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ABSTRACT: 

Poverty is the curse of any economy and it can diminish the growth and development of an economy. Due to 

massive poverty, the poverty trap has been created and if a country stuck in this trap then it is very tough to 

overcome until the government will take the proper policy. There are several types of poverty trap like health-

based poverty trap, technology-based poverty trap and here I have included a new type of poverty trap that is 

savings poverty trap and here due to the savings the poor have stuck in the trap. So, how this savings poverty 

trap has been created, it will be demonstrated in this paper and at the last portion the policy to extract the poor 

people from the trap will be discussed and it will be discussed by a new effect that is named as car-stuck effect 

by which it will be shown that without taking aid or grant from developed country or World Bank, IMF, the 

task is very difficult for government and this will be compared with a car which stuck in the massive mud.  
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INTRODUCTION: 

Poverty is the biggest issue in not only the developed countries but also underdeveloped and developing 

countries and after taking several policies poverty is not cured from many countries like South Asian countries, 

African countries and South American countries. These countries are suffering from high intensity of poverty. 

There are several reasons of poverty and the one of the reasons is lower savings. Due to low savings the poor 

people stuck into poverty trap and it is very tough to escape them from this poverty trap. I can define this 

poverty trap as savings poverty trap because this has been created due to low savings. This can be defined in a 

way that- due to lower saving, poor have lower future income and which will lead to lower investment in 

education, healthcare etc. and due to inadequate education and health issue poor earn less wage and which will 

reduce their current income and then savings. So, this is actually a type of poverty trap and it is named as 

savings poverty trap. 

The main culprit for poverty is low savings, so, government should take the policies which raise the savings 

of the poor people and savings can be raised by raising the income. If the current income and permanent income 

will rise then automatically this poverty trap will be broken and many poor people will come out from poverty. 

But in developing or underdeveloped countries the task is not so easy, so, in that case the helps of the foreign 

(especially developed) countries are needed. This is discussed in this paper at the policy section by using car-

stuck effect. Actually, the car-stuck effect argues that the developing and underdeveloped countries require to 

take help of developed countries to eradicate the poverty and extract more people from the poverty trap and 

government can take  aid or grant to do this and without the help of foreign countries, it is hardly possible to 

eradicate poverty. It is also discussed in detail in that section.  

ANALYSIS: 

WHY POOR SAVE LESS?  

The one of the reasons of stuck in poverty trap is savings and this poverty trap is defined as savings poverty 

trap but why the poor people save less? There are the bunch of reasons for which poor save less and the reasons 

are described below.  

After discussing the reason, I will discuss about the policy that can be taken by any government to raise the 

saving and extract more people from poverty trap. 
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The economists say that the poor people prefer present consumption to future consumption. That is the 

discounted value of future consumption will lower and so they consume more in present and they save less.  

Let’s using mathematical intertemporal model to show that- 

Let, there be two period utility function be- 

Max U=u(C1) + 
1

1+𝜃
 u(C2) and θ is the time preference. 

The budget constraint will be- 

C1+ 
1

1+𝑟
 C2 = Y1+ 

1

1+𝑟
 Y2 

C1 and C2 are the consumption in 1st and 2nd period respectively and Y1 and Y2 are the income in 1st and 2nd 

period respectively and r is the rate of interest. 

So, now to get the optimal solution, we have to use the Lagrange expression. 

L = u(C1) + 
1

1+𝜃
 u(C2) +λ [ Y1+ 

1

1+𝑟
 Y2 – (C1+ 

1

1+𝑟
 C2)]  

λ is the Lagrange multiplier. 

Now, after solving this by differentiating L with respect to C1, C2  and λ,  we will get- 

𝑢′ (𝐶1)

𝑢′(𝐶2)
  = 

1+𝑟

1+𝜃
 

It is known as Consumption-Euler equation. 

Poor people save less because of their lower discount rate for future consumption. 

So, if θ > r, then u'(C2) > u'(C1), so, C2 < C1.  

Since, θ is greater than r, so, the discount rate that is 
1

1+𝜃
 is lower and the consumption in the 2nd period would 

be lower than consumption in 1st period. Generally, for the poor people, incomes are uncertain especially who 

are associated with unorganized sector. 

So, the 1st period income is lower and the 2nd period income will also be uncertain and his discount rate is 

lower for future consumption. But why their discount rate would lower? As per Keynesian view of liquidity 

preference approach, people always hold money for precaution and they save some money. But why poor don’t 

save money. The answer is the poor person’s marginal propensity to consume is so high than rich. So, they 

save less money. Generally, the poor persons have high marginal utility of current consumption but since they 

earn very low income in current period but their marginal utility of current consumption is so high, so, they 

consume so much and save less But it is not the only reason, the reason is actually after spending they don’t 

have the adequate money to save due to low income. This can be demonstrated by permanent income 

hypothesis. 

Let the utility function will be- 

U= ∑u(Ct) and t=1(I)T 

The budget constraint will be- 

∑Ct ≤ A0 + ∑Yt and it is assumed that poor have no initial property, so, A0=0. Now, the necessary consumption 

has to be positive, so, Ct >0, so, the budget constraint will be equal. For sake of simplicity we will assume that 

there is no discount, no interest rate. 

Now, the value of Ct will be- 

Ct =
1

𝑇
 ∑Yt and t= 1,2,3,….,T 

So, ∑Yt is the lifetime income or permanent income of a poor person and T is the lifetime of a poor. Current 

income is denoted as Yt and now the difference between them will be transitory income. 

Now, savings will be- 
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St = Yt – Ct  

or, St = Yt - 
1

𝑇
 ∑Yt 

So, we can conclude that savings positively depends upon current income and in case of poor persons the 

current income is lower or sometimes it goes to zero. So, their savings will be negative and they borrow and 

in future period they will have to repay their loan and they will fall in miserable condition. 

WHY POORS’ INCOME LESS? 

Now, the question will come that why their income is less? 

The answer is they are not skilled and as a result their income is less. From O-Ring theory, it is proved that if 

the skill or quality rises then the wage bill also rises. It is demonstrated in the appendix section in detail. 

                                           

Figure 1: Relation between skill and wage bill  

So, it is clear that if skill of worker increases then total wage bill will increase and as a result total income will 

also increase and we have seen from the wage equation that the wage also depends on physical capital as well.  

 

WHY POOR ARE NOT SKILLED? 

Now, the question is – why the poor people are not skilled? 

Generally, the poor people are not skilled due to their low marginal productivity and the marginal productivity 

depends upon the education level, health, food-habit, superstition etc. In case of poor people, the literacy rate 

is not satisfactory and most of the poor are uneducated or they may have the education which is inadequate to 

get high wage salary. Now, what is the reason for lack of education among the poor people. From our basic 

experience, we know that the poor people prefer the working from childhood to education and the reason is 

that the person is poor. Actually, they have high marginal utility of money and as a result from childhood, they 

go to work instead of taking education and as a result their skill have not been increased as the educated person.  

Suppose, a person has two types of good one is education and working from childhood. 

Generally, the poor persons are not showing the interest to give the education to their child. They always prefer 

to work from childhood. 

Let the utility function be quasilinear type of utility function because of linearity in education. 

U= E + lnW 

Where E is the level of education and W is the working from childhood.  

The poor parents’ income is M and it can be divided in cost of education denoting as PE and the parents also 

carry some costs for their children like food, cloth or some types of small equipment for working and it is 

denoted as PW and the works generate the income, so, some amount of income will add with family income. 
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Here, we have assumed that: Price of education will more than price of small equipment for working. 

So, the budget constraint will be- 

 PEE + PWW – W׳L = M 

Where, L is total labor hours and if L rises, then W׳ rises and W׳L is the total income from their children if 

they work from their childhood. 

So, now the Lagrange expression will be- 

Z = E + lnW + λ [M+ W׳L – PEE – PWW] 

Where λ is the Lagrange multiplier. 

                                                        
𝛿𝑍

𝛿𝐸
= 1 −  𝜆𝑃𝐸 = 0 

𝛿𝑍

𝛿𝑊
=

1

𝑊
− 𝜆𝑃𝑊 = 0 

                                                     
𝛿𝑍

𝛿𝜆
 = M+ W׳L – PEE – PW W=0 

Now, 𝜆 = 1/𝑃𝐸 

So, by comparing, we will get, W= 
𝑃𝐸

𝑃𝑊
  and PE is positive ceteris paribus then working from childhood is also 

positive.  

But, E= 
𝑀+𝑊׳𝐿

𝑃𝐸
− 1 

If price of education rises ceteris paribus then level of education should fall and if the income part of M+W׳L 

rises ceteris paribus then education level will unambiguously increase for future periods, because savings 

increase. On the other hand, in case of W or working from childhood increases if price of education increases 

as we have seen in developing countries and surprisingly if price of education is zero, then working from 

childhood will be zero. 

Generally, poor persons don’t have much money to afford the education level even though some countries are 

taking the policy of providing free education to the poor children but they don’t take that because of the high 

utility of working from childhood and for which their income level are not much higher due to lower skill and 

consequently they don’t take education at higher level which also reduces their wages because of low skill. O- 

Ring theory also tells that. We also know that the income effect of the non-linear good in case of quasilinear 

utility function is zero, so, if income will increase, then the amount of non-linear good will be constant. In our 

utility function working from childhood is non-linear and because of that non-linearity, we don’t have any 

income effect for this working from childhood. So, we can say that if income increases then the poor people 

take more education and it is also true that the income increases but the main obstacle is the poor parents take 

many children for generating more works from childhood and that’s why the income is divided all of the 

children and it will be automatically reduced. Because of the reduction of income, the poor people cannot 

access the education and which also reduces their quality and for which their productivity will be diminished 

in future as well as their wages will be also diminished and this will be continued their generation to generation.  

Further poor people have some problems apart from education like lack of food security, immunization 

problem, malnutrition. Sometimes many of the problems create due to lack of education like immunization 

problem and as a result the poor people do not aware about that. Further the lack of immunization, malnutrition 

affect the health of the poor people and they cannot earn due to their health issue and they remain poor and 

their savings will be reduced and they fall in poverty trap. 

Due to earn more money, the poor people take many children and they start to work from their childhood and 

their consumption will be higher than that of wage and as a result there will be the negative savings. This 

happens due to lack of education, awareness. According to Keynes, poor people consume more than rich and 

this is one reason that why they don’t save in developing and underdeveloped countries. The other reason for 

less savings is totally psychological. Basically the poor people have less income but their marginal utility for 

consuming any good is very high but they can’t consume those goods due to their less income and when their 
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income increases then they want to consume those goods due to this high marginal utility and then again the 

savings will be low for the next period or to some extent it can be zero and in the next period when their income 

will again rise, they will consume other goods which they prefer and this process will be continuing and that’s 

why their savings will be low from current generation to future generation.  

So, the individual who is poor, stuck in poverty trap due to less savings. So, there is the cycle which is shown 

below- 

 

                        

                                           Figure 2: Poverty trap due to less savings 

 

                                          

POLICIES TO OVERCOME THE SAVINGS POVERTY TRAP: 

Now, what would be the policy that can be taken by government to overcome savings poverty trap? The one 

and only way is to raise the permanent and current income of poor persons, then the consumption will be risen 

first but after some periods it will be reducing and the savings will be increased and not only by raising the 

current income but also raising the permanent income because if only the current income increases then due to 

high marginal utility and lower discount rate the poor spend more on the current period and save less, so, they 

remain stuck in poverty trap. So, the policy is to raise the current and permanent income.  

Now, the question arises that how to raise the current as well as permanent income?  

To answer this question, I would like to introduce the new effect which is named as ‘Car-stuck effect’ which 

will be discussed later. 
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                           Figure 3: S-shaped curve and poverty trap 

What is the primary motive of government? 

  The primary motive of government is to come out the poor persons from poverty trap and to do this the policy 

should be reverse that is government should try to arrange the campaign to increase the awareness and benefits 

of education to the poor people in such a way that the poor people will take education and education should be 

free as far as possible. Not only free education is adequate but also government should provide the basic 

healthcare services and which should be more efficient because in many developing and under developed 

countries the healthcare facilities are confined to the upper class and these are also efficient because of private 

entities and these are also very expensive which are not accessed by poor and the government health 

infrastructures are very bad and the poor are bounded to take those because of their poverty. So, the allocation 

of budget in health and education sector are very much crucial in developing and under developed countries. 

By providing education and healthcare facilities government can partially successful to overcome the savings 

poverty trap because if more people are educated then it is the reason to raise the permanent income and which 

will automatically raise the savings and helps to overcome the savings poverty trap. 

A NEW EFFECT: CAR STUCK EFFECT: 

But the task is not an easy and to do that, I have introduced here a new comparison that is car stuck effect. 

Think about a car which stuck in massive mud and the driver can’t move it and the driver tries to move but he 

is unable. To move the car, the driver hires some persons to push the car from behind but due to massive mud, 

the car can’t move. Then what to do? What is the last process? The driver can hire another car which is not 

stuck in mud, so, this car pulls the victimized car and easily the car will move and cross the mud. 

This formula we can apply in less developed country to cross the poverty trap. The car is compared as the poor 

countries where many of the persons are in massive poverty and here the poverty means the relative poverty 

because in the poverty trap zone of figure-3, all persons have different income and note that, those incomes are 

near about N, they are less poor compare to those incomes are near about origin. Now, the driver is compared 

with the government of the country and the driver hires the persons to push the car is compared as few rich 

persons who are trying to push the poor people and another car is compared with another country which is 

developed. This is the basic essence of car stuck effect. 
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Now, I will come back to the implication of this story. 

If an economy is suffering from massive poverty then this is very tough to come out from this poverty trap and 

government also tries to reduce the poverty trap but since government expenditure is limited because of less 

tax revenue, so, sometimes government is unable to reduce the poverty significantly and the relatively rich 

persons who are situated in the outside of the poverty trap, they act as entrepreneur and employed the poor 

persons and try to reduce the poverty and functioned as push factor but it is inadequate because it is very tough 

to extract all poor persons from poverty trap zone because in less developed countries very less amount people 

are rich. The other limitation is the entrepreneurs don’t hire those inefficient, unskilled labours. The initiative 

can be taken by government. Government takes the help from rich countries and it acts as pull factor which is 

more robust than other two procedures. The developed economies offer them the grant and aid for reducing 

the poverty by providing the free education, social securities, economic securities and food securities. Further 

government can provide the complementary assets like cow by which a poor person gets milk and this milk 

can be sold in market and earns some amount of money. Some complementary assets that can be provided by 

government like fish, hen etc. This can boost the poor rural sector. But this is not a permanent solution, this 

can’t raise the skill of the poor. Only education can do that. With more allocation of government budget on 

education, government should also raise the allocation of budget on health sector and food sector.  

CONCLUSION: 

From this earlier discussion it can be concluded that the reason of the perpetuating of savings poverty trap is 

lower current and permanent income and this should be raising by government through some expenditures and 

also car stuck effect suggests to take aid and grant from developed countries or some other financial institutions 

like World Bank, IMF etc. Government can provide the free education policy and it must be efficient and also 

to provide efficient health services to poor people and also provide food securities to the poor. These policies 

help to raise the permanent and current income and by which the economy can easily overcome the savings 

poverty trap. 
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APPENDIX:  

O-Ring Theory: Michel Kremer (1993): 

Let, the entrepreneur has n tasks and all of the tasks are done by manually with the help of physical capital and 

the success of all tasks are depending on the labor’s quality. Let, Michel Kremer’s O-Ring production function 

be- 

Y= E(Y)= kα (Πqi) nB and i=1(I)n 

Since, the individual is risk neutral, so, Y=E(Y) and it is total level of output and k is the physical capital level 

which is used in conventional Cobb-Douglas production function and qi is the labor quality which is uniformly 

distributed in [0,1]. 

B is the output per worker with single unit of capital if all tasks are performed perfectly and n is the number of 

tasks.    
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Now, the profit function will be- 

π = kα (Πqi) nB - ∑w(qi) – rk 

Since, wage depends upon quality. 

𝛿𝜋

𝛿𝑞𝑖
 = kα (Πqj) nB - 

𝛿𝑤

𝛿𝑞𝑖
   where j≠i= 1(I)n 

Now, to maximize π, 
𝛿𝜋

𝛿𝑞𝑖
 = 0 

So, kα (Πqj) nB = 
𝛿𝑤

𝛿𝑞𝑖
                                 

Now, if 
𝛿

𝛿𝑞𝑗
 (

𝛿𝑌

𝛿𝑞𝑖
) = nB kα >0 

Therefore, firms with high skill workers in first (n-1) tasks place the highest value on having high skill workers 

in the nth task, so, they bid most of these workers.  

In equilibrium, some skilled workers are matched together. 

Now, let’s assume that all workers have same quality, then qi=qj=q 

Therefore, kα q(n-1) nB =
𝛿𝑤

𝛿𝑞
 

Now,
𝛿𝑌

    𝛿𝐾
 = αk(α-1)qnnB and we know that r=MPK  

So, r = αk(α-1)qnnB 

Therefore, k= (
𝑟

𝛼𝑞𝑛 𝑛𝐵
) 

1

𝛼−1

  

So, k=  (
𝛼𝑞𝑛 𝑛𝐵

𝑟
) 

1

1−𝛼

 

And, we have noticed that  

rk=αY. Since, Y=kαnBqn 

Demand for capital can be denoted as- 

k = ∫  (
𝛼𝑞𝑛 𝑛𝐵

𝑟
)

1

1−𝛼
1

𝑛
𝑓(𝑞)𝑑𝑞 

1

0
 

So, it is actually the summing the capital demanded hiring all the different skill level of workers from 0 to 1 

and the density of firm workers of a particular skill is 1/n times density of workers at that skill level. 

So, in equilibrium, Demand for capital=Supply of capital 

So, ∫  (
𝛼𝑞𝑛 𝑛𝐵

𝑟
)

1

1−𝛼
1

𝑛
𝑓(𝑞)𝑑𝑞 

1

0
= ks. 

Now, δw/δq = kα q(n-1) nB 

Then, 𝑑𝑤 

𝑑𝑞
= q(n-1) nB (

𝛼𝑞𝑛 𝑛𝐵

𝑟
) 

𝛼

1−𝛼

 

Now, integrating both side – 

w(q) = (1-α) qn Bkα +C where C is integral constant. 

If there will be no quality that is q=0, then C=w0 and 

w(q) = (1-α) qn Bkα + w0 and payment of capital is αY and payment of labor or total wage bill= (1-α) Y + nC. 
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If w0 will be zero, then profit will be zero and  

W(q)= (1-α) qn Bkα 

So, this is the wage bill and if we change the skill of the labor then we have seen that- 

𝑑𝑤

𝑑𝑞
 >0 and 

𝑑2𝑤

𝑑𝑞2  >0 and we can say that if skill of the labor will increase, the total wage bill will rise and it will 

rise in increasing rate, so, the curve will be positively sloped convex. 
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