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Abstract

Development as a globd policy objective dates from the 1940s. Relative to expectations then,
the world economy performed outstandingly well during the second hdf of the 20th century. Worldwide
growth in average per capita income exceeded two percent a year (historicaly unprecedented), many



poor countries became rich, infant mortality declined, diets improved, longevity increased, disesses
were contained if not vanquished. Poverty on the World Bank definition of $1 a day (in 1985%)

declined dramatically, and the number of personsin poverty was halved despite a more than doubling of
the world population. Variations occurred over time and space, with rapid growth being concentrated in
Europe and Japan early in the period, then moving to east Asa, southeast Asia, and south Asia. Growth
in the 1950s and especidly the 1960s exceeded that in later decades. Examples of high growth could be
found in every continent, but on average sub- Saharan Africa fared much less wdl than other regions.
Declines in nationd per capita income were rare, and concentrated in Africa. Civil disorder was a
common but not the universal cause of low growth. Median world income gained relative to the well-off,
but both spurted ahead of the poorest.

World exports grew more ragpidly than output, often leading the way. Many countries gradualy
shifted their exports from primary products to |abor-intensive manufactured goods, and as devel opment
proceeded to more sophisticated manufactures and services. The fraction of the labor force devoted to
agriculture declined sgnificantly. One country after another achieved socid stability, crested the right
incentives for effort and risk-taking, and engaged condructively with the world economy, which
facilitated economic growth. Those that lagged failed to meet one or more of these conditions. Civil and
political liberties also spread during this period, dthough less certainly and less securdly. On the wholeg, it
was a good haf century for mankind. The substantia poverty and misery that gill exists should not lead
to neglect or even denid of these achievements.

Introduction
Economic development is ardatively new objective for economic policy, dating from the
1940s. Economists had of course been concerned with the causes and consequences of devel opment

sgnce Adam Smith and earlier, and anumber of countriesin the 19th century, attempting to emulate



Britain, srove for industridization, what contemporaries consdered development. Referring to Britain's
overseas colonies on becoming Britain's Colonid Secretary in 1895, Joseph Chamerlain pronounced
that "it isthe duty of the landlord to develop the estate.” (quoted in Kapur, Lewis, and Webb, p.95).
But development as agloba objective for improving economic well-being of ordinary people, reflecting
Franklin Roosevet's stated desirein 1941 to extend "freedom from want" throughout the world, was
first embodied in the United Nations Charter, which caled for "economic and socid progress and
development.” It isreflected in the forma name of the World Bank, the International Bank for
Recongtruction and Development (IBRD), put there at American indstence over initia British
reservations (see KLW, pp.57-62). It is necessary to recall here, in view of somerevisonigt history,
that thiswas donein 1943, at the height of the Second World War and well before the emergence of
the Cold War, which is usualy dated from 1946-48.

Theinitid loans of the IBRD were overwhelmingly for reconstruction from the devadtation of the
Second World War, but afew were also made to Latin American countries, and in 1950 it made its first
loan to India. Recongtruction proved too great atask for the IBRD aone, which was soon overtaken in
magnitude by the U.S.-financed Marshdl Plan for Europe, plus ad to Jgpan and China. Andin his
presidentid inaugura addressin 1949 Harry Truman announced his"Point Four" program, described as
"the first program designed with atruly third world objective” (KLW, p.151), which laid the basis for

Americas post-Marshal Plan foreign assistance programs.

Expectations
When people embraced economic development as a desirable objective of postwar economic

policy in the late 1940s, what exactly did they have in mind, and what were their expectations? It turns



out to be difficult to answer these questions in quantitetive terms. "Development” was not
precisaly defined, but it was taken to mean improved economic opportunity by increasing production of
goods and sarvices in alasting way, through capitd formation (e.g. the provison of infrastructure, the
early post-recongtruction emphasis of the IBRD) or through improved productivity. In short, it was
associated with economic growth. In particular, it did not include smple income transfers from one
country to another; somehow the recipient country's productive capacity should be increased. It was
assumed, however, that economic growth would improve nutrition, reduce mortality and morbidity,
increase longevity, and generaly increase living standards, as has indeed generaly proven to be the
case.

It isworth recalling that while gross domestic product (GDP) these days has entered the lexicon
of the man-in-the-gtreet, nationa accounts were invented only in the 1930s and were il ardatively
new idea beyond specidigsin the late 1940s. Quantitative historica work, mainly on the 1920s and
1930s, on aggregate economic output, hence economic growth, was dill initsinfancy. People fdt they
could identify some useful things that needed to be done without attempting to quantify them.

