmentality” and accountability
Under Foucault’s (1980) theoretical conceptualization of “power” and
“governmentality”, it is maintained that a “power” source that commands the power
of “knowledge” and/or “authority” plays a significant role in the establishment
and eventual institutionalization of social practices at the societal level. Foucault
argued that “power” is capable of constructing social truths, which in turn
enables the “power source”, through the authority and knowledge vested in it as
“governmentality”, to exercise power. Foucault (1980, p. 93) maintained,
3

Although subsidized funding still flows into the sector, mainstream commercial capital has started to
flow into the sector since the paradigm shift (Labarthe and Danel, 2011), which is driving services prices
high for the poor.
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“Power never ceases its interrogation, its inquisition, its registration
of truth: it institutionalizes, professionalizes and rewards its pursuit”.
New routines imposed by the “power source” on its “dependents” eventually
institutionalize across the industry if not contradicted by any opposing force (see
Burns and Scapens, 2000; Laughlin, 1991). Schatzki (2002, p. 59), in his acclaimed
book The Site of the Social, claimed that
social orders are not self-standing or self-propagating
configurations, but ... they instead exist and evolve only in some
context encompassing them...
As predicted under institutional theory’s various pillars (DiMaggio and Powell,
1983; Scott, 1995), social players in an industry confer the status of “legitimacy” on
organizations (Bartram, 2011), and, among other reasons, organizations change, if
circumstances necessitate, to achieve the status of a “legitimate” existence. In the
case of mergers, Lukkari (2011) identified forces of isomorphic pressures in redefining
“customer” for the new organization during the restructuring process and
“deinstitutionalizing” some of the practices, the legitimacy of which is threatened in
the new set-up. Martin and Hazlett-Knudsen (2012), in their empirical study on human
resources firms, identified these mimetic forces operating in the industry, while in the
case of social and environmental reporting in Malaysian companies, Amran and
Haniffa (2011) found evidence for all three elements – coercive, mimetic and
normative, according to Scott’s (1995) interpretation of them.
In the context of this study and the theoretical framework it employs,
the international donor community represents the “power source”, commanding
“authority” and “governmentality” to construct, change or implement a new social
practice – the changed working paradigm for the microfinance sector. As predicted
under the institutional theory’s pillars, the sector’s constitutions had to passively
submit to their “parent” entity’s dictation and adapt, reorient and, in some cases,
eventually transform their organizational elements to an entirely new social setup, to
placate the demand of their “sustainers” – the donor community, on which they are
“dependent” for financial and non-financial support (see, for example, Khan, 2011).
The Microfinance Division of the Aga Khan Rural Support Programme underwent
a similar transformational phase and eventually had to abandon its microfinance
function altogether and transform it into the more compatible “First Microfinance
Bank” to cope with the changed external conditions. The “new” social practice – the
sector’s functioning under the new paradigm – will eventually spread across all
players in the industry and become institutionalized at a wider level, if not
contradicted by a replacement paradigm.
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In the context of the literature on “accountability”, the “power source”, in
addition to being accountable to external entities, has a high responsibility for
evaluating its own actions before imposing them upon its “dependents”.
“Accountability” is a notion widely used in the context of social settings, which
requires people to explain and take responsibility for their actions (Sinclair, 1995,
p. 221), and to give and demand reasons for their conduct (Roberts and Scapens,
1985), and/or provide “an account or reckoning of those actions for which one is held
responsible” (Gray, Owen and Adams, 1996, p. 39). The authors argue for an
intervention by an independent authority, more powerful than the “power source”
imposing a change on its dependents, to appropriate the capacity and thrust of
the “power source” to protect the interest of the “dependent” organization(s),
a phenomenon referred to as “control of control” by Power (1994, p. 300).
Laughlin model of organizational change
The external environment, if it gets turbulent, exerts pressure on an
organization to “adjust” its policies, practices, rules, norms, objectives, goals and
overall structure and harmonize them with the changed external circumstances.
Laughlin (1991) argued that the pressure for change penetrates into an organization
and disturbs its existing “balance”. The change shifts the organization’s “Design
Archetypes”, “Interpretative Schemes” and “Sub-systems”; however, the extent of
change depends upon how strong the external force is and how uncertain the
affected organization’s organizational elements are at the time of the “impact”. This
terminology is explained in figure 1.
Figure 1. Organizational elements in Laughlin’s terminology

Interpretatives
schemes

Level 1: Values/norms/beliefs/culture
Level 2: Objectives/mission
Level 3: Set rules/policies
Intangible

Design
archetype

Organizational structure, communication
systems and decision processes

Sub-systems

Tangible organizational elements:
for instance, premises, staff, machinery,
location and finances

Source:

Tangible

Adapted from Laughlin (1991).
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Levels of organizational responses
Major changes in a country’s economic and political scenario, the overall
functioning of markets, improvements/new developments in different aspects of an
industry, interrelationships among organizations in a particular industry, Government
policies and regulations, and the policies and practices of parent organizations, all
constitute significant changes for a typical organization.
Depending on how and to what extent an organization is affected, it has to
adapt and reorient its policies, procedures, rules and overall organizational culture in
response to the external turbulences (see Tushman, Newman and Romanelli, 1986;
Tushman and O’Reilly III, 1996; and see also Campanale, Cinquini and Tenucci, 2010,
for details on the dynamics of organizational response to changed external
conditions). An organization may respond to external changed circumstances in
several ways: “inertia”, or no change (see Gray and others, 1995; Miller and Friesen,
1984); “rebuttal” – little changes to only some organizational elements (see LarrinagaGonzalez and others, 2001); and “reorientation” – noticeable, but not significant
change to only some organizational elements (see Greenwood and Hinings, 1993;
Gray and others, 1995). These are low-magnitude changes where organizational
response is mostly nominal. “Colonization” and “transformation” are high-magnitude
organizational responses that are more relevant to this study, and are briefly
discussed below.
Colonization
When an organization fails to satisfy the external “power source” seeking
change with meager changes only to its design archetypes and sub-systems, the
organization will consider implementing changes also in its basic coherence – the
“interpretative schemes” in the terminology of Laughlin (1991). Larrinaga-Gonzalez
and others (2001) termed these types of changes as non-elected, depicting
discontent from some organizational members. The resulting change would seem to
be partial in magnitude. In its stronger form, which may bring about revolutionary
changes within the organization, it may be referred to as a change in the nature of
“reorientation”. Laughlin (1991) maintained that the resulting changes are of a more
permanent nature. The environmental disturbance proceeds through the change
pathway (from design archetype 1 to DA 1A, to SCH, to DA 2A, and finally to DA24 ).

4

“DA” stands for “design archetypes” and “SCH” for “Schizoid”; these terms describe the gradual shift
the organization’s “design archetypes” go through, from “design archetypes 1” to “DA 1A”, to “SCH”, to
“DA 2A”, and finally to “design archetype 2”, where the organizational element “settles” at a “balanced”
state. The dark black arrows depict the “change path”.
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Design archetypes DA2 then necessitates changes to the organizations interpretative
schemes and sub-systems (shifting them from positions 1 to 2). As illustrated in
figure 2, “colonization” changes are of a substantive type.
Figure 2. “Colonization” changes in an organization
Interpretative
schemes 2

Interpretative
schemes 1

balance

balance
Disturbance/
kick/jolt/noise

Design
archetypes 1
balance

DA
1A

SCH

DA
2A

Change
pathway

Design
archetypes 2

Change pathway

balance

Change
pathway

Sub-systems 1
Sub-systems 2
Source:

Adapted from Laughlin (1991).

Transformation
Evolution or transformation is the extreme level of change that affects all
organizational elements, tangible as well as intangible. Widespread changes in all the
organizational elements are registered with a view to renew the organization’s efficacy
under the changed conditions, and are referred to as radical or punctuated responses
on the part of an organization (Miller, 1982; Miller and Friesen, 1984). Organizations
passively choose to undergo changes of an evolutionary or transformational type in
a bid to cope with the changed external circumstances (Nadler and Tushman, 1989;
Greenwood and Hinings, 1993). Many studies in the field of organizations and
organizational change (see, for example, Wilmott, 2000; Kikulis, Slack and Hinings,
1995) have found “interpretative schemes” to be the most stringent of all
organizational elements. They found them to be the most difficult to disintegrate in the
face of external disturbances. This change pathway is demonstrated in figure 3 below.
Environmental disturbances first stir the organization’s basic coherence, that
is, its “interpretative schemes” (Laughlin, 1991). This leads to a new organizational
ethos in the form of new set of “interpretative schemes” (see also, Larrinaga-Gonzalez
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Figure 3. “Evolution” or “transformation” changes in an organization5

Disturbance/
kick/jolt/noise

Interpretative
schemes X

IS
X1

SCH

balance
Change pathway

Design
archetypes X

IS
X2

Interpretative
schemes Y

balance

Change
pathway

Design archetypes Y
balance

balance

Change
pathway

Sub-systems Y
Sub-systems X
Source:

Adapted from Laughlin (1991).

and others, 2001), which, in turn, render the existing sets of the organization’s “design
archetypes” and the “sub-systems” incompatible with the new set of “interpretative
schemes” (Broadbent, 1992; Kikulis, Slack and Hinings, 1995; see also Tyrrall and
Parker, 2005). This leaves the organization in a halcyon state and necessitates
changes in the organization’s “design archetypes” and the “sub-systems” (Laughlin,
1991). Thus, the final “balance” of all the three organizational elements is initially
caused and then dominated by the changed “interpretative schemes”. The
environmental disturbance travels through the organization following the change
pathway (from interpretative schemes X to IS XI, to SCH, to IS X2, and finally to IS Y,
which, in turn, bring about changes in the remaining two elements, as the dark black
arrows indicate).
This type of change is what the empirical data collected for the study has
depicted for the Aga Khan Rural Support Programme – the subject of this study, and
is elaborated on below in the peculiar contexts of this study. Using Laughlin’s (1991)
organizational change model as a platform, the authors investigate the internal
“adjustments” of the Programme’s Microfinance Division in response to the sector’s
paradigm shift. They examine the process of transformation of the subject as it

5
“IS” stands for “interpretative schemes” and “SCH” for “Schizoid”; these terms describe the gradual
shift the organization’s “interpretative schemes” go through, in a similar fashion as footnote 4 describes
for “design archetypes” changes.
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changed from a donor-dependent organization to a self-sustainable, commercial
organization – the First Microfinance Bank Limited.
The study is aimed at analysing a microfinance organization’s passive
submission to externally dictated unavoidable conditions for change and to portray
results in terms of the consequences of such a pressure for change from a parent
organization(s) upon its dependent organization(s) for the sector’s primary mission or
main objectives upon which the sector’s very identification rests. In addition to filling
the void in the literature in evaluating the sector’s paradigm shift and its implications
for the sector’s founding constitution, in the light of an established theoretical
foundation, this empirical paper proposes the following “organizational change
framework” to guide policymakers and practitioners on organizational change
initiatives in such situations.6 This is demonstrated diagrammatically in figure 4.
Figure 4. Diagrammatic representation of our proposed organizational change
framework, applicable to not-for-profit and “public-good” sector organizations,
and situations where “parent-dependent” relationship exists between the
“power source” and the “dependent” organization

The “power
source”
affecting
X’s:

The “power
source”
affecting
X’s:

The “power
source”
affecting
X’s:

Organization
‘X’:
Interpretative
schemes
(ISs)

Design
archetypes
(DAs)

Sub-systems

IS
given
up

“X” gives
up identity

IS
retained

“X”
retains
identity

IS
retained

“X”
retains
identity

Stakeholders’
interest at stake
– external
independent
intervention
necessitated

Stakeholders’
interest safe – no
external
intervention
required

Stakeholders’
interest safe – on
external
intervention
required

6

Authors intend to undertake a comparative study on the achievement of the Aga Khan Rural Support
Programme’s Microfinance Division in terms of reaching the poorest of the poor, according to the sector’s
founding objectives, before and after its transformation into the “First Microfinance Bank Limited” under
phase II of this study.
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IV. THE PARADIGM SHIFT – THE ASIA-PACIFIC REGION7
Pakistan
The rate of poverty in Pakistan8 was reported at around 22 per cent of the
population for 2005/06 (Ghalib, 2011; Chaudhry, Faridi and Hanif, 2012). This has
increased to approximately 40 per cent by 2009 (Ghalib, 2011). The magnitude of
poverty in the country necessitates retention of the sector’s past paradigm – provision
of subsidized financial and non-financial resources – with no emphasis on earning
profits from the already vulnerable poor.
The magnitude of work expected of the country’s microfinance sector is
demonstrated in table 1. The authors argue that the sector’s original promise, under
its founding principles, of providing the poor with subsidized financial resources, with
no expectation of a market rate of return on investment9 as modern capitalism
dictates, is crucial to move the poor out of the poverty web. Ever since the sector’s
paradigm shifted, most of the country’s microfinance services, in their drive towards
self-sustainability and profitability, have been covering the urban poor – the “not so
poor” segment – rather than the rural poor who comprise the sector’s objective target
population (see Rauf and Mahmood, 2009).
Table 1. Percentage increase in income required to move people out of poverty
Income category

Percentage population
in the category

Percentage increase in income
required to move the poor out of poverty

Rs 4 000 to 5 000

14.65

5 to 30

Rs 3 000 to 4 000

16.95

30 to 75

Rs 2 000 to 3 000

14.73

75 to 162

Rs 1 000 to 2 000

5.47

152 to 424

Less than Rs 1 000

0.71

More than 425

Source:

Hussein and Hussain (2003, p. 36).

7

Given the study’s primary focus and scope, the authors have avoided a detailed evaluation of the
sector’s performance across the region. Policy implications for Pakistan, in the peculiar context of the
study, can be generalized across other countries in the region with similar socio-economic circumstances.
8

In the case of Pakistan, the Millennium Development Goals are aimed at bringing down the level of
poverty (headcounts) to 13 per cent – a huge task, when compared with the 2009 level of about 40 per
cent (see Ghalib, 2011).
9
Ever since the paradigm shift, the return on microfinance investments as well as MFIs’ assets have
shown a steady rise, which depicts the sector’s push towards modern capitalism (see Kirchstein and
Welvers, 2010).
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Table 2 below shows segments of the population living in different “poverty
brackets”. The country’s microfinance ought to focus on the “extreme poor” and the
“ultra poor” segments of the citizenry, which would entail venturing into the costlier
remote rural areas and sacrificing profitability and economic self-sustainability (see
Cull, Demirguc-Kunt and Morduch, 2011), which are the notions emphasized under
the new paradigm.
Table 2. Percentage of population living below the official poverty line,
1987-2009
Poverty band

Ranking range of
“poverty line”
(percentage)

Extremely poor

<50

Ultra poor

>50 and <75

Percentage of
poverty increase (+)/
decrease (-)
from 2001/02
to 2005/06

Estimated headcount
(in millions)

1.1 to 0.5 (-0.6)

0.81

10.8 to 5.4 (-5.4)

8.69

Poor

>75 and <100

22.5 to 16.4 (-6.1)

26.39

Vulnerable

>100 and <125

22.5 to 20.5 (-2)

32.99

Quasi non-poor

>125 and <200

30.1 to 36.3 (+6.2)

58.41

Non-poor

> 200

13.0 to 20.9 (+7.9)

33.63

Total population
Source:

Not applicable

160.90

Adapted from Ghalib (2011).

Rest of the region
When Millennium Development Goal 1, to “eradicate extreme poverty and
hunger”, is considered in the light of Target 1.C to “halve, between 1990 and 2015,
the population of people who suffer from hunger”, it does not seem to be realistic in
view of the current state of poverty around the region and the meager effect
microfinance has had so far in alleviating it. Given the effects that the sector’s
paradigm shift has had on the sector’s founding objectives, the social enterprise’s
situation in the rest of the countries in the Asia-Pacific region is not different to that of
Pakistan. Microfinance was initiated in Asia in response to the mainstream banking
sector’s failure to serve the poor, and it spread across the region at a rapid pace (see
Hartarska and others, 2010).
In a recent report (Microfinance Information Exchange, 2010), it is claimed
that microfinance services grew in all Asian countries except Afghanistan. Bedson
(2009) asserted that the region’s microfinance grew to cover 47 million borrowing
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clients, with an outstanding loan portfolio amounting to approximately $10.2 billion
and client deposits of $7 billion. Although the sector has received commendation for
its service to the poor and bridging the gap left by the mainstream banking sector
(Hudon, 2010; Epstein and Yuthas, 2010), in most countries in the Asia-Pacific region
(see Donaghue, 2004, in the case of Bangladesh, Cambodia, India, Indonesia,
Philippines, Thailand and Viet Nam, and some other countries in the East and SouthEast Asia) it is argued that the sector’s real aim was not to become profitable and
self-sustainable through charging high interest rates, but to reach out to the extremely
poor and the maximum number of them, in all countries, even if it is commercially
unprofitable to do so10 (see Khan, 2011; 2008). Through the primary stance of the
present paper, the authors inform policymakers that, given the wide differences in the
socioeconomic state of the countries across the region, different paradigms would
work best for different countries. The sector ought to deploy different paradigms for
different countries/groups of countries in the region. Thus, if the post-paradigm shift
era suits the situation, for instance, in Australia, Canada, New Zealand, Singapore and
the like, the pre-paradigm shift era would work best for Bangladesh, Bhutan,
Cambodia, India, Indonesia, Malaysia, Pakistan, Papua New Guinea, the Philippines
and the like. In a nutshell, country-specific appropriate policies should be adopted to
drive the sector’s mission effectively.
The sector’s so-called achievements in the region’s most populous countries,
including Bangladesh, Cambodia, China, India, Indonesia, Myanmar, Nepal, Pakistan,
Philippines, Sri Lanka and Viet Nam, need to be empirically ascertained. The sector’s
paradigm shift towards self-sustainability and profitability (Bedson, 2009; Ayayi and
Sene, 2010) evidently would benefit MFOs and the donor community but not the poor
(see Bee, 2011). The region’s MFOs boast an annual return on their investment of
more than 9 per cent (Becchetti and Pisani, 2010), with more and more joining in as
“self-sustainable” and “profitable” microfinance players (see Kirchstein and Welvers,
2010; Rauf and Mahmood, 2009), which clearly is an indication of the sector’s drift
from its founding objectives. The claims concerning the sector’s success need to be
weighed and scrupulously checked against its founding objectives of serving the
poorest of the poor, and in high numbers, giving “costs” and “profitability” last priority.
In the case of Malaysia also, the sector’s outreach to the poorest of the poor is in
doubt (see Hamdan, Othman and Hussin, 2012).

10

Mohen and Potnis (2010) asserted that establishing and operating financial services in rural areas are
80 per cent costlier than in urban areas.
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In the State of the Microfinance Summit Campaign Report 2005, concern
was expressed over the apparent failure of the sector to close the gap and reach out
to the most deserving poor (see Daley-Harris, 2005). In the report, it is indicated that
about 400 million poor families, representing about 80 per cent of potential
microfinance clients, still have no access to the sector’s services, despite
approximately 30 years of the sector’s operations. It is warned that the gap would
remain for decades to come if relevant issues are not addressed objectively. The
authors of the report objected to the size of most MFOs, as indicated in table 3 below.
As far the sector’s coverage of the poorest families goes, Asia stands at a weak
38 per cent only, as at the end of 2004 (Daley-Harris, 2005).
Table 3. Poverty coverage, by microfinance organizations
Percentage of MFOs

Source:

Number of MFOs

Coverage (clients served)

2

49

100 000 to 1 000 000

9

276

10 000 to 100 000

16

515

2 500 to 10 000

73

2 321

2 500

Adapted from Daley-Harris (2005, p. 25).

V. RESEARCH METHOD
In this paper, the “case study” approach was adopted and secondary data
were collected from annual reports and policy and procedure-specific documents,
newspapers and other secondary sources. Primary data were collected through
interviews with the middle- and top-management team members of the organizations
involved.11 Yin (1998) identified three dominant modes of analysis for case study data,
namely pattern matching, explanation building and time series analysis. This study
used “pattern matching” and “explanation building” approaches to deduce
conclusions. Laughlin’s (1991) organizational change model was used to provide
a theoretical base for the “organizational change” aspect of the study, and Trochim’s
(1989, p. 356) model was used in comparing “theoretical patterns”, as predicted by
Laughlin’s (1991) model, with the “observed patterns” developed using the empirical
data collected for the study.12
11

Keeping in view the objectives of the study, only the organizational members at the top- and middlelevel management were interviewed at the Aga Khan Rural Support Programme and the First
Microfinance Bank Limited. A total of 16 interviews were conducted.
12

Laughlin’s model covers organizational adaptation to changed external circumstances from three
angles: interpretative schemes; design archetypes; and sub-systems. According to the intended scope of
this study, only the “interpretative schemes” part of the empirical data is included in this paper.
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“Interpretative schemes” of the Aga Khan Rural Support Programme
In this section, the authors developed a set of “observed patterns” and then
compared them with the “theoretical pattern” suggested by Laughlin’s (1991) Model
of Organizational Change. As the study concludes, the “theoretical patterns” endorse
the “observed patterns” developed from the empirical data collected for the study.
Theoretical pattern – set 1τ
As discussed above, if an organization opts for “morphogenetic evolution”,
Laughlin (1991) argued that the organization will opt for changes in all its
organizational components. The evolution or transformation is initiated and then
driven across the organization by the new set of “interpretative schemes” that would
be developed after the initial reorientation of the organization to changed
environmental conditions. This stage is characterized by a general consensus of all
the organization’s members, which facilitates adoption of a new common vision of the
organization. The organization then achieves “balance” at a new position of its
organizational elements (Laughlin, 1991) and then keeps functioning at this new
position until again “disturbed/kicked” by another new environmental “turbulence”
necessitating another change.
Observed patterns – set 1ο
In the case of the Aga Khan Rural Support Programme, after its initial
adaptation and reorientation in response to the environmental “disturbances”, it
ultimately was transformed into a new independent commercial set-up, namely the
First Microfinance Bank Limited. The new position of the Programme’s “interpretative
schemes” after its transformation into the First Microfinance Bank Limited is
discussed below.
Objectives, values and missions
The Aga Khan Rural Support Programme, after evolving from a not-for-profit
non-governmental organization into a for-profit commercial microfinance bank, now
pursues a different set of objectives. Being a commercial microfinance organization in
the private sector, the core objectives of the First Microfinance Bank Limited are: first,
to ensure its outreach to the extremely and moderately poor populations residing in
Pakistan’s urban and rural areas, particularly women, who normally are not able to
access financial services from the traditional/mainstream financial institutions;
second, to ensure its own long-term sustainability, covering all its inflation-adjusted
costs (FMFBL, 2003). To pursue the goal of achieving financial self-sustainability
effectively, the bank is authorized to implement appropriate pricing policies, which
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would ensure access to affordable financial services for the poor as well as
operational and financial self-sustainability (SBP, 2002).13
To achieve this two-fold objective, the First Microfinance Bank Limited has
been empowered, under the Microfinance Institutions Ordinance, 2001, and the State
Bank of Pakistan’s prudential regulations, 2002, to mobilize public savings, and
perform the majority of the functions of the traditional commercial banks (FMFBL,
2003; AKRSP, 2002). The senior operations associate at the First Microfinance Bank
also hinted at the shift in the Aga Khan Rural Support Programme’s objectives after its
conversion into the Bank and at the disconnection between the Bank’s operational
focus and its social service objectives. Daley-Harris (2005) also signaled this aspect
of the paradigm shift. An officer in the Marketing and Product Innovation Department
said in this context, “...now we have dual objectives”, not only do “we have to be
self-sustaining but we also have our social development objective of eradicating
poverty”. The regional manager of the Rural Support Program Network went even
further and said that the objective of “self-sustainability” was more dominating than
the objective of poverty eradication.
Policies and rules
Policies and rules at the First Microfinance Bank Limited reflect its shrewd
professionalism and strong desire to achieve the much-needed financial
self-sustainability. The bank’s policy for branch opening, for instance, reflects upon
the professional staff at the top level. Another respondent remarked in this context,
“we do considerable research before we establish our branch in a particular locality.
We make and analyse a proper demographic profile of the locality we are moving into.
In addition, considering the cost factor, our profitability and business opportunities,
we analyse the tentative locations for our new branches”. While discussing the bank’s
policy about its branches, the participant added that the bank had set a standard size
for its branches in different localities and ensured standardization in all its branches;
every branch has blue chairs, grey tables and almost similar furniture and interior
setting. Concerning the bank’s policy regarding new product development, the
respondent asserted that, whenever thought was given to promulgating any new bank
product policy or to developing a new product, the prospective market for the product
would first be analysed and then the policy finalized and implemented and the
product launched.

13

The State Bank of Pakistan’s Prudential Regulations for Microfinance Banks were designed and
implemented specifically for the country’s microfinance sector; a separate set of regulations governs the
mainstream commercial banks and other financial institutions in the country.
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With regard to credit policies, the bank had to observe another policy-cumrule restricting the bank from extending loans exceeding Rs 100,000 to a single
borrower (SBP, 2002). The bank’s staff recruitment policies have also been reformed.
The Chief Operating Officer of the Pakistan Microfinance Network said in this
connection that the bank hired professional staff and paid them well. The bank has
been able to recruit a balanced blend of microfinance practitioners and commercial
bankers who build upon each other’s wealth of experience and thus is able to provide
its clients with a superior level of service (FMFBL, 2003).
Regarding any financial commitment from the Aga Khan Rural Support
Programme, a rule was set at the board of directors meeting on 26 May 2001 that the
Programme would not be obliged to keep any deposits with the bank. In addition, to
prevent criminal use of its channels for the purpose of money laundering and other
unlawful trade, the bank was obliged to make all reasonable efforts to determine the
true identity of its clients (SBP, 2002). To ensure the privacy of its clients, the bank, in
following its prudential regulations, must not remove any of its records and
documents relating to its business, either physically or electronically, from a specified
area to a place outside that specified area, without the prior permission, in writing, of
the State Bank of Pakistan. These rules and policies were not in place at the Aga
Khan Rural Support Programme.
Internal procedures and communications
The Aga Khan Rural Support Programme was not under the supervision of
the central bank of the country, the State Bank of Pakistan; hence, its internal
procedures were adopted and tailored by its management according to its will. As
soon as the Programme was transformed into the First Microfinance Bank, it came
under the direct supervision of the State Bank. Its policies and procedures, although
developed and implemented by the bank’s management, became subject to the
central bank’s scrutiny. The bank is required under law to develop and implement
effective procedures and methods for the purpose of preventing any misuse of its
channels by criminals and money launderers (SBP, 2002).
The First Microfinance Bank Limited is a formal commercial bank and
operates under the direct supervision of the State Bank of Pakistan. Therefore, it is
crucial for the bank to adhere to the requirements of the State Bank of Pakistan in all
its operations. In cases of non-compliance, the State Bank of Pakistan is authorized
to impose heavy penalties on the bank (SBP, 2002, respondent No. 11). Various
procedural restrictions have been placed upon the bank. For instance, it is not
allowed to extend any financial facilities for speculative purposes, or any loan
exceeding Rs 100,000 to a single borrower (SBP, 2002). The regional manager of the
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Rural Support Programmes Network said in this context that all the State Bank of
Pakistan’s regulations for all the commercial banks of the country were applicable to
the bank. The only exception was in the case of regulations for foreign exchange and
foreign trade transactions, as the bank was not authorized to deal in foreign exchange
and foreign trade matters (SBP, 2002).
Market research and new product development are prominent and regular
features of the First Microfinance Bank Limited’s internal operations. An officer in the
Marketing and Product Innovation department remarked, “we have developed new
products, such as small education loans, housing improvements loans, loans for
working capital and fixed assets for small businesses, and loans for emergencies”.
The respondent further added that the bank also offered some non-financial services
which were unique to the bank. For instance, it occasionally ran health camps for its
poor borrowers with the help of the Aga Khan Development Network, offered
business support services for poor entrepreneurs and arranged special training
programmes for its female borrowers. One of the pioneering initiatives undertaken by
the bank was to offer microinsurance cover to all of the borrowers to insure the
amount of loans outstanding, at a nominal premium, as well as exploring the
possibility of providing its clients with some other microinsurance services (FMFBL,
2003).
In referring to the loan approval procedures, the Chief Operating Officer of
the Pakistan Microfinance Network said that, unlike the Aga Khan Rural Support
Programme where approvals for loans used to be given on the telephone and later on
followed up by someone to make approvals in writing, the approval procedure at the
First Microfinance Bank Limited was very formal and everything had to be well
documented before loans were sanctioned. It was resolved in the Programme’s board
of directors meeting on 26 May 2001 that the bank would take on all of the Aga Khan
Rural Support Programme’s microfinance-related responsibilities, including the
recovery of the Programme’s outstanding loans. Unlike in the Programme, where
most things were done on an informal basis, according to a respondent, procedures
at the First Microfinance Bank Limited in respect of branch opening became very
tough because of the restrictions imposed by the bank’s supervising body, the State
Bank of Pakistan. The First Microfinance Bank Limited can open a branch only after
obtaining permission from the State Bank of Pakistan, which can be obtained only
after making a complete feasibility report about the potential location of the branch.
The regional manager of the Rural Support Programmes Network remarked in this
context that achieving procedural consolidation of the existing branches was another
requirement to be met by the bank before opening any new branch.
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Organizational philosophy and overall culture
The First Microfinance Bank Limited operates on the principles of long-term
sustainability and a broad outreach in terms of services and geographical coverage in
order to attain maximum impact (FMFBL, 2003). The Banker quoted the bank’s
president as saying: “You are the bank for the poor so you have to have that ingrained
in your philosophy. Keep your expenses down and you would survive and also be of
service to the poor” (Loan lifeline, 2005). The bank’s management believes in
professionalism in its operations; proper governance and transparency systems have
been put in place to achieve its goals, noted a respondent. The First Microfinance
Bank Limited has the privilege of being the youngest organization worldwide that has
been awarded “Honorable Mention” in the international 2004 Financial Transparency
Award by the Consultative Group to Assist the Poor, a subsidiary of the World Bank
(FMFBL, 2003).
As far as management style is concerned, currently a “consultative” or
“democratic” management style is prevalent in the organizational culture under which
every staff member has the liberty to communicate directly with any other staff
member, whether his/her senior or junior. The president of the bank communicates
directly with the heads of departments and their officers, according to a respondent.
The bank is highly service-driven, and customer service is emphasized by the bank’s
management as one of the prominent features of its organizational philosophy and
culture (FMFBL, 2003, respondent No. 13).

VI. CONCLUSION, POLICY IMPLICATIONS AND FUTURE
RESEARCH DIRECTION
The literature equates the sector’s paradigm shift to a shift in the sector’s
objectives. For instance, the change in the sector’s average loan size since the
paradigm shift has been cited as equivalent to switching to a new customer segment,
which constitutes deviation from the original mission (Mersland and Strom, 2010;
Kirchstein and Welvers, 2010; also see Khan, 2008). The primary concern we raise is
that the emphasis on commercialism in operations on the part of MFOs, under the
vacuous new paradigm, will undermine the sector’s commitment to the extremely
poor, which will be tantamount to adopting an entirely new set of objectives (see
Labarthe and Danel, 2011; Rauf and Mahmood, 2009). In their study of organizational
change in the British Railways, Tyrrall and Parker (2005) found that a major change in
the “interpretative schemes” translated into changes in the remaining organizational
elements. The Aga Khan Rural Support Programme’s management realized that its
microfinance wing would work best under the changed set of circumstances if
“transformed” into an independent set-up (AKRSP, 2000). In its meeting in September
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2001, the Programme’s board of directors finalized the shape and structure of the
Programme’s Microfinance Division in terms of its future structural and operational
shape. The division eventually was transformed into the First Microfinance Bank
Limited in March 2002.
Evidence shows that the impact of the paradigm shift was global.
Compartamos Banco’s transformation into a commercial bank in 2006 is another
example of such a change. MFOs have been subjected to similar criticism, that is,
that they would compromise on fighting poverty in their efforts to maximize profits
(see Labarthe and Danel, 2011). Other organizations that made use of the new
paradigm to fuel their growth include SKS Microfinance of India in the Asia-Pacific
region; Mi Banco of Peru and BancoSol in Bolivia in the Latin American and
Caribbean region; and Women’s World Banking in the United States. The
extreme poverty prevalent in the Asia-Pacific region always tends to overshadow
microfinance’s accomplishments elsewhere in the world.
In the light of the study’s outcomes, we would like to draw the attention of
policymakers to the era following the paradigm shift and to argue that stress on
self-sustainability and profitability on the part of MFOs will shift the pressure to the
region’s already vulnerable poor. As indicated above, to achieve a better balance
between the supply of and demand for microfinance services, the pre-paradigm shift
working model needs to be re-implemented in the region’s poorest countries, while
the relatively affluent countries should be entrusted with the post-paradigm shift
commercial model.
At a more general level, the authors assert that, in the case of the not-forprofit sector and in situations where a parent-subsidiary relationship exists,
high-magnitude organizational change initiatives, where the sector’s “interpretative
schemes” (primary objectives, values, norms, policies and existence philosophy, on
which the sector’s very identity is based) face danger from the pressure for change,
need to be implemented prudently. In such situations, the “power source” has an
ethical responsibility to stop exerting further pressure for change, lest the sector end
up having a completely different set of all three organizational elements and the
ultimate beneficiaries would have to absorb the ensuing burden. We urge
policymakers that, instead of compromising on quality through sub-optimum
trade-offs, it would be better to reduce quantity when faced with resource constraints.
The sector was initiated to help the poor emerge from poverty, and commercial
models do not suit its objectives. Just as Reedy and Learmonth (2011, p. 127)
claimed in their work, we, too, expect that our work will open up a debate “...about
how we might make choices about our relations...” to organizations and/or business
sectors with a peculiar set of characteristics. We have thus put forth a new
“organizational change framework”, deduced from some established theoretical
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constructs in the field, to guide policymakers and practitioners on organizational
change initiatives in such situations, and thereby contribute to safeguarding
stakeholders’ interests.
We would like to urge readers to exercise caution when generalizing the
study’s findings given its “case study” stance. Although we have used empirical data,
we do not claim unrestricted generalizability of the study’s findings. The study draws
the attention of policymakers, researchers and practitioners to implications of the
sector’s paradigm shift for its true identity and legitimacy in the sight of society (see
Kirchstein and Welvers, 2010; Khan, 2008). Additionally, the study can be used to
identify future research focus towards evaluating the real success of MFOs in terms
of depth and breadth of outreach. A comparison between the sector’s pre- and
post-paradigm shift performance in terms of its founding “social service-based”
objectives would shed light on the real consequences of the sector’s paradigm shift in
terms of the impact on the poor and on poverty.
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PERPETUATING THE GLOBAL DIVISION OF LABOUR:
DEFENSIVE FREE TRADE AND DEVELOPMENT
IN THE THIRD WORLD
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Laissez-faire is for the very strong or (imposed upon) the very
weak. Countries which successfully change the structure of
comparative advantage and their place in the international
division of labour (the NICs) are in between (Hettne, 1993,
p. 217).
This article contains an examination of whether free trade coupled with
the neoliberal principles of the Washington Consensus has been turned
into a defensive strategy used by developed countries in order to maintain
and perpetuate the division of labour in the global market between
developed and developing countries. The question is raised of whether
developed countries are worried that some highly populated emerging
economies may follow the path of the newly industrialized economies.
As a pre-emptive measure, developed countries adopt free trade as
a defensive mechanism that would create a level playing field or “fair
trade” in the global market and would deliberately stifle infant, high value
added industries from thriving within emerging economies. On a level
playing field, infant industries cannot compete against the wellestablished corporations of developed countries. Finally, free trade also
leads to another indirect outcome: it intensifies competition among
developing economies in low value added goods and consequently
lessens a rise in the income of unskilled labour in these economies.
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I. INTRODUCTION
Does openness to free trade promote economic growth in developing
countries or does it perpetuate the division of labour between the South and the
North? This paper revisits the Heckscher-Ohlin-Samuelson (HOS) theorem and
neoliberal economic theory. It contains an examination of whether the well thoughtout policy of neoliberalism and openness to free trade is deliberately employed as
a defensive strategy by developed countries for the purpose of perpetuating the
division of labour between developing and developed countries – the former
specializes in low valued added, labour-intensive goods, while the latter specializes in
high value added, capital-intensive goods. Developed countries, in general, are
concerned that some highly populated emerging economies, such as Brazil, China,
India and Indonesia, may follow in the footsteps of the Asian newly industrializing
economies (NIEs), such as the Republic of Korea and Taiwan Province of China.
Developed countries fear that, through the adoption of the Asian development model
(ADM) of State-led development and export-oriented strategy, such emerging
economies will manage to construct their comparative advantage in high value added
products, thus encroaching on developed countries’ market share in these goods. In
the words of Park (2002, pp. 330-331) in reference to the Republic of Korea and
Taiwan Province of China:
[They] are known to have followed the [East Asian] model for
their successful economic development efforts. This model of
state-directed capitalism seemed to combine the dynamic aspects
of a market-oriented economy with the advantages of centralized
government planning and direction. The model has been credited for
transforming East Asian countries into an export powerhouse and
for producing spectacular economic growth.
In the present article, time series cross-national data of 180 countries from
1970 to 2009 are used, and it contains an examination of the impact of free trade
between developing and developed countries on growth in GDP per capita. Rather
than adopting the terminology of the conventional dependency theory of “offensive
free trade” policy (author’s term), in which it is claimed that developed countries
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establish free trade with developing countries in order to deliberately exploit the
latter’s natural resources or abundant labour (Brewer, 1990, p. 163), in this article the
issue of whether developed countries as a whole apply a “defensive free trade”
strategy that is aimed at depriving the developing countries, in general, and emerging
economies, in particular, of being able to specialize in desirable industries. By
definition, a desirable industry has a high value added per worker, utilizes advance
technology in the production process and pays high wages (Krugman and Obstfeld,
2000, p. 217).
The article pursues a State-centric approach to international trade and
assumes that States continue to compete over market share in high value added
goods in particular. In other words, the article examines whether the very construction
of free trade among countries is aimed at creating a level playing field, where firms
would compete on an equal footing in the global market. By definition, free trade
means that States under a free trade regime agree on a reciprocal policy of lowering
their tariffs to a minimum agreed level, removing agreed non-tariff barriers to trade
and specifying the exact role of the Government in the market. Likewise, a level
playing field is aimed at separating States from markets and preventing Governments
from applying ADM measures. Developed countries are confident that on a level
playing field their giant corporations can outperform the infant, high value added
industries of emerging economies not only in the global market but also in the local
market of these economies as well. In other words, by dissociating Governments from
markets, emerging economies will find it extremely difficult to construct their
comparative advantage in desirable industries. In this sense, free trade is not
a passive, neutral process that takes the division of labour between countries as
given, but it is an active mechanism that is aimed at halting the encroachment by
emerging economies on developed countries’ market shares in high value added
goods. Under a regime of both free trade and a sheer separation between States and
markets, developing countries would reluctantly accept the comparative advantage
ascribed to them by the market forces and thus would be doomed to produce low
value added, labour-intensive goods.

II. THEORETICAL REVIEW: STATES AND MARKETS
Can Governments construct their comparative advantage through State-led
development and export-oriented strategies? Can Governments choose to specialize
in high value added goods and shape their export basket in these goods? In his
seminal book, Alfred Marshall (1890) argued that a firm can enjoy positive external
economies by locating its factory close to other firms that produce the same or similar
products, since it can have access, at low or no cost, to skilled labour, as well as
exchange inputs, expertise and information. This Marshall-positive externality could
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be manifested in increasing returns to scale, knowledge creation and transfer through
an agglomeration process (Paci and Usai, 1999, p. 382; Krugman, 1993). By the same
token, Governments may choose to invest in selected desirable industries, cluster
factories in one area, provide them with subsidies, protection, grants and lines of
credit at low interest rates and offer training to workers that would be oriented
towards those industries. This endogenous growth model emphasizes factors,
such as technology, knowledge spillovers and learning-by-doing, that lead to
a specialization in high value added goods. Yet, this process is less relevant in sectors
of low value added goods. Further, the presence of increasing returns to scale in high
value added sectors may set in motion a process of sustained endogenous growth,
where a high rate of productivity leads to greater incentives for investment and
technological innovations.
Gerschenkron (1962), the economic historian, asserted that the later
industrialization begins, the more government intervention becomes essential,
because over time production methods become more capital intensive. Under these
conditions, Governments are required to finance industrialization, because capitalists
either do not want to or do not have finance to do so.
The question is do these policies suffice to enable Governments to construct
their comparative advantage in high value added goods? What is certain though is
that classical and neoclassical theorists of free trade, such as David Ricado and Eli
Heckscher, respectively, take the comparative advantage of countries as given and
thus implicitly assume that market forces do not provide a country with the ability to
construct its comparative advantage. Yet, if the magnitude of a positive externality is
relatively higher in developing countries than in developed countries, the former may
reap high rents from specializing in the production of desirable goods.
Some Governments in East Asia have recognized the limitations of free
markets in the allocation of scarce resources in the economy or in forging a national
comparative advantage in desirable industries. These Governments mistrusted the
market logic and instead have used government intervention to promote economic
development. ADM combines dynamic elements of a decentralized market-oriented
economy, export-oriented strategy and protectionism with the advantages of
centralized government planning. Such Governments have constructed a meritocratic
bureaucracy that steered the economy and cooperated closely with the private sector,
promoted universal education, invested in human capital, adopted policies of
State-led development and export-oriented strategy, manipulated (undervalued) their
exchange rate in order to boost exports, limited imports of competing goods, foreign
direct investment (FDI) directed towards export-oriented sectors and grants and loans
allocated to desirable industries at low interest rates and favourable foreign exchange
rates (Evans, 1995, p. 37; Woo-Cumings, 1998, p. 322). The role of the bureaucracy in
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the Republic of Korea, for instance, has been to construct the national comparative
advantage in desirable industries and to guide production and exports (Park, 2002,
p. 339).
Such East Asian Governments pursued a policy of “moral hazard” in which
private companies reaped the benefits of a successful investment in their industry,
whereas the Government bore the costs of unsuccessful ones. In other words, the
Government provided a safety net for hesitant capitalists. In the present article, it is
argued that, based on the experience of Japan, the Republic of Korea and Taiwan
Province of China, the adoption of ADM by a new group of developing countries, such
as Brazil, China, India and Indonesia, may enable them to escape the traditional
international division of labour between developed countries and developing
countries (for a critique of this argument, see Krugman, 1994a; 1994b; and 1994c).
This process may herald a second wave of NIEs, while developed countries seek to
prevent this outcome from materializing. In this sense, neoliberal free traders in the
North are not indifferent to the domestic development strategies of developing
countries. The consequences of a second wave of NIEs will have more far-reaching
consequences on living standards in developed countries than the first wave, due to
the fact that the new wave will comprise highly populated countries. In the words of
Wang and Wei (2008, p. 1):
Chinese exports have become increasingly sophisticated. This has
generated anxiety in developed countries as competitive pressure
may increasingly be felt outside labor-intensive industries....
Somewhat surprisingly, neither processing trade nor foreign invested
firms are found to play an important role in generating the increased
overlap between China’s export structure and that of high-income
countries. Instead, improvement in human capital and government
policies in the form of tax-favored high-tech zones appear to be the
key to the country’s evolving export structure.
The HOS theorem, by contrast, is a static model of international trade in
which it is assumed that the abundant factor of production, whether it is labour or
capital, will experience an increase in income, due to a burgeoning demand for its
production by foreign markets, whereas the income of the scarce factor will
experience a decline (Harkness, 1978, p. 786; Bowen, Leamer and Sveikauskas,
1987, p. 791). The rise in income will continue up to the level of factor price
equalization, at which the income per factor of production between two trading
partners, for instance a developed and a developing country, levels out (Kapstein,
2000, p. 365). At any rate, consumers, according to this neoclassical theory, will enjoy
higher living standards under free trade than under protectionism, as they will have
access to imported goods at lower prices and/or of better quality. Further, under this
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theory the trade performance of a country tends to be a reliable indicator of its overall
economic performance which is manifested in relatively high GDP growth. In sum,
under the HOS theorem it is asserted that every partial step towards more openness
to free trade offers the possibility of overall economic growth whereas, in general, free
trade is better than protectionism. With the HOS theorem, the existence of two
countries (a developed and a developing country), two goods (labour- and capitalintensive ones) and two factors of production (labour and capital) is assumed.
Moreover, it is also assumed that the transfer of technology is limited across borders
(Sachs and others, 1994).
The HOS theorem has a few shortcomings. First, the plethora of developing
countries competing between themselves in labour-intensive goods will cause merely
a slight rise in the wages for unskilled labour. Second, the transfer of technology and
the free movement of capital across borders is not restricted under the current free
trade regime, where capital would move to an area in which the return on investments
is the highest. The free movement of capital will increase productivity of unskilled
workers in the South, yet it may not necessarily increase their wages, as multinational
corporations will capture these rents of production. Third, the increasing demand for
non-tradable goods, especially within developed countries, for such workers as
barbers, waiters and taxi drivers raises the demand for local unskilled labour and
prevents a drop in their wages despite free trade, thus preventing the process of
factor price equalization from materializing. Fourth, NIEs demonstrated that the
comparative advantage of an economy is not given by the relative endowments of its
factors of production. As Wood (2007, p. 4) put it:
The main empirical difficulty is that capital is internationally mobile:
machines are traded, buildings can be put up anywhere in a year or
two, and finance flows around the world on a massive scale. This
mobility matters because – as is clear intuitively... – the factors
relevant to the H-O [Heckscher-Ohlin] explanation of trade in goods
are only those that are internationally immobile....
But as a first empirical approximation it is reasonable to suppose
that, as a result of mobility of both capital goods and finance, there
is little variation among countries in the ‘rental’ rate of capital (the
real interest rate times the price of capital goods). And in capital
theory it is a country’s rental rate that determines how cheaply it can
produce capital-intensive goods, defined as those with high
capital-output ratios.
Moreover, many scholars have used the HOS theorem to examine how free
trade has caused wages of unskilled workers to fall in developed countries based on

96

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

the factor price equalization theorem (Sachs and others, 1994; Wood, 1994). The HOS
model indeed explains the wage decline of unskilled workers in developed countries.
Yet, has trade really led to a significant increase in the wages of unskilled workers in
developing countries, let alone to a convergence in the factor prices between
developed and developing countries? In short, the factor price equalization theorem is
far from reflecting the outcome of North-South trade.
Contrary to the assumption of factor price equalization under the HOS
theorem, free trade has intensified competition among developing countries in labourintensive manufacturing products and consequently has prevented a major upsurge in
unskilled labour income (Hale and Long, 2011, p. 405). On one hand, free trade has
increased the demand for unskilled workers in developing countries and put upward
pressure on their wages, as predicted by the HOS theorem. On the other, the intense
competition among these countries and the feminization of the labour market within
them have put downward pressure on wages (Standing, 1989; Greider, 2000).
Developing countries that open up their economies to free trade encounter fierce
competition from other overpopulated developing countries; thus, the income of
unskilled labour would even out at a very low level when comparing the situation in
developing countries. In short, while it is possible that free trade has caused a rise in
the wages of unskilled workers in developing countries, this rise did not bring about
factor price equalization among unskilled workers in developing and developed
countries.
The problem with the assumptions in the HOS theorem is that it examines
how the transformation from autarky to free trade affects the factors of production in
a world comprising only two States. The HOS theorem belongs to a family of theories
of comparative advantage that stresses relativity, thus comparing the abundance of
factors of production across countries (Wood, 1994; Schott, 2003; Wood, 2007).
Under the HOS theorem, it is suggested that workers benefit or lose from changes in
trade policy given their country’s relative endowments of the factors of production
(capital or labour). In addition, a higher wage per worker represents a higher average
capital-labour ratio. This is based on the assumption that industries that are capital
intensive tend to have a relatively higher productivity per worker, which is translated
into a higher income. Capital-intensive countries, however, tend to have a wide
range of differentiated products, thus enabling them to experience a high volume of
intra-industry trade, a phenomenon that cannot be explained by the HOS theorem. By
the same token, developing countries tend to have a narrow range of differentiated
products as they tend to export fewer products.
Finally, the Washington Consensus (between the International Monetary
Fund (IMF), World Bank and United States Department of the Treasury), which draws
on the theory of neoliberalism, emphasizes the importance of competitive markets

97

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

that operate freely under the invisible hand of market forces. The consensus is
a prescriptive measure of liberalization, privatization, deregulation and contraction of
the scope of government activity in the economy. Under the model, a clear separation
between States and markets is called for, where the Government’s role is confined to
establishing rules and regulations and then entrepreneurs are allowed to pursue their
own interests freely. The consensus prescribes a fiscal discipline (a very low budget
deficit enforced by law), redirection of public spending towards public goods,
comprehensive tax reforms, interest rate liberalization in conjunction with trade and
financial liberalization, a floating exchange rate, capital account liberalization,
privatization and deregulation (Williamson, 1990; Serra and Stiglitz, 2008, chap. 2;
Gore, 2000, p. 789; for a critique of this approach, see Stiglitz, 2002). Implementing
these measures would ward off attempts by developing countries to duplicate the
experience of NIEs.
Many economists perceive neoliberalism as an objective economic theory in
which the main interest is the efficient allocation of resources. In fact, this is
a political-economic theory in which there is interest in the distribution of wealth
between and within countries. In this article, it is argued that the rationale behind
these measures is to separate States from markets and to deprive Governments in
developing countries of the ability to use fiscal or monetary tools or to adopt ADM for
the sake of constructing their comparative advantage in desirable goods. Many
Governments in the developing world, due to their weakness vis-à-vis international
institutions, such as IMF, the World Trade Organization (WTO) and the World Bank,
find it extremely difficult to support their industries under free trade. This weakness
enables these organizations to impose constraints that are intended to block
Governments in developing countries from supporting their economies.

III. NEUTRAL, OFFENSIVE AND DEFENSIVE FREE TRADE
There are three types of free trade: neutral, offensive and defensive. Neutral
free trade is the type of trade described by the classical Ricardian international trade
theory and the HOS theorem. In this version, each State has its own comparative
advantage that is given exogenously, where each State exports goods that it could
produce more efficiently than others and imports goods that otherwise it would
produce at a higher cost than the global price. With regard to neutral free trade, it is
assumed that each State focuses on its absolute gains from trade, where a division of
labour between States based on their comparative advantage would bring States
closer to the Pareto optimal frontier, at which the utility of one actor could not be
increased without decreasing the utility of another. In this sense, free trade is
a win-win game, where the gains of State A are determined by its pre-given
comparative advantage, rather than by the actions of State A or its partner State B.
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Thus, the movement from a state of autarky to free trade will certainly, in this view,
increase the utility of all the actors engaged in the process. However, the theory is not
concerned with the distribution of wealth or the amount of utility each actor reaps
from taking part in a free trade regime. The idea behind neutral free trade is
summarized in the following passage from Drezner (2006, p. 2):
A free trade orientation believes that trade expansion creates
significant benefits for American consumers, the American
economy, and American foreign policy, while at the same time offers
growth opportunities for the rest of the world. The goal of this
orientation, therefore, is to reduce as many barriers to U.S. exports
and imports as quickly as possible.
Offensive free trade, however, is the type of trade that could be associated
with mercantilism, the dependency theory and the world system theory. Other modern
versions of offensive free trade could include the strategic trade model. The common
ground among all of these approaches is their focus on relative gains from free trade
rather than absolute gains, or how one State could maximize its gains at the expense
of other State(s). In mercantilism the primacy of politics is emphasized over
economics and it is assumed that States seek to control economic growth in order to
accumulate more capital and/or wealth than other States, where more wealth enables
a State to expand its tax base that can be used to augment its power.
With regard to strategic trade theory, it is similarly contended that certain
countries implement policies that are intended to affect the outcome of strategic
interactions between firms in an industry dominated by a small number of firms.
Under that theory it is contended that Governments can use trade policy instruments
to shift profits from foreign to domestically owned firms, thereby raising national
economic welfare at the expense of foreign firms. Such a trade policy can raise the
level of domestic wealth of a State. The provision of export subsidies and grants to
research and development for firms facing global competition in strategic industries
can have a tremendous impact on the prospects for their survival in the international
market. If, for instance, State A makes an aggressive commitment to subsidize
exports and State B does not react, State B’s firm has to reduce its output and
State A’s firm will obtain a larger market share of sales and profits that over time may
render State B’s firm bankrupt. In effect, export subsidies can shift oligopoly profits
from a foreign firm to a domestic one. Consequently, in State A there is an increase in
national income that is expected to exceed its initial outlays on export subsidies and
grants.
Similarly, with regard to the dependency/world system theories it is assumed
that capitalism is a global structure, where under conditions of free trade rich
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countries tend to specialize in high value added goods, while poor countries tend to
specialize in low value added goods. The division of labour between the two, the
perfect competition in low value added goods and the oligopoly that developed
countries enjoy in high value added goods lead to an exploitation of developing
countries by developed countries through the transfer of surplus capital from the
South to the North. In short, offensive free trade is aimed at exploiting other countries
through specialization in industries dominated by a small number of firms. With these
theories it is assumed that developing countries cannot escape this exploitation,
unless they dissociate themselves from the process of free trade and retreat into
a regime of import-substitution industrialization.
Under defensive free trade, however, it is contended that a decline in the
competitiveness of some developed countries has resulted in their de-industrialization
since the mid-1970s. The combination of a rapid international diffusion of advanced
technology, cheap labour, State-led development policy and export-oriented
strategies by some emerging markets (these countries could also be called semiperipheries) has led to de-industrialization in developed countries and increased
competition in high value added goods. De-industrialization results in the expansion
of the service sector in which productivity is low, while increasing competition
precipitates a decline in the prices of high value added goods making them more
affordable to the lower classes. In this sense, the combination of State-led
development strategies and export-oriented strategies in emerging economies is
blamed for job losses and career insecurity among the working class in developed
countries, including among skilled workers. Advances in and the transfer of
technology have enabled producers in emerging markets to equip their low-wage
workforce with the most modern machinery available and to become highly
competitive in consumer electronics, steel, apparel and other consumer goods.
In short, some emerging markets use State institutions as instrumental
agencies in order to construct their comparative advantage in high value added
goods. Those States have enjoyed access to international technology at low cost,
experienced rapid growth in capital formation and improved the skills of their workers.
These parameters have enabled producers in emerging economies to outcompete
developed country producers in high valued added goods. In order to remedy this
process, developed countries have demanded a complete separation between States
and markets in the developing world, rendering the model of State-led development
as unfair, incompatible with the rules of WTO and inconsistent with the principles of
free and fair trade. In addition, developed countries have set strict rules on the use of
advanced technology through regulations, such as the Agreement on Trade-Related
Aspects of Intellectual Property Rights (Wade, 2003, pp. 625-627). Defensive free
traders hope to maintain the status quo in the division of labour between developed
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countries and developing countries by creating a level playing field in the global
market. Developed countries are confident that the conduct of free trade on a level
playing field in which firms compete on their own under global regulations will
perpetuate the upper hand of developed countries over developing countries in
desirable industries.
Developed countries are concerned that the rise of densely populated
emerging economies, such as Brazil, China, India and Indonesia, will create
a watershed in the global economy that will cause a deterioration in living standards
within developed countries. The fact that NIEs managed to develop by implementing
ADM has caused anxiety in developed countries, as some other emerging markets
could follow the footsteps of NIEs and erode developed countries’ comparative
advantage and market share in high valued added goods. In the words of one writer,
“the United States will eventually become an economy specializing in farm products
and services—‘a nation of hamburger stands’” (Lawrence, 1984, p. 2).
With regard to defensive free trade strategy, it is assumed that, while
expansion in unregulated free trade may benefit many United States citizens in the
short term, in the long term Americans will experience a decline in their living
standards. Defensive free traders believe that unchecked free trade increases job
insecurity for workers in high value added sectors and encourages the importation of
goods made in States that adopt the State-led development model, which violates
the principles of free and fair trade (Hall, 2003). The goal of this approach is to
regulate free trade in order to minimize economic costs. Defensive free traders are not
advocating protectionism, but rather the creation of freer markets and a level playing
field in the global market that would maintain developed countries’ economic
leadership in the global market. In this view, any kind of global trade war would
severely damage developed countries’ economies and leadership. American free
traders, for instance, understand that slowing down imports will encourage other
countries to erect higher trade barriers against United States exports and that may
further erode the comparative advantage of the United States in high value added
goods. In the words of one report prepared by the Congressional Research Service
for the Congress of the United States (Hornbeck and others, 2013, p. 9):
Currently, U.S. trade policy to open markets abroad is conducted at
three levels: through bilateral negotiations and trade/investment
agreements, through establishing free trade agreements, and
through multilateral negotiations under the WTO. Trade policy plays
a proactive role in leveling the playing ground for U.S. business,
a remedial role in correcting distortions in trade caused by foreign
government intervention, and a reactive role in addressing specific
problems raised by U.S. businesses.
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It is worth mentioning that the negotiations during the Doha round were
suspended in July 2006 following a stand-off between developed countries which
refused to reduce their farm subsidies and a group of emerging economies which
refused to liberalize their industrial and service sectors.
Advocates of defensive free trade believe that, under a free trade regime, the
infant industries of the emerging economies cannot compete against the giant
companies of developed countries. These advocates perceive losses of market share
in high value added goods as a zero-sum game: an expansion in the market share of
emerging economies in high value added goods is equal to the losses of developed
countries. In this view, competitiveness in high value added goods and competition
over a market share is similar to a war over territories between States. These
advocates conceive “pure” free trade under global regulations as the best mechanism
against an encroachment on developed countries’ market share in high value added
goods. By the same token, a retreat into protectionism is not an option for these
advocates (Krugman, 1994a).

IV. EMPIRICAL ANALYSIS
The assumption that this section examines is: if rich countries specialize in
“rich-country” products, while developing countries are doomed to produce
“poor-country” goods (Hausmann, Hwang and Rodrik, 2007, p. 2) and, if developing
countries compete between themselves in low value added goods in the global
market, then we should witness a weak correlation between openness to free trade
and growth in GDP per capita. In order to investigate this assumption, the author
relied on data on 180 countries (developed as well as developing) from 1970 to 2009.
The data are taken from the World Development Indicators database of the World
Bank.
Hypotheses
H1: If a free trade regime creates a level playing field between countries, then
free trade also perpetuates the division of labour between developed and developing
countries that are members of that regime and consequently maintains the disparity in
income per capita between them.
The creation of a level playing field in the global market is aimed at thwarting
the attempts of developing countries in supporting desirable infant industries. The
only new industries that developing countries would be able to establish are ones that
manufacture standardized products that have reached the last stage of their life cycle
and usually pay low wages. The production of standardized products is transferred to
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the South usually by multinational corporations. In this sense, a level playing field in
the global market perpetuates the conventional division of labour between the
developed countries and developing countries. The explicit assumption of the
neoliberal theory is that high value added goods/services are non-standardized
products that utilize advanced technology and skilled labour in the production
process. Further, low competition in these goods/services would enable companies
specializing in them to reap high earnings. In other words, low competition in some
high value added goods/services is not determined by the market conditions, but is
constructed by developed countries under a free trade regime by barring emerging
economies from specializing in these goods.
H2: If free trade intensifies competition among developing countries in low
value added goods/services, then free trade has a limited impact on the rise in income
per capita in developing countries.
The internationalization of production and free trade creates fierce
competition in labour-intensive industries in developing countries. While free trade
has a positive impact on the wages of unskilled labourers in developing countries and
lowers the income of their counterparts in developed countries, free trade also has
intensified competition among developing countries in labour-intensive goods/
services.
In table 1 it may be observed that trade as a percentage of GDP explains
only 1 per cent of changes in annual growth in GDP per capita. Thus, while the link
between the two variables is positive and significant, the correlation between them is
weak, as R stands at 0.093. The weak correlation is also demonstrated clearly in
figure 1. There are several opposite factors that link trade to growth in per capita
income. On one hand, imports of capital increase the ratio of capital to labour in
developing countries (as shown in figure 2) and augment workers’ productivity; in
addition, the burgeoning demand for goods in the global market raises the demand
for workers in developing countries. These factors should have a positive impact on
growth in income per capita. On the other, the abundance of unskilled workers in
developing countries, the feminization of the labour market in developing countries
and the race to the bottom (when States with similar factor endowments compete
between themselves to provide multinational corporations with the best conditions)
put downward pressure on wages (Rudra, 2008, p. 3; Greider, 2000; Standing, 1989).
These findings show that free trade has a weak impact on GDP per capita growth and
consequently does not lead to factor price equalization between developed and
developing countries, as predicted by the HOS theorem.
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Figure 1. Link between annual growth in GDP per capita and percentage
of trade to GDP, 1970-2010
Confidence interval and prediction interval
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World Bank, World Development Indicators database, various years.

Model 1. Annual growth in GDP per capita = constant + b * percentage of
trade to GDP
Table 1a. Model 1 summary
Dependent variable
N

104

Annual growth in GDP per capita
6 970

Multiple R

0.093

Squared multiple R

0.009

Standard error of estimate

5.668
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Table 1b. Model 1 summary
Effect

Coefficient

Standard error

p-value

Constant

1.041

0.131

0.000

Trade of GDP

0.012

0.002

0.000

Figure 2. Link between annual growth in imports and growth
in GDP per capita, 1970-2010
Confidence interval and prediction interval
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World Bank, World Development Indictors database, various years.

Model 2. Annual growth in GDP per capita = constant + b * annual growth in
imports of goods and services
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Table 2a. Model 2 summary
Dependent variable

GDP_PER_CAPITA_GROWTH__ANNUAL_

N

5 652

Multiple R

0.405

Squared multiple R

0.164

Standard error of estimate

4.590

Table 2b. Model 2 summary
Coefficient

Standard error

Std. coefficient

t

p-value

Constant

1.195

0.066

0.000

18.106

0.000

Imports of goods
and services
(annual growth)

0.143

0.004

0.405

33.335

0.000

Model 2 shows a positive and significant correlation (at the 95 per cent
confidence interval) between the independent variable (annual growth in imports of
goods and services) and the dependent one (annual growth in GDP per capita). An
increase in the independent variable of 1 per cent causes a 0.14 per cent increase in
the dependent variable, yet the former explains only 16 per cent of the change in the
latter. Neoliberal economists argue that free trade affects economic growth through
imports. Developing countries import advanced technology and incorporate it in local
factories that increase the ratio of capital to labour and consequently raise worker
productivity. This is certainly true, but if many developing countries saturate the global
market in low value added goods, then the prices of these goods must go down and
the terms of trade of developing countries, as a whole, would deteriorate as a result.
Further, this correlation could be misleading to a certain extent, because the
regression examines overall imports without taking into account that some countries
restrict importing goods/services that compete against locally made ones. These
countries fear that unrestricted importation may put some industries out of business,
or may eliminate infant industries before they mature.
In short, tables 1 and 2 show a weak link between trade and imports, on one
hand, and GDP per capita growth, on the other. Table 1 in particular shows that, in
contrast to the assumption under the HOS theorem, trade did not cause a major hike
in GDP per capita growth and did not bring about factor price equalization.
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Models 3 to 6 in tables 3a and 3b show a positive correlation between the
four independent variables and the dependent variable. Yet, it seems that, while
indicator R falls within the range between .459 and .549 (which indicates a fair
correlation), the dependent variable is affected mainly by the annual growth in
manufacturing value added, which has the highest beta coefficient (.397) among all
four predictors. This means that a 1 per cent change in the latter will produce an
almost 0.4 per cent change in growth in GDP per capita. All in all, the four variables
explain only 30 per cent of the change in the dependent variable. Manufacturing value
Table 3a. Coefficients: dependent variable: annual growth in GDP per capita

Model

Unstandardized
coefficients
B

3

(Constant)
Manufacturing, value added
(annual percentage growth)

4

5

6

Source:

Std. error

1.052

.087

.211

.009

Standardized
coefficients

Sig.

Beta
.000
.459

.000

(Constant)

.590

.091

Manufacturing, value added
(annual percentage growth)

.184

.009

.400

.000

Exports of goods and services
(annual percentage growth)

.091

.007

.256

.000

(Constant)

.000

-.200

.131

Manufacturing, value added
(annual percentage growth)

.182

.009

.396

.000

Exports of goods and services
(annual percentage growth)

.086

.007

.242

.000

Manufactures exports
(percentage of merchandise exports)

.020

.002

.157

.000

(Constant)

.129

-1.427

.442

Manufacturing, value added
(annual percentage growth)

.182

.009

.397

.001
.000

Exports of goods and services
(annual percentage growth)

.086

.007

.241

.000

Manufactures exports
(percentage of merchandise exports)

.020

.002

.154

.000

Manufactures imports
(percentage of merchandise imports)

.019

.006

.055

.004

World Bank, World Development Indicators database, various years.
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Table 3b. Models summary
Model

R

R square

Std. error of the estimate

Sig. F change

3

.459

.211

3.447

.000

4

.523

.273

3.309

.000

5

.546

.298

3.253

.000

6

.549

.301

3.247

.004

added can certainly be affected by exports and imports. Exports of manufactured
goods could boost manufacturing value added through scale economies and put
pressure on the industry to meet international standards, while imports increase the
ratio of capital to labour in this sector.
Table 4 shows the ratios between several variables of selected developed
countries and developing countries in four selected years from 1980 to 2009.1 These
developing countries were selected because they meet the criteria of highly populated
countries and emerging economies; some of them have adopted an orthodox
neoliberal model under the auspices of IMF (Brazil, Indonesia and Mexico), while
others pursued an unorthodox model (China and India). The variables include the
percentage of trade to GDP, current GDP per capita, GDP per capita purchasing
power parity (PPP) and exports of goods and services as a percentage of GDP.
Table 6 shows the correlation between the variables over 30 consecutive years from
1980 to 2009 (no selection of years).
It should be noted that Brazil and Mexico started to implement their
structural adjustment programme and openness to free trade in 1983. These
countries suffered from high inflation rates coupled with the effects of the debt crisis
during the 1980s. The structural adjustment programme included restructuring their
external debt, floating the exchange rate, removing barriers to foreign investment,
privatization of domestic banks and trade liberalization (Boughton, 2001, p. 361).
Since the late 1980s, these countries implemented a further reduction in the role of
the Government in the economy and greater integration into the global economy.
Table 4 shows that, despite the fact that Mexico’s trade and export as a percentage of
GDP had increased relative to those of the United States from 1980 to 2009, the ratio
of purchasing power parity GDP per capita between Mexico and the United States
went up. In short, Brazil and Mexico were unsuccessful in increasing their own

1

These ratios were examined from the beginning of 1980 because prior to that year China was almost
isolated from the West, and following the debt crisis in the 1980s, IMF started to restructure the
economies of many the third world countries.
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Table 4. Ratios between selected developed countries and developing countries
for some key economic variables
Year

1980

Country
Developed/
developing
country

Ratio
Trade to GDP
Developeddeveloping
country

United States/Mexico 0.71

Ratio
GDP per capita
(current)
Developeddeveloping
country

Ratio
GDP per capita
PPP Developed
-developing
country

Ratio
X goods/
services
Percentage
of GDP
Developeddeveloping
country

4.23

3.09

0.95

1990

”

0.54

7.30

3.73

0.52

2000

”

0.41

5.91

3.81

0.36

2009

”

0.44

5.65

3.21

0.40

1980

1.02

6.30

3.54

1.12

1990

”

1.35

7.46

4.45

1.17

2000

”

1.19

9.48

5.00

1.11

2009

”

1.11

5.66

4.42

0.99

1980

United States/Brazil

0.96

63.10

48.73

0.95

1990

”

0.70

73.32

29.01

0.60

2000

”

0.59

36.96

14.84

0.47

2009
1980

United States/China

”
Japan/Indonesia

0.51

12.28

6.74

0.42

0.51

17.23

13.95

0.40

1990

”

0.40

38.37

12.64

0.41

2000

”

0.29

45.76

10.60

0.27

2009

”

0.55

16.91

7.73

0.52

1980

1.80

34.30

21.12

2.18

1990

”

1.26

66.24

21.12

1.45

2000

”

0.75

81.22

16.27

0.83

2009

”

0.54

35.04

9.92

0.61

1980

Japan/India

2.23

6.08

2.84

2.23

1990

”

3.28

6.99

3.54

3.02

2000

”

3.06

6.24

3.70

3.34

2009

”

3.39

5.01

3.48

3.62

1980

Germany/Brazil

0.83

22.07

15.06

0.59

1990

”

1.01

33.46

12.19

0.98

2000

”

0.93

28.75

10.73

0.81

”

1.69

17.31

8.64

1.69

2009
Source:

Germany/Indonesia

World Bank, World Development Indicators database, various years.
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Table 5. Descriptive statistics of the data contained in table 6
Mean

Std. deviation

N

GDP per capita PPP ratio
(developed-developing country)

10.679

8.574

210

Trade percentage GDP ratio
(developed-developing country)

1.104

.8210

210

1.080

.8594

210

X goods/services ratio
(developed-developing country)
Source:

World Bank, World Development Indicators database, various years.

Table 6. Correlations
GDP per capita
PPP ratio
(developeddeveloping
country)
Pearson
correlation

N

Trade
percentage
GDP ratio
(developeddeveloping
country)

X goods/
services ratio
(developeddeveloping
country)
-.188

GDP per capita PPP ratio
(developed-developing
country)

1

-.256

Trade percentage GDP ratio
(developed-developing
country)

-.256

1

X goods/services ratio
(developed-developing
country)

-.188

GDP per capita PPP ratio
(developed-developing
country)

210

.972

210

.972

1

210

income per capita relative to that of developed countries. Indonesia started the IMF
stabilization and adjustment programme in 1998 following the Asian financial crisis
that began in July 1997 and scored a significant increase in its income per capita
relative to that of developed countries. China and India have recorded a sharp
upsurge in their income per capita relative to developed countries (table 4). These two
giant States have never implemented a structural adjustment programme under IMF
auspices, and their Governments have continued to steer their economies in parallel
towards a gradual openness to international trade. Their exports are diversified
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geographically and in terms of the type of their exported products. China in particular
has pursued an unorthodox economic policy of gradual reform strategy, undervalued
exchange rate and export orientation (Zheng, Bigsten and Hu, 2009, p. 874). Despite
or because of this policy, these two countries have been successful in raising their
PPP GDP per capita relative to that of some developed countries.
In model 7 (tables 7a and 7b) the correlation between both annual growth in
exports and imports, the percentage of trade to GDP and GDP per person employed
are examined. Through this model, there is an effort to neutralize the impact of
demographic growth on income per capita and concentration on how international
trade affects worker productivity. The model shows that, while the coefficient “annual
growth in imports of goods and services” is insignificant, the coefficient of “annual
growth in exports of goods and services” has a small but negative correlation with the
dependent variable: “GDP per person employed, constant”. All in all, the three
variables in the model can explain only less than 7 per cent of changes in the
dependent variable, as R stands at 0.265, which implies a weak correlation between
the independent variables and the dependent one.
Table 7a. Model 7
Dependent variable

GDP per person employed constant

N

3 093

Multiple R

0.265

Squared multiple R

0.070

Standard error of estimate
Source:

14 500.998

World Bank, World Development Indicators database, various years.

Table 7b. Model summary
Effect
Constant

Standard error

Std. coefficient

Sig.

512.102

0.000

0.000

Exports of goods and services
(annual growth)

24.335

-0.068

0.000

Imports of goods and services
(annual growth)

21.667

0.010

0.593

6.084

0.262

0.000

Trade of GDP
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In sum, these findings indicate that there is no evidence that free trade brings
about factor price equalization between developed and developing countries or that
free trade leads to a major improvement in income per capita in developing countries.
What is clear from this research is that, first, annual growth in both imports and
manufacturing has a limited positive impact on growth in GDP per capita; and
second, Governments that have steered their economies and pursued unorthodox
economic policy in parallel with regulating their openness to free trade have
performed much better in terms of narrowing the income disparity between them and
developed countries than emerging economies that adopted an orthodox neoliberal
model.

V. DEVELOPMENT AND FREE TRADE
Globalization and the institutionalization of free trade both at the national and
international levels have brought some to announce the “end of the third world”, while
the new world “does not lend itself to the simple identification of First and Third,
haves and have-nots, rich and poor, industrial and non-industrialized.... The process
of dispersal of manufacturing capacity brings enormous hope to areas where poverty
has hitherto appeared immovable” (Harris, 1986, pp. 200-202). The structural divide
between the South and the North, the claim continues, is becoming irrelevant in the
epoch of globalization, as each developing country has the opportunity to restructure
its economy and raise its overall national living standards through free trade and
integration in the global market. “This consensus is consistent with the earlier
expectation that decolonization and Third World industrialization would substantially
reduce the North-South income divide” (Arrighi, Silver and Brewer, 2007, p. 321).
Other scholars even went one step further claiming that industrialization and
rising income per capita in the South would lead to a gradual de-industrialization and
decreasing income per capita in the North (Wood, 1994, pp. 72-74). In this view, the
“innocent” process of free trade between the North and the South disadvantages the
former, even though the South cannot employ structural power over the North. This
pattern, the argument continues, of a decrease and increase in income per capita in
the North and the South, respectively, is due to a higher ratio of capital to labour and
consequently productivity in the manufacturing sector than in the service sector. As
developed countries abandon industrialization and shift to the service sector, while
industrialization is outsourced to developing countries, the latter experience higher
productivity than the North and an upsurge in their income per capita. Some scholars
have asserted that de-industrialization is a direct consequence of trade with
developing countries (Sachs and others, 1994, p. 13; Wood, 1994, p. 87). By tying the
rate of employment in the manufacturing sector to imports from developing countries,
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Wood demonstrated how an increase in trade caused de-industrialization in countries
belonging to the Organisation for Economic Co-operation and Development (OECD).
Manufactured products that are imported from developing countries are labourintensive and thus encroach on the competitiveness of labour-intensive industries in
OECD countries (Wood, 1994, pp. 121-126). As a result, unemployment among
unskilled workers increases and their wages shrink. In the same vein, Sachs and
others (1994, p. 16) demonstrated that an increase in international trade is the prime
reason behind de-industrialization in the United States. They argued that imports of
labour intensive goods from developing countries force companies to lay off unskilled
workers within the United States.
Likewise, some scholars apply the product cycle theory to the North-South
divide, assuming that the more products become standardized with little prospect for
further innovation (for example, plastic products, tyres, shoes and bicycles), the more
these products are outsourced to the South, thereby expanding the range of goods
produced in the South (Dollar, 1986). As this range expands, the South improves its
terms of trade and raises its living standards relative to the North.
Empirically speaking, contemporary researchers have been concerned about
quantifying the effects of free trade with the South on wages and employment in the
North. It is widely accepted among these scholars that the wages of unskilled workers
in developed countries relative to their counterparts in developing countries have
been falling since the late 1970s. In the words of Blank (2009, p. 16):2
As has been widely noted, substantial wage losses for less-skilled
men occurred after 1979. Among those with post-high school
education, wages rose slightly from 1979 to 1994 (there were much
larger increases among men with a college education). Since the
early 1990s, wages have risen at all skill levels. By 2007, full-time
weekly wages were $439 for high school dropouts, $619 for high
school graduates, and $934 for those with more than a high school
degree. For the two less-educated groups, these levels are still well
below where they were in 1979, however.
In examining the relationship between openness and growth, Dollar (1992,
p. 524), a neoliberal economist, asserted that the more an economy is outwardoriented, the higher would be its growth rate. He created an “index of real exchange
rate distortion” and an “index of real exchange rate variability” that could be used in
an attempt to measure openness based on purchasing power parity and relative
2

Rebecca M. Blank is Under Secretary of Commerce for Economic Affairs at the United States
Department of Commerce.
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prices. Distortions are calculated as the difference between the actual price level of an
identical basket of consumption goods and the predicted values from a regression
model of the price level. In other words, in turning the United States into a yardstick
country, the data provided estimates of each country’s price level relative to that of
the United States. This represents a measurement of a protectionist policy of an
economy in terms of the degree to which the domestic currency is under/overvalued.
The lower are the distortion and the variation, the lower is the value of Dollar’s
protectionism index, thus the more the economy is an outward-oriented one. Dollar
found an inverse relationship between this index of protectionism and economic
growth for a cross section of 95 developing countries, implying that the more open an
economy is, the faster it grows over time. He stated: “the index derived here
measures the extent to which the real exchange rate is distorted away from its
free-trade level by the trade regime, [and] a country sustaining a high price level over
many years would clearly have to be a country with a relatively large amount of
protection” (Dollar, 1992, p. 524).
It would be premature to assert, however, that openness to free trade is
systematically associated with higher income per capita or boosts development in
developing countries – bearing in mind that GDP growth and development are not two
sides of the same coin. Openness to free trade may have two contradictory effects
on income per capita in developing countries. First, the burgeoning demands for
labour-intensive goods will increase the demand for labour and will have a positive
effect on wages. Yet, competition against other developing countries will have an
opposite effect on wages of unskilled workers. Furthermore, the fact that developing
countries experience economic growth under openness to free trade does not mean
that developing countries are catching up with developed countries in high value
added goods. The majority of developing countries have joined WTO and have
become obliged to take required measures that are aimed at opening their economies
to trade – creating free and “fair” trade in the global market. Developed countries use
their economic clout in order to create a level playing field in global trade, in which
developing countries forfeit their right and authority of constructing their comparative
advantage in desirable goods.
Free trade has created competition on a level playing field between two
“unequal teams”, as developing countries would remain passive absorbers of
industries outsourced to them by multinational corporations. These countries would
produce standardized products in large quantities. On a level playing field, the forces
of free trade would prevent shrinking the disparity in income per capita between
developed countries and developing countries. Developed countries are ready to
sacrifice the interests of their unskilled labourers engaged in the production of labourintensive goods for the sake of saving the interests of skilled labourers. Thus, free
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trade would kill two birds with one stone: the importing of cheap goods from
developing countries while retaining the production of capital-intensive goods within
developed countries.
In this regard, some have asserted that “strong North-South industrial
convergence has been associated with virtually no convergence in total value added
per capita” (Arrighi, Silver and Brewer, 2003, p. 40, emphasis in the original; for
a critique of their paper, see Amsden, 2003). To put it simply, North-South industrial
convergence has not been associated with North-South income convergence. In the
view of Arrighi, Silve and Brewer (2003, p. 40):
[T]he non-convergence we observe does have something to do
with manufacturing, because even within manufacturing, strong
North-South industrial convergence has been associated with
a considerably weaker income convergence. Nevertheless, the
non-convergence we observe has indeed primarily to do, not just
with differences in the growth rates of the service and agricultural
sectors of North and South, but also with differences in the overall
growth of manufacturing relative to other activities....the share of
MVA [manufacturing value added] in total value added for the world
as a whole has declined from 28 per cent in 1960 to 24.5 per cent in
1980 to 20.5 per cent in 1998. ... The South has thus been catching
up with the North in a declining sphere of economic activity.
Alice Amsden has argued that United States policy towards developing
countries has shifted from being indifferent about the method of internal development
strategy to making an effort to impose a uniform set of development choices through
neoliberalism that is aimed at strangling development. In her view, under the “First
American Empire, 1950-1980”, developing countries enjoyed an economic golden
age. Those that applied their knowledge to promote infant industries through
import-substitution and opening up to exports at a later stage, once those industries
had matured, managed to develop. Those developing countries – due to their
economic and political clout, manufacturing know-how and human capabilities – have
been able to escape the influence of the United States (Amsden and Chu, 2003,
pp. 10-15). Under the “Second American Empire” (or neoliberalism) most developing
countries entered “hell” (Amsden, 2007, p. 3). Growth stalled as the United States
imposed neoliberalism through IMF and that has destined developing countries to
specialize in labour-intensive, low value added goods. Only those “recalcitrant”
countries that managed to adopt ADM, such as China, managed to develop,
according to Amsden (2007, p. 3):
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If the motto of the First Empire was “Get smart,” then the motto of
the Second Empire was “Get tough.” Financial services were
becoming the largest single industry in the United States. To spread
its wings, Wall Street demanded that the Treasury Department get
Third World countries to deregulate their financial markets. No less
vocal, multinationals wanted developing countries to practice free
trade and drop all investment controls.
The question, however, is not whether there is a relationship between
openness and growth, but how much relationship is there? In the words of Rodriguez
and Rodrik (2001, p. 266):
Our bottom line is that the nature of the relationship between trade
policy and economic growth remains very much an open question.
The issue is far from having been settled on empirical grounds.
We are in fact skeptical that there is a general, unambiguous
relationship between trade openness and growth waiting to be
discovered. We suspect that the relationship is a contingent one,
dependent on a host of country and external characteristics.
By the same token, little work is available on the effect of openness on
development. Some have argued that, whereas openness affects economic growth
primarily through exports, openness influences development through imports. Other
scholars have emphasized the role of imports and asserted that, if used efficiently,
imports of capital as well as technology and new ideas could enhance a country’s
development capacity (Awokuse, 2007, p. 161).
According to Grossman and Helpman (1991, p. 151), the answer to the
question “does trade promote innovation in a small open economy” depends on
whether the forces of comparative advantage generate long-term growth through
externalities in research and development and on expanding the range of
differentiated products. In their view, a country that is lagging behind in technological
development can be driven by free trade to specialize in labour-intensive goods and
experience a decline in its long-term rate of growth.

VI. CONCLUSION
There were two main goals in preparing the present paper. The first was to
demonstrate that the prediction of HOS that free trade brings about factor price
equalization between developed countries and developing countries is at odds with
the empirical findings about the link between trade and per capita economic growth.
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The second was to claim that developed countries use free trade as a defensive
strategy in order to dissociate Governments in developing countries/economies from
markets. Based on the experience of the Republic of Korea and Taiwan Province of
China, developed countries/economies have good reason to believe that developing
countries which have adopted ADM can manage to encroach on the market share of
developed countries in desirable goods.
Free trade is not a neutral mechanism that, based on the HOS theorem,
enriches countries by increasing the income of a country’s abundant factor of
production. While free trade creates a level playing field in the global market, it
dissociates Governments in emerging economies from constructing their comparative
advantage in high value added goods. In this sense, free trade has been used by
developed countries in recent years as a defensive strategy for depriving developing
countries of specializing in high value added goods. As more and more developing
countries implement the orthodox economic model of neoliberalism advocated by
IMF and developed countries, developing countries find it harder to escape the
conventional division of labour assigned to them by the global market.
Finally, free trade does not lead to factor-price equalization between
developed countries and developing countries as predicted by the HOS theorem.
There are several forces that prevent this convergence from taking place. First, free
trade has intensified competition among developing countries in the market for low
value added goods. Second, globalization has created a race to the bottom among
developing countries: which country can attract more FDI while repressing wages for
labour? Third, globalization has increased the demand for female workers in
developing countries, leading to the feminization of the labour market, which puts
more downward pressure on wages for labour.
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FINANCING YOUNG AND ELDERLY DEPENDENTS:
THE CASE OF INDIAN PUBLIC POLICY
Laishram Ladusingh*

In this paper the author explores the monetary benefits of young and
elderly dependents under the public policy that introduced age into the
National Accounts of India, the framework of the National Transfer
Accounts. The results of the study indicate that the net monetary gain of
young dependents is more than seven times higher than that of elderly
dependents. It is suggested that there is a need to reorient the country’s
fiscal policy in order to meet the demand for sustainable social security in
the face of impending population ageing in the decades ahead. A
desirable policy strategy would be to convert all social assistance
programmes into a single long-term national social security programme,
the scope of which would encompass various aspects of intergenerational
equity, raise the level of entitlement to match actual need and make
national social security a universal programme.
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I. INTRODUCTION
Institutionalization of public welfare programmes varies considerably within
and between countries and continents. Public policies regulate the goods and
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services that are furnished to citizens and the monetary value of the goods and
services that varies from economy to economy. Public institutions mediate
intergenerational transfers for health care, social security and other welfare
programmes by collecting direct and indirect taxes, generating revenue and
borrowing money. The fiscal policy of a country has to be sensitive to its age
composition as the nature of public goods and services to be provided depends on
the country’s age structure in addition to other factors. A change in the age structure
of the population is likely to trigger substantial shifts in prioritization of public funding.
With the gradual ageing of India’s population, one of the implications of the change in
the country’s age structure is an increased demand for health care and social security.
In formulating the fiscal policy of a developing country such as India, the Government
has to address a number of pressing issues, such as financing education, health care,
social security, unemployment, infrastructure and intergenerational equity; it is for
these reasons that needs-based prioritization of programmes is a challenging task.
Therefore, an attempt has been made in the present paper – in the light of the
interface of public programme priorities, fiscal policy and age composition – to
evaluate (in cash or in kind) the receipt of such benefits by individuals through public
programmes and the payments made by individuals for such programmes. The
monetary value of inflows to individuals and outflows from individuals considered in
this study is consistent with National Income and Product Accounts. The study is
focused on age dependent groups, that is, the young (0-14 years) and the elderly
(60 years and older). In the study, the long-run fiscal dependency burden of the
working-age population (15-59 years) for supporting both young and elderly
dependents is also examined. In this regard, fiscal dependency is defined as the ratio
of the aggregate monetary transfer to that received from the public programmes.
While contributing to the literature on ageing, this study also brings to light
the need for reorientation of the fiscal policy of India to meet the demands of
a steadily ageing population. Based on the analysis of the monetary value of
intergenerational transfer using the framework of National Transfer Accounts (Mason
and others, 2009), it is argued that in the country’s fiscal policy insufficient attention
has been paid to the ageing of the population while prioritizing public programmes to
maintain intergenerational equity. The net gain of the population aged 60 years and
older from public in cash or in-kind transfers, including social security, in excess of
their contribution to public programmes, largely in the form of direct and indirect
taxes, is less than 2 per cent. The paper is also focused on the urgent need for
broadening and revamping the social security system in view of the persistently high
level of the per capita life cycle deficit, the excess of consumption over labour income
during the post-retirement period.
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A better understanding of old-age consumption and the taxation system is
helpful in the process of strengthening fiscal policies for an ageing population. There
are four reasons for government tax-transfer programmes – raising revenue,
redistributing income, correcting market failures and paternalism. The present study
has futuristic relevance in view of the fact that most of the 36 states and union
territories, except for eight states, recently attained the replacement level of fertility
(about 2.1 children per woman), and the expectation of life at birth currently ranges
from 65.8 to 68.1 years. In the eight demographically trailing states, the gap in fertility
and life expectancy compared with that in the so-called forward states is narrowing
(ORGI, 2011), and it is expected that these states would join the convergence
trajectory within a decade. Under the prevailing pace of demographic transition in
India, population ageing is inevitable and the proportion of the population aged 60
and older is projected to touch 19.1 per cent of the total population in 2051; the
current figure is 8.1 per cent. In absolute terms, the number of people in the age
group 60 years and older is expected to increase from 96.5 million to 298.2 million
during the period 2011-2051 (Rajan, 2010). Much of this increase in life expectancy
has been due to the success of mass immunization programmes in controlling
infectious diseases, which dramatically reduced the number of children and young
adults dying each year from such diseases as measles, diphtheria and tuberculosis,
as well as neonatal conditions. Meeting the consumption needs of an ever-increasing
elderly population in India will remain a challenge both for the public (Government)
and for private households.
When the public pension scheme was first introduced in developed
countries, social and economic conditions were different from those that exist today –
elderly people were typically poor compared with those in the working-age group, and
public pensions as an insurance against an impoverished old age were non-existent.
Today social security and other pension benefits, particularly the rapid post-war
growth of institutionalized retirement plans, have become the major source of
retirement income in developed countries (Crawford and Lilien, 1981). Many
developing countries, including India, are in situations comparable to those in
developed countries in the past as far as the economic conditions of older persons
are concerned, for many social security programmes have not only limited coverage
and but in other places have yet to take root.
In this study the need is reiterated for studying the long-term implications of
the inevitable ageing of the population on one hand, and declining proportion of
young dependents on India’s fiscal policy on the other. This study gives a brief
account of major social assistance programmes that exist in India, followed by
a description of the country’s tax system. It also furnishes background on the National
Transfer Accounts framework adopted for estimation of the life cycle deficit and
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intergenerational transfers, together with a description of the method for projection of
the fiscal burden of supporting young and elderly dependents. The results are
presented in two parts, first on the life cycle deficit and intergenerational public
transfers, and second on the long-term fiscal implications of the current public
support for young and elderly dependents. In the conclusion of the paper, there is
a discussion of the findings of the study and their policy implications.

II. SOCIAL SECTOR AND SOCIAL ASSISTANCE PROGRAMMES
The Government undertook major economic reforms in 1991 that included
accepting the private sector’s role as a leading engine of growth, placing greater
reliance on market forces and opening the economy to international trade, foreign
investment and foreign technology (Ahluwalia, 2005). The fiscal responses to the crisis
took the form of a major liberalization on both the domestic and the external fronts
(Panagariya, 2008). The economy as a whole now is much more integrated with the
rest of the world: the current account is fully open, while the capital account is
substantially so (Acharya and Mohan, 2010).
Social sector
The social sector is the foremost prioritized area and includes social services
and rural development. Social services comprise, among other things, education,
health and family welfare, water supply and sanitation. The overall policy framework
for social sectors in India is laid out by the central Government; however, the state
governments have considerable flexibility in designing policies and have almost
exclusive control of the delivery of those services (Alluwalia, 2010, p. 285). In India,
budgetary expenditure at the central and state levels can be broadly categorized into
two parts: first, the social and economic expenditure, with the broad objective of
expanding social opportunities and improving the social indicators of education and
health, as well as the nutritional standards of the general population; and second,
those expenditure programmes that are directly targeted at the alleviation of poverty
(Radhakrishna and Ray, 2005, p. 35).
According to the constitution of India, health is a state subject, while
education is in the concurrent list, which means that the responsibility lies with both
the central and state governments. To ensure free education for the primary level of
schooling, that is, until the child is 14 years old, the centrally sponsored Sarva
Shiksha Abhiyan (Programme for the Universalization of Elementary Education) and
mid-day meal schemes have been adopted. While the schemes are designed typically
for the poorer states or states with weak infrastructure for the delivery of public
services, they encourage reform around decentralization in all the states (Ahluwalia,
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2010). Grant allocation under the programme is meant for improvement of school
infrastructure, building resource centres, teachers’ training, innovative education and
teachers’ salaries. However, overall expenditure on health and education constitutes
only 1.3 per cent and 3 per cent, respectively, of GDP and is miniscule compared with
the country’s huge population.
Started in the late 1970s, the Integrated Rural Development Programme was
the first major self-employment programme in India. The programme was aimed at
providing beneficiaries with assistance in the form of bank credit and government
subsidy so as to help them in obtaining sustainable income-generating assets. The
target groups of the programme were families below the poverty line in rural areas
comprising the landless and small and marginal farmers, agricultural labourers and
rural artisans. The Annapurna Scheme is yet another centrally funded means-tested
plan to provide elderly persons with food security.
Currently, the most significant programme is the National Rural Employment
Guarantee Act, which was launched in 2005; it is now called the Mahatma Gandhi
National Rural Employment Guarantee Act. The objective of the scheme is to enhance
livelihood security in rural areas by providing every household with at least 100 days
of guaranteed wage employment in a financial year.
The Public Distribution System is one of the instruments for improving food
security at the household level in India. The Government has been supplying six
essential commodities through the system: wheat, rice, sugar, edible oils, kerosene
and soft cake (a kind of Indian bread) at below-market prices. The link between
economic growth, poverty alleviation programmes and poverty alleviation in the
Indian context is contested in view of the persistence of widespread poverty. There
has been criticism and differences of opinion on the efficiency of the system in its
implementation and methods of estimation; no two opinions are the same on the
programme’s success in reducing poverty.
Pension and social security
Pension policy in India has traditionally been based on financing through
employer and employee participation, and coverage is restricted to the organized
sector. The centre and state governments in India have been provisioning to benefit
their superannuating employees with the help of an inflation-adjusted post-retirement
pension cover with the benefit rate fixed at about 50 per cent of the terminal wage
(Alam, 2004). The pension policy of the organized sector is solely funded by the
Government and is a “pay-as-you-go” system. The additional retirement benefits
include the Employee Provident Fund, Employee Pensioner Scheme and Gratuity to
Employees arrangement. Contributions to the Fund receive tax rebate/credit/relief up
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to 15 per cent of the amount contributed subject to a ceiling, and lump-sum partial
withdrawals for emergency purposes are tax free (Rajan, 2007). A similar provision
applies to the above-mentioned Scheme. Pension benefits or annuities are taxable.
The Gratuity arrangement ensures that employees will receive a non-taxable
lump-sum amount on retirement, incidental death or termination.
Since 1995, cash transfers to poor elderly persons or social assistance have
been among the most important poverty alleviation programmes for the ageing
population in India. This programme is one of the components of the National Social
Assistance Programme, the three components of which are: National Old Age Pension
Scheme (NOAPS); National Family Benefit Scheme (NFBS); and National Maternity
Benefit Scheme (NMBS). Under NOAPS, persons older than 65 years who are
destitute in the sense of having no regular means of income were entitled to receive
Rs. 75 per month (US$ 1 = about 60 rupees) (India, Ministry of Social Justice and
Empowerment, 1999; 2000); the amount has since been enhanced to Rs. 200 per
month. To the middle of the ninth plan (1992-1997), old-age pension schemes were
treated as the sole domain of state governments. Although the social security
programmes in India are in the form of a large number of programmes and schemes
across sectors involving various ministries, the Ministry of Social Justice and
Empowerment is entrusted with the nodal responsibility for care of the elderly. In
realizing the need for wider coverage and raising the entitlement level of workers in
the non-formal economy, that ministry commissioned the Old Age Social and Income
Security (OASIS) Project to suggest a sustainable social security scheme for workers
from the unorganized sector. As described in detail by Ahuja (2003), OASIS
recommended: (a) the individual should save and accumulate assets within a portable
“individual retirement account”, the minimum contribution being Rs. 100 per
contribution and Rs. 500 in total accretions per annum; (b) converting these modest
contributions into reasonably large sums in an almost risk-free manner; and (c) buying
annuity plans upon retirement from the accumulated amount.
Tax system
Tax reform in India has been neither steady nor uniform. During the quarter
century between 1965 and 1990, there was an unusually strong wave of tax reform
globally as most countries in the world reduced their reliance on foreign trade taxes,
introduced some form of value added taxation (VAT) on domestic taxes on goods
and services and streamlined income and company taxes, partly in response to
the imperatives of increasing global economic integration (Acharya, 2008, p. 156).
Taxation is viewed as a major instrument in all countries to achieve greater equality of
income and wealth. A direct tax system serves this purpose by enhancing rates of
taxation on wealth and gifts. The personal income tax structure is progressive with

126

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

three or four tiers, with the top marginal rate being in the range of 30-40 per cent to
promote compliance. Tax deduction at the source on income from wages, interest and
dividends is prevalent.
A broad-based, consumption VAT, with a primary rate in the range of
10-20 per cent, is the main revenue earner among indirect taxes. Company taxation is
comparable to the maximum personal income tax rate. Import tariffs are low (below
10 per cent) and are more or less uniform. Excise tax over the years has been the
main source of revenue that is consistent, while taxes on corporations and on
personal income have shown a rising secular trend; taxes from customs do not show
any consistent pattern. Overall tax revenue collectively depicts a rising trend and
constitutes 9.82 per cent of GDP. Table 1 shows public sector inflows and outflows
for the accounting year 2004/05.
In the National Transfer Accounts framework, monetary values of all in cash
and in-kind transfers are considered from the perspective of individuals. Thus,
benefits received by individuals from public in cash and transfers are inflows to
individuals. On the other hand, payment by individuals in terms of direct and indirect
taxes are outflows from the perspective of individuals. Public surplus or deficit is
revenue, including grants, minus expenses and minus net acquisition of non-financial
assets.
Table 1. Public sector inflows and outflows, 2004/05, India
(In billions of rupees)
Particulars
Social transfer in kind (health, education and others)

Inflows

Outflows

3 191

Social contributions/benefits not in kind

1 347

Other current/cash transfers

1 052

Direct taxes or taxes on income and wealth
i) Personal income tax

554

ii) Corporation tax

841

Indirect taxes less subsidies

2 734

Other current transfers

210

Public surplus/deficit transfer
Total
Source:

1 251
5 590

5 590

Ladusingh and Narayana (2011).
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III. DEFINITIONS, DATA SOURCES, METHODOLOGY
AND ASSUMPTIONS
Definitions and data sources
Life cycle deficit at each age is the excess of consumption over labour
income of persons of that age. A distinction is made between publicly funded and
privately funded consumption, with focus on health, education and other goods and
services in one category. Labour income is the sum of compensation of employees,
including net compensation of employees from the rest of the world, and two thirds of
mixed income (income from own business enterprise). Public and private transfers
and asset-based reallocations comprise the support systems to finance the life cycle
deficit. Public transfer inflows are benefits received by individuals from the
Government in kind or in cash for goods and services for targeted and untargeted
programmes mandated by the constitution. The Government collects taxes and
revenue from individuals to generate resources for funding public programmes, and
this constitutes public transfer outflow for contributing individuals.
Consumption by sectors, life cycle deficit and public support considered in
this study are consistent with National Income and Product Accounts. Macroaggregate controls for consumption for health, education and other reasons for public
and private households for the financial year 2004/05 have been compiled from the
National Accounts Statistics (Central Statistical Organisation, 2008). Macro-aggregate
control for labour income is the sum of compensation of employees, including net
compensation of employees from the rest of the world, and two thirds of mixed
income. The United Nations (2010) medium variant population projection by single
year is used for the purpose of projection of long-run fiscal implications.
Micro unit level data on labour income and consumption for health,
education and others (food, non-food, housing infrastructure, etc.) in the public and
private sectors are required for charting age patterns of labour income and
consumption by sectors in the Indian economy. The India Human Development
Survey (IHDS) (Desai and others, 2008) conducted during 2004/05 is the source of
microdata on labour income from wages and salary and from self-employment,
household expenditure on education, health care, food, non-food, house rent, money
borrowed, household credit, enrolment status of children by public-private ownership
of educational establishments, treatment status and place of treatment of individuals
for minor and major morbidities. The IHDS is a nationally representative survey
covering 200,000 individuals from more than 41,000 households spread over 1,503
villages and 971 urban localities; a multistage stratified sampling design was adopted
for the survey.
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Methodology and assumptions
Based on the empirical evidence of countries with diverse economies
involved in the multi-country National Transfer Accounts project in this study, age
allocation of private expenditure on food is based on an equivalence scale, which is
taken as 0.4 for children younger than 4 years of age, then increasing linearly from 0.4
to 1 for individuals between 4 and 20 years and having a constant value of
1 thereafter for individuals 20 years and older. The age profile of food consumption is
then estimated applying the equivalence scales to the household expenditure as
available in IHDS. For the age allocation of non-food expenditure, housing and
durables, the same equivalence scale has been adopted as in the case of food
expenditure. When it comes to methodology for age allocation of public expenditure
on education and health, corresponding age patterns have been used; they have
been taken from the microdata source, which contains information pertaining to age.
For public expenditure for purposes other than health, education and social security,
the age allocation is on a per capita basis.
To scale the age allocations of public and private consumption consistent
with the National Income and Product Accounts (NIPA) for each sector, namely
education, health and others, the population-weighted procedure has been used and
adjusted age profiles have been worked out as:
C ixa = (NIPA)x

Cix Ni
Σi Cix Ni

where Cix is the unadjusted age profile for sector x and specific for age i and Ni is
population of age i. (NIPA)x is the expenditure for sector x, available in National
Accounts Statistics.
The methodology adopted here is based on the approach followed in
a multi-country project that included India on National Transfer Accounts,1 as outlined
in Mason and others (2009), with modifications to suit available data in India at the
micro and the macro levels. For completeness, it is reproduced and explained below.
In the National Transfer Accounts framework, the life cycle deficit, the excess
of consumption (C) over labour income (Yl) is balanced by intergenerational public and
private transfers and public and private asset-based reallocation as:
+
+
–
–
C(x) –Y l(x) =τ g (x) - τ g (x) + τ f (x) - τ f (x) + Y A(x) – S(x)

1

(1)

www.ntaccounts.org.

129

Asia-Pacific Development Journal

Vol. 20, No. 1, June 2013

+
+
where τ g and τ f are intergenerational public and private transfer inflows, and
similarly, τ g– and τ –f are corresponding transfer outflows. These transfers are from
the perspective of individuals. YA is the asset income from capital, property and
credit, and S is the saving treated as residuals. The Government acts as an
intermediary body in welfare states for direct or indirect intergenerational transfer of
resources between age groups. Current government in-transfers (τ +g ) consist of
in-kind transfers for health, education and other consumption and cash transfers.
Current government out-transfers (τ g– ) consist mainly of the incidence of tax
payment.
+
Private intergenerational inflow transfers τ f (x) to meet consumption needs
for education, health and others (food and non-food, excluding housing) at the
household level for members whose labour income falls short of consumption
–
requirements are supported by intergenerational outflow transfers τ f (x) from
members who have disposable income. In addition to intrahousehold transfer,
National Transfer Accounts flows include interhousehold inflows and outflows.
The last term [Y A(x) – S(x)] in the National Transfer Accounts flows represents
asset-based reallocation, and is further disaggregated into public and private. Assetbased reallocations are equal to asset income less savings. Public asset income can
include net interest and royalties for land and other rural resources and services.
Private asset income includes one third of mixed income, operating surplus of
corporations, rental value of owner-occupied houses, income from dividends, interest
and other properties, and is assigned to the household head as a matter of fact for
private transfer at the household level where the head of household acts as
intermediary.
From the household survey, microdata consumption expenditure for health
care, education, food and other items are available at the household level but not at
the individual level. In the absence of individual-level information on the monetary
value of consumption and information on who provides and who receives monetary
support between members of a household, it is assumed that, if the disposable
income of all household members combined exceeds the total consumption of all
members combined, the surplus is transferred to the household head and is saved.
On the other hand, if total disposable income is less than the total consumption, the
household head supports the excess consumption. It is further assumed that, for
calculating intrahousehold transfer to members who have a life cycle deficit, members
with disposable income are taxed at a flat rate, regardless of age, by the head and
transferred to the members with a deficit.
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IV. LIFE CYCLE DEFICIT AND INTERGENERATIONAL SUPPORT
Life cycle deficit, the excess of consumption of public and private goods and
services over labour income consistent with NIPA for the accounting year 2004/05 for
India, is shown in the upper panel of table 2. The consumption of private and public
goods and services for health, education and other purposes by the population aged
60 years and older and younger than 15 years is 2.8 and 63.1 times their respective
labour income, while the consumption for the age group 15-19 years is 1.6 times the
labour income, and overall consumption is 1.3 times the labour income. Life cycle
surpluses of those aged 30-44 years and 45-59 years are evident as they consumed
less than their aggregate labour income, that is, 0.68 and 0.71 times their respective
aggregate labour income. The population aged 60 years and older and younger than
15 years consumed 9.7 per cent and 21.8 per cent, respectively, of the total
consumption. The share of public consumption on the whole was 16.2 per cent of the
total consumption; for elderly and young dependents in the age groups 60 years and
older and younger than 15 years the shares of public consumption were 26.6 per cent
and 14.3 per cent, respectively. The age pattern of aggregate consumption captures
the age distribution of the Indian population, which has a large number of children
(younger than 15 years) and a not so sizeable but increasing population of persons
60 years and older.
Table 2. Aggregate labour income, consumption patterns, life cycle deficit and
intergenerational support system, by broad age groups, 2004/05, India
(In billions of rupees)
Life cycle deficit
Consumption

Total

0-14

15-29

30-44

45-59

60+

4 295

4 248

2 168

-2 053

-1 316

1 248

19 756

4 316

5 855

4 484

3 177

1 924

Public consumption

3 192

1 150

862

517

387

276

Private consumption

16 565

3 166

4 993

3 967

2 790

1 649

Labour income

15 461

68

3 687

6 537

4 493

676

Intergenerational support for life cycle deficit
Net public transfers

0

651

-199

-414

-101

63

Net intrahousehold transfers

0

3 421

2 434

-2 649

-2 543

-663

Net interhousehold transfers

340

0

76

77

93

94

Asset-based reallocation

3 955

175

-144

933

1 234

1 757

Intergenerational reallocation

4 295

4 248

2 168

-2 053

-1 316

1 248

Source:

Author’s computation.
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Transfers in the National Transfer Accounts framework refer to reallocation
from one age group to another, which involves no explicit quid pro quo. The direction
of transfers can be from the younger to the older population and vice versa. The
inflows and outflows are considered from the perspective of individuals as
beneficiaries and contributors. Public and private transfers and asset-based
reallocations form the support system. Public transfer inflows are benefits received by
individuals from the Government in kind or in cash for goods and services for targeted
and untargeted programmes mandated by the constitution. The Government collects
taxes and revenue from individuals to generate resources for funding public
programmes and this constitutes public transfer outflow for contributors. The net sum
of aggregate public transfer inflows and outflows is zero. The same is the case for
intrahousehold transfer – inward and outward transfers balance out. Aggregate public
and private transfers with other components of intergenerational support for the life
cycle deficit are shown in the lower panel of table 2. It is evident that young
dependents (younger than 15 years) have the support of their life cycle deficit from
both public and private transfers, but the magnitude of support from private transfers
is more than five times that of support from public transfers. On the other hand,
elderly dependents who are more than 60 years of age do not get support from
intrahousehold transfers although they have a net gain from public transfers and
interhousehold transfers. It should be noted that elderly dependents have to rely on
asset-based reallocations to support their life cycle deficit.

V. FINANCING OF PUBLIC CONSUMPTION
In the accounting year 2004/05, the totality of public social in-kind transfers
(education, health and others), other current transfers and social benefit transfers
not in kind was Rs. 5,590 billion and the corresponding shares are 57.1 per cent,
18.8 per cent and 24.1 per cent, respectively. The age pattern of annual per capita
benefits from public transfers by sectors is shown in figure 1. Other public transfer
accounts for infrastructure, defence, research and development are for mass
consumption, and they benefit everyone equally.
The benefit for public transfers for education goes to school-age children,
while that for advancing age per capita, again from public transfers for health care,
increases; a similar pattern is evident in the case of cash benefits from cash transfers.
The slight hump in cash transfers in the 15-30 year age group is a reflection of
maternity programmes. The social contribution/benefit (not in-kind public transfers)
shows an increasing trend with advancing age dominating over all other public
transfers. This is an indication of the rise in public expenditure that may be inspected
with population ageing. The share of benefits of public transfers for young
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Annual per capita public in-kind or cash transfers
by sectors in Indian rupees

Figure 1. Annual per capita public transfers, by sectors, 2004/05, India
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dependents in the 0-14 year age group, and elderly dependents in the 60 years and
older age group are 25.1 per cent and 13.9 per cent, respectively, of the total
transfers.
However, the age pattern of net gain from public transfer inflows for various
programmes under the current fiscal policy can be ascertained by considering the
public transfer outflows to the Government. The revenue of the Government from
income, wealth and corporation taxes, indirect tax, other current transfers and public
deficit transfers constitute 24.9 per cent, 49 per cent, 3.7 per cent and 22.4 per cent,
respectively, of the total collection of Rs. 5,590 billion. Figure 2 depicts the age
pattern of per capita annual payments to the Government in the form of taxes. Tax
payments from the perspective of individuals are out-transfers to the public
(Government) in National Transfer Accounts terminology, and age patterns are shown
below the axis for this consideration. Age patterns of tax payments are based on
information from microdata from the household survey and adjusted to macroaggregates for the accounting year 2004/05, as shown in table 1. Payment to the
public by way of other current transfers on a per capita basis is age invariant. Indirect
tax payment constitutes nearly half of the total revenue collection of the Government,
and it is evident that even children contribute to indirect tax payments.
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Figure 2. Annual per capita tax payment, 2004/05, India
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One noticeable feature is that the burden of tax payment is heavily
concentrated in working age groups. The age patterns of income and wealth taxes
are characterized by a steady rise with age, and it remains high even at older ages.
The contribution of the population younger than 15 years and 60 years or older
constituted 13.4 per cent and 12.8 per cent, respectively, of the total tax payment in
fiscal year 2004/05. The net gain of young dependents from public transfer inflows
and outflows outweighs the net gain of elderly dependents, although for an economy,
public transfer inflows and outflows balance out.
All public transfer inflows shown in figure 1 and outflows in figure 2 taken
together, and the net of the inflows and outflows, together with the life cycle deficit,
for fiscal year 2004/05 are shown in figure 3. It is evident from the age pattern of
public transfer inflows that the fiscal policy of India is age-sensitive; it is more for
school-age children and thereafter the per capita public transfer benefit accelerates
with advancing age. At the same time, public programmes depend heavily on
resource mobilization from taxes, with the burden spread to the population from the
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late teens to late early eighties but dropping in the late eighties. In looking at the age
patterns for net of public transfers, inflow and outflow, it is noted that the population
in the age group 60 years and older gains marginally from the current fiscal policy of
the Government. However, this falls far short of their life cycle deficit and they have to
live predominantly on asset-based reallocation, as shown in table 2. On the other
hand, net benefit of fiscal policy largely for human resources development and
newborn care programmes goes to children younger than 20 years, but again the
public investment is too small to contribute a significant share in the totality of public
and private consumption, as is evident from the gap between net gain from public
programmes and the life cycle deficit. An analysis of public monetary transfer inflow
and outflow from the perspective of individuals shows that the fiscal policy of India
does not prioritize the need for health care, pension and social security of the elderly
population (60 years and older), thereby ignoring human resources development.

Annual per capita life cycle deficit/public transfer inflows,
outflows and net transfers in Indian rupees

Figure 3. Age patterns of annual per capita life cycle deficit, public transfer
inflows, outflows and net public transfers, 2004/05, India
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VI. FISCAL IMPLICATIONS
For projection of implications of the ongoing fiscal policies, the age profiles
of per capita monetary values of public transfer inflows to individuals and per capita
monetary values of public transfer outflows from individuals are used to compute the
net public transfer gain of individuals in the age groups 0-14 years and 60 years and
older. Keeping the net per capita gain estimated for the financial year 2004/05
constant throughout the projection period, the future implications of fiscal policy are
projected, multiplying the per capita net gain with United Nations population
projections (United Nations, 2010).
Following Ruggeri and Zou (2007) for projection of net benefit from
government policies by dependent population, g0–14 = E0–14 – R0–14 and g60+ = E60+ –
R60+ are defined as the per capita net public transfer gain of young and elderly
dependents in the age groups 0-14 years and 60 years and older, from the excess
public expenditure E over the public revenue R collected from the two respective age
groups, then total net gain of the dependent population in the year t is:
Gd,t = (g0–14 P0–14 + g60+ P60+)t
= (g60+ (P60+ + r P0–14) )t
a

= (g60+ * Pd )t
where r =

g0–14

(2)

a

, Pd = P60+ + r P0–14, P0–14 is the population 0-14 years of age and P60+

g60+

is the population 60 years and older.
The fiscal net gain of the dependent population is supported by the workingage population P15-59 in the age group 15-59 years, thus the fiscal dependency burden
of the working-age population in the year t is:
FDBt = Gd,t / P15–59, t

(3)

The fiscal dependency burden ratio in year t is:

(

FBRt = Gd *

P0–14 + P60+
(P0–14 + P60+) P15–59

)

t

= (g60+ * A * PDR)t

(4)
a

where PDR is the population dependency ratio, A =
indicating the year of projection.
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To examine the fiscal implications of the changing population age structure
over time, the behaviour of the monetary transfer dependency ratio has been
analysed, that is, the projected population-weighted ratios of transfer receipts from
public programmes to transfer payments for public programmes in constant 2004/05
age schedules of public transfers inflow and public transfers outflow that were
discussed in the preceding sections.

Ratio of transfer recipients to transfer payments
(population-weighted)

Figure 4. Projected monetary transfer dependency ratios for public,
private and combined intergenerational transfers
1.6
1.4
1.2
1
0.8
0.6
0.4
0.2
0
2004

2009

2014

2019
Combined

Source:

2024

2029
Familial

2034

2039

2044

2049

Public

Author’s computation and figure.

For comparative reference, similar projections based on private (household)
intrahousehold monetary transfers inflow and outflow and on the combined (public
and private) inflow and outflow are also studied. This monetary transfer dependency
ratio (Miller, 2008) serves as a good measure of the level of support to the dependent
population. Familial support to dependents was high in 2004, but is projected to
decline by 58.5 per cent by 2051, as the young dependent population shrinks
considerably in size with continued fertility decline.
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Public sector dependency remained low throughout the period, as shown in
figure 3 as fertility declines, thereby indicating the need for a change in the fiscal
policy to meet the demands of an increasingly larger elderly dependent population.
The ratio of the net gain by young dependents in the 0-14 year age group to
the net gain of elderly dependents 60 years and older, from public transfers inflow and
outflow, r =

g0–14
g60+

over time at constant 2004 age patterns of net gain, can serve as

an indication of the need, in the face of declining fertility, to shift public policy for the
a

welfare of elderly dependents. The ageing factor A =

Pd

(P0–14 + P60+)

incorporates the

difference in per capita public transfers gain by the young and elderly dependents and
relative changes in the population of these two groups (Ruggeri and Zou, 2007), and
can be treated as a measure of the dependency ratio adjusted for the difference in
public transfer gains. The fiscal burden ratio is the fiscal burden per dependent
person in a fiscal year, considering constant net gain from public transfers in 2004/05.
Table 3 presents the projected gain of young dependents relative to the net gain of
elderly dependents (r), ageing factor (A) and fiscal burden ratio (FBR) for the period
2004-2051 at 2004/05 constant public monetary transfer values. The purpose of this
analysis is to estimate the fiscal implications of age structure change holding the
2004/05 age schedules of public transfers inflow, outflow and net gain of public
transfers constant over the projection period 2004-2051.
Under the present fiscal policy of the Indian economy, the per capita net gain
of young dependents (in the age group 0-14 years) from public transfers was 7.6
times that of elderly dependents (in the age group 60 years and older) in 2004. It is
projected to be 27.4 times higher in 2051, an increase of 259 per cent in aggregate
net monetary gain over that for the period 2004-2051. This indicates the lack of
emphasis of fiscal policy for the welfare of elderly dependents and suggests the need
for reorienting fiscal policy, taking into account the ageing of the population and the
decline in the number of young dependents. A desirable strategy would be to convert
all social assistance programmes into a single long-term national social security
programme with criteria to cover various aspects of intergenerational equity, to raise
the level of entitlement to match the actual need and to make national social security
a universal programme.
Evolving a universal national social security – not an assistance – programme
could be made a reality by systematic release of resources from public programmes
targeting young dependents, as their numbers will decline along with the drop in
fertility. The ageing factor is the ratio of the dependent population adjusted for relative
net gain of young dependents to the actual dependent population. It can be treated
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Table 3. Relative gain of young dependents (r), ageing factor (A)
and fiscal burden ratio (FBR), 2004-2051
Year

r

A

FBR (Rs.)

Year

r

2004

7.6

6.5

2 446

2028

10.3

7.3

1 750

2005

7.7

6.5

2 400

2029

10.6

7.4

1 727

2006

8.0

6.8

2 358

2030

10.8

7.4

1 704

2007

8.3

7.0

2 316

2031

11.4

7.8

1 681

2008

8.5

7.1

2 276

2032

12.0

8.1

1 659

2009

8.5

7.1

2 239

2033

12.5

8.3

1 638

2010

8.3

6.9

2 204

2034

12.9

8.5

1 618

2011

8.4

6.9

2 175

2035

13.1

8.5

1 599

2012

8.3

6.7

2 147

2036

13.9

8.9

1 580

2013

8.1

6.6

2 120

2037

14.6

9.2

1 563

2014

7.9

6.4

2 094

2038

15.1

9.4

1 547

2015

7.7

6.2

2 070

2039

15.4

9.5

1 532

2016

7.8

6.2

2 046

2040

15.5

9.4

1 518

2017

7.9

6.2

2 023

2041

16.5

9.9

1 503

2018

8.0

6.2

2 000

2042

17.4

10.2

1 489

2019

8.0

6.2

1 977

2043

18.0

10.5

1 476

2020

8.0

6.2

1 953

2044

18.5

10.6

1 463

2021

8.3

6.3

1 928

2045

18.7

10.5

1 452

2022

8.6

6.5

1 902

2046

20.2

11.2

1 439

2023

8.8

6.6

1 875

2047

21.6

11.8

1 426

2024

9.0

6.6

1 849

2048

22.8

12.2

1 415

2025

9.1

6.6

1 824

2049

23.8

12.5

1 404

2026

9.5

6.9

1 798

2050

24.3

12.6

1 394

2027

9.9

7.1

1 774

2051

27.4

14.0

1 381

Source:

Author’s calculation.

Note:

FBR is per capita.

A

FBR (Rs.)

as a measure of the magnitude of the dependent population adjusted for net public
transfers under the prevailing fiscal policy relative to the unadjusted dependent
population. The ageing factor is projected to increase from 7.6 to 14 during the period
2004-2051, implying that public transfers adjusted for dependents was 7.6 times
higher for the young and elderly dependents in 2004; it is expected to rise to 14 times
higher in 2051 owing to the increasing size of the dependent population.
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The fiscal burden ratio is the monetary burden of the working-age population
(in the 15-59 year age group) per dependent population in the age groups 0-14 and
60+ years, assuming the same age patterns of public transfers in 2004/05 throughout
the period of the projection. This only shows the consequence of age structure
change. The monetary support provided by working-age population per dependent
person for keeping in vogue current public programmes was Rs. 2,446 in 2004, which
is projected to drop to Rs. 1,381 in 2051. At a constant level of age patterns in
respect of public transfers, the effect of population ageing is compensated by the
increase in the working-age population and declining fertility. This exercise supports
the feasibility of evolving a universal national social security programme and the right
time to act is now.

VII. SUMMARY AND CONCLUSION
In this paper the fiscal implications of age structure transition for India are
explored, and the possibility of converting all social assistance into a universal
national social security programme is examined. Age patterns of public (government)
and private (household) consumption of goods and services and the age profile of
labour income have a considerable bearing on the fiscal policy of an economy. The
National Transfer Accounts framework (Mason and others, 2009), with adjustments to
suit available macro and unit-level data, is used in the study.
In the accounting year 2004/05, public in-kind transfers constituted 16 per
cent of the total consumption. Young dependents (less than 15 years of age)
consumed 21.8 per cent of the public goods and services, whereas for elderly
dependents (60 years and older) the figure was 9.7 per cent. For the social
contribution/benefit, not in-kind public transfers, an increasing trend has been
observed, with advancing age dominating all other public transfers. This is an
indication of the expected rise in public expenditure likely to occur with population
ageing. The share of benefits of public transfers for young dependents in the 0-14 age
group, and elderly dependents in the 60 years and older age group are 25.1 per cent
and 13.9 per cent, respectively, of the total transfers. This is an indication of how
limited are the public programmes for elderly dependents and the very nominal public
support available to meet their life cycle deficit. Public programmes depend heavily
on resource mobilization from taxes, and the burden is spread to the population from
the late teens to the early eighties but it drops for people in their late eighties. The
contributions of the population younger than 15 years and 60 years and older
constitute 13.4 per cent and 12.8 per cent, respectively, of the total tax payment in
fiscal year 2004/05. The elderly population (60 years and older) gains nominally from
the current fiscal policy of the Government; however, this falls far short of their life
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cycle deficit, and they have to live predominantly on asset-based reallocation. The net
gain of young dependents from public transfer inflows and outflows outweighs the net
gain of elderly dependents, although for an economy, public transfer inflows and
outflows balance out. From this count, in the fiscal policy of India due attention has
not been given to the elderly population with regard to the provision of health care
and enhancing the coverage and monetary value of social security. Although social
security in India has been in place for quite sometime, it has yet to make its presence
accountable.
Under the current fiscal policy of the Indian economy, the net gain of young
dependents in the 0-14 age group from public transfers was 7.6 times higher than
that of elderly dependents in the 60+ age group in 2004, and it is projected to be 27.4
times higher in 2051, an increase of 259 per cent in aggregate net monetary gain over
the period 2004-2051. This indicates the need for reorienting fiscal policy, taking into
account the ageing of the population and the decline in the proportion of young
dependents. A desirable policy strategy would be to convert all social assistance
programmes into a single long-term national social security programme with criteria
to cover various aspects of intergenerational equity, to raise the level of entitlement to
match actual need and to make national social security a universal programme. The
ageing factor is projected to increase from 7.6 to 14 during the period 2004-2051,
particularly because of the expanding size of the dependent population. This situation
should send a signal that population ageing is not just about numbers but has
considerable fiscal implications for the economy. The monetary support provided by
the working-age population per dependent person for keeping in vogue current public
programmes was Rs. 2,446 in 2004, but it is expected to drop to Rs. 1,381 in 2051. At
constant level of age patterns of public transfers, the effect of population ageing is
compensated by the increase in the working-age population and declining fertility.
This exercise supports the feasibility of evolving a universal national social security
programme, and the right time to act is now.
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