In The Theory of Economic Development (published in 1955), W. A. Lewis, who later won a
Nobd prize for hiswork on economic development, makes only contingent quantitative statements, but
they can be taken to reflect his expectations. He states that "raising total output by 2 per cent per
annum [in a country whose population is growing annudly at 1.5 percent] is no mean fedt. It requires
consderable expenditure on education and other public services, adoubling of current capital formation,
and many changesin beliefs and indtitutions.” Three percent [in a country whose population is growing
at 2 - 2.5 percent ayear] would be even more difficult. "Thereisno sign of the less developed

countries this side of the Iron Curtain beginning to adopt the sort of heroic measures which a2 to 3 per



cent per annum increase in output would demand.” (pp.314-315) Lewis recognizes, however, that
Japan doubled its per capita output in 25 years (implying a growth rate of 2.8 percent ayear), so the
possibilities are there for the rest of Asaand Africa (p.316). The main requirement, Lewis believed,
was to double the rate of capital formation, along with the production of skills required to do that
successfully.

| have found only three rlevant quantitative projections to indicate at least Some specididts
expectations about future growth: Colin Clark (1942), who on abase of the late 1930s makes
projections for the world economy and its mgjor components to 1960; the Paley Commission, which
made projectionsin 1951 to 1975 for the U.S. economy, and implicitly for the world; and Woytinsky
and Woytinsky (1953), who make quantitative projections of world population and energy use to the
year 2000.

Audraian economigt and Satistician Colin Clark was one of the earliest users of national
accounts and other aggregate nationd statistics to generalize about the process of economic growth in
his Conditions of Economic Progress (revised and most quoted edition 1951, but first published in
1940). Clark also wrote a much less well known sequel, The Economics of 1960, published in 1942 in
the middle of the Second World War, in which he attempts to project growth in population, labor force,
productivity, and output for 30-35 countries or country groups from a basdline of 1935-1938 to 1960.
Heis s0 interested in the details that he does not even publish world totas, but his projectionsimply
world economic growth (national income measured in "internationa units' equivaent to U.S. dollars of
1925-1934 — aprecursor to purchasing power parity calculations) of 3.3 percent ayear, or 2.2
percent per capita. Interestingly, thiswaswell in excess of pre-war growth, and of what was probably

the consensus view among economigts at the time, but Clark assumed significant further recovery from



the Depression of the 1930s, especialy in the United States, the world's largest nationa economy. He
lacks data for Africaand much of Western Asia, but it is interesting that in his projections only nine
countries — Finland, Portugd, Italy, the Bdtic states, Poland, Czechod ovakia, Hungary, USSR, and
Japan — grow more rgpidly than the USA in per worker income. Of course, dl these countries were
much poorer than the United States, but so were most other countries, China was the poorest among
his countries, with about haf the per capitaincome of Indiaby 1960, which in turn had less than hdf the
per capitaincome of the countries listed above.

Clark estimates both the capitd requirements for his projected growth and the likely savings,
and concludes that a shortage of savings might postpone his 1960 levels of output to 1966, thus
lowering the aggregate growth rate to 2.6 percent ayear and the annua growth in per capita output to
1.5 percent.

In fact, the world economy excluding the USSR and eastern European countries grew by 3.6
percent, 1938-1961, 2.0 percent per capita, higher in the postwar period (UN, 1963, p.156).
Maddison (2001) puts annua average GDP growth at 4.7 percent 1950- 1960, 2.8 percent per capita,
nearly double Clark's more probable estimate. Concerned about the sharp rise in materiass prices after
the outbreak of the Korean War, U.S. President Harry Truman appointed a“"materials policy
commission” to examine future demand for the United States, and for the world, of natura resources,
out to the mid-1970s (Pdey Commission, 1952). This commission projected annua growth of the U.S.
economy at 2.8 percent from 1950 to 1975, and population growth at 1.0 percent. The outcome for
both was significantly higher, 3.6 percent for GNP and 1.4 percent for population, while a the same
time the consumption of most natural materials was over-estimated, due to under-estimation of

materids-conserving technical change (for an analysis, see Cooper, 1975). More pertinent here, the



Commisson sgnificantly under - estimated materias demand in the world; given its over-estimation for
the United States, thisimplied a view of prospective world economic growth consderably lower than
what actually occurred.

In amassive study of the world economy in the early 1950s Woytinsky and Woytinsky (1953,
W&W heresfter) make projections to the year 2000 of world population, which they projected to
reach 3.25 hillion in 2000, up from 2.4 billion in 1950 (an average growth of 0.61 percent a
year)(p.260); and of world primary energy use, which they project "hypotheticaly” to be 6.0 billion
metric tons of cod equivalent (btce) in 2000, up from 2.9 btce in 1950, an average growth of 1.41
percent ayear.'(p.979-983)

W&W do not project gross world product (GWP) or any of its near equivaents, but their
energy projection gives arough idea of what they would have expected GWP growth to be over this
period, had they projected it. Energy intensity — the amount of primary energy per unit of rea output
— typicdly risesin early stages of development (as agriculture is mechanized and manufacturing grows
in relative importance), plateaus, and then declines as manufacturing and agriculture recede in rdlaive
importance (see Smil, 2003, pp.157-161). In the United States, for instance, energy intengty rose
sharply after 1880, peaked in the 1920s, declined to 1950, leveled off for two decades as automobiles
and household appliances became items of mass consumption, then resumed its decline in the 1970s.
Anaogous patterns exist for other rich countries. Thus the relationship of energy to GWP growth
depends on the stage of development for each country, and for the world on the relative importance and
growth of poor as opposed to rich countries. A very rough guide would be that overdl primary energy
use increases at the same rate as GDP. On this assumption, W& W implicitly assumed that GWP would

grow about 1.4 percent over the coming haf century, which when combined with their assumed



population growth of 0.6 percent ayear implies an increase in world per capitaincome of 0.8 percent a

year, modestly above Lewis pessmistic expectation of 0.5 percent.

Qutcome

In fact, world foss| fud plus primary dectricity consumption grew by about 3.6 percent a yesr,
from 60 EJin 1950 to 355 EJin 2000 (ca culated from Smil, 2003, p.6), marginally below Maddison's
GWP growth of 3.9 percent ayear, of which 1.9 percent was population and 2.1 percent was output
per person.

By the expectations of Lewis, Clark, and W& W, then, the increases both in population and in
output per capitaturned out to be significantly higher than contemporaries expected in the late 1940s.
When we dlow for the fact that infant mortality declined, longevity increased, nutrition improved, and
literacy increased (see Table 1, and Thomas et ., 2000), we can conclude that the actua performance
of the world economy over the past haf century has been nothing short of spectacular rdative to
expectations at the beginning of the period.

Indeed, in the long stream of higtory, three features of the second hdf of the 20th century stand
out: rgpid economic growth; the sharp increase in population, from 2.5 billion in 1950 to over 6 billion a
the end of the century; and extengve inflation, with the U.S. GDP deflator increasing by afactor of 6, or
3.7 percent ayear. Theincreasein population was made possible by improvements in materia well-
being, and in turn contributed to growth insofar as productive lives were both more numerous and
longer; it remains an open question to what extent the inflation, a least at modest rates, may aso have
contributed to growth.

Of course, the spectacular success was not spread uniformly, either over time or across



countries. World per capitaincome, from Maddison (2001,2002), grew by 2.8 percent ayear in the
1950s, rose to 3.0 percent in the 1960s, fell to 1.9 percent in the 1970s, and fell further to 1.3 percent
inthe 1980s, and rose to 1.5 percent in the 1990s (to 2001). See Table 2. Thus while early
performance far outshone early expectations, expectations presumably get revised on the basis of
experience, and against the experience of the 1950s and 1960s the |ast three decades have been
disappointing. Indeed, in the late 1960s Herman Kahn and Anthony Wiener projected American per
capitaincome to grow nearly threefold (3.0 percent a year) from 1965 to 2000. (Kahn and Wiener,
1967; quoted in D. Bell, 1999, p.461).

There were dso regiond differences. The richest economy, the U.S.A, saw per capitaincome
grow by 2.2 percent ayear over the half century. Western Europe grew more rapidly, at 2.7 percent,
while Asagrew more rapidly till, a 3.4 percent from amuch lower base (Table 2). However, Latin
Americagrew "only" at 1.7 percent ayear, while Africa produced only 1.0 percent — high by
historical standards, but low by the standards we have learned is possible, and some have come to
expect. Moreover, during the period 1990-2001 per capitaincome in Africagrew at only 0.2 percent,

and Latin America 1.3 percent a year (calculations from Maddison, 2002).”

Measirement Isslies

We routindly use long-term growth rates as though they are facts, and as though they represent
ressonably good measures of improvements in material well-being. In truth, they are problematic on
both counts, and represent only rough indicators — perhaps the best we have, but rough nonethel ess.
Three points need to be stressed. Firdt, as environmentalists correctly point out, GDP is a measure of

gross current output, and does not deduct either for any deterioration in the environment (air and water



quality) nor for the depletion of easily accessble resources such as high-quality copper ore or
hardwood forest. Allowance for such environmenta deterioration might take away the recent modest
gainsin African per capitaincome, for instance.

Second, measuring output does not make alowance for changesin the red purchasing power of
acountry's output, that isfor changesin itsterms of trade. It is conceivable that output per capita could
riseyet red purchasing power fdl, if terms of trade have deteriorated enough (called immiserizing
growth when such deterioration has been brought about by the growth in output). In fact, this
qudification is probably most important for the oil-exporting countries, who experienced alarge
improvement in their terms of trade between 1950 and 2000, enough to convert stagnation or even
declinesin GDP per capita, asin Venezuda and Kuwait, into considerable improvementsin living
dandards. For most countries, however, measured changes in the terms of trade are not sufficient to
quaify greatly the changesin per capita output. The terms of trade of non-oil developing countries taken
as agroup, while showing some variation over time, worsened negligibly, by only 3.7 percent between
1964, the firgt year for which such data are available, and 2000 (calculated from IFS). One reason
perhaps for the modest deterioration in terms of trade isthat during this period of time the export
reliance of developing countries on primary products declined significantly, such that by the early 1990s
more than half of their exports were manufactured goods. Oil pricesin red terms, in contrast, rose by
3.6 times, averaging 3.5 percent a year, with ups and downs, over the same period, increasing income
relative to output sgnificantly in those countries where oil is alarge fraction of exports and GDP.

Third, GDP is composed of thousands of individua products and services, which grow at quite
different rates, or indeed even decline while others are growing. GDP growth is aweighted average of

these disparate growth rates, and the appropriate weights are likely to change over time, perhaps



subgtantidly. Asan example, consder asmple economy with only two sectors, agriculture (A) and
manufacturing (M). Supposethat A does not grow at al, and M grows uniformly a 10 percent ayear.
What is the economy's overdl growth rate? If manufacturing accounts for 20 percent of nationa
expenditure initidly, we can say that GDP grows at 2 percent ayear (=.8a+.2m), where a and mare the
growth rates of the respective sectors. But after 5 years M will make up 29 percent of expenditures
(assuming the economy is closed), and after 10 years 39 percent. Thusif we use expenditure weights
from thefifth year rather than the initid year, GDP growth will be 2.9 percent a year; weights from the
tenth year will yield a growth rate of 3.9 percent — nearly double the first caculated growth rate!

How isthisindex number problem solved in practice? Usudly by rebasing every five years or
90, and then linking the five-year fixed base rates to create alonger time series. Indeed, the United
States in the late 1990s adopted a chain-weighted measure of GDP growth, meaning that the weights
change every year. For growing economies the weights at the end of haf a century are very different
from the weights at its beginning. Moreover, the waights & any moment of time may be heavily
influenced by policy, especidly redtrictions on imports which raise sgnificantly the domestic prices of the
protected goods. Thusin theillustration above suppose import protection raises M prices to the point
a which initidly they account for 30 percent of expenditures. Then the recorded growth rate with initia
weights will be 3 percent rather than the 2 percent reported above, and weights chosen five years later
will lead to arecorded growth rate of 3.8 percent at domestic prices, rather than the 2.9 percent at
world prices. Of course, protection of the dow-growing sector will have the opposite effect, reducing
the measured growth rate.

The question of weights gains in importance the longer the period being examined, and the

higher the growth rate. It isaso of great importance in making cross-country comparisons of levels of



GDP or growth rates. Maddison (2001, 2002), whose data are used here, undertakes amajor effort to
achieve cross-country comparisons of levelsas well as of growth ratesin per capita GDP. He doesthis
by using aparticular variant of purchasing power parity (ppp) comparisons of per capita GDP for 1990,
expanding thisto GDP by multiplying by population in that year, and then extending the GDP so
caculated backward to 1950 (and earlier) and forward to 2001 using national growth rates, sometimes
as sandardized by internationd organizations (except for China, where he revises them significantly
downward).®> Regiona and world totas are then achieved for any year Smply by summing the nationdl
figuresfor that year; per capita GDP measured in 1990 international dollarsis achieved for any year by
dividing the totals by population. Regiond and world growth rates in effect weight the nationa growth
rates by 1990 national GDP calculated in 1990 internationd dollars, i.e. a avariant of ppp, which for
example gives Chinaroughly the same weight as Japan, even though at market exchange rates Japan's
GDP was over seven times that of Chinaiin 1990. Different weights would produce somewhat different
regiona and world growth rates for, as noted above, countries grew at very different rates during the
period, and therefore (for example), weights drawn from early in the period would have produced lower
reported aggregate growth rates.

Thereis another potentia problem with the Maddison figures. Since he compares countries
GDPs calculated at internetiond prices of 1990, gtrictly spesking the national growth rates should dso
be cdculated a internationd prices for full comparability. Apart from the tremendous amount of work
involved, it would yield figures which would be hard to interpret, again because of the weights.
Maddison'sfigures, like dl ppp caculations, must choose weights for theindividua prices that are being
compared across countries. Expenditure weights are usudly used, but these differ from country to

country, especidly between rich and poor countries, the latter for instance giving much greater weight to



food in total expenditures than do the former. Convention isto take a geometric average of both
countries expenditure weights in doing bilateral comparisons. But thisisapurely arbitrary, if
reasonable, convention. Yet it makes agreat difference. For instance, ppp for Chinais based on some
200 price comparisons between the United States and Chinaiin 1986 by Ren (1997), using some strong
(and dubious) assumptions to make the goods and services comparable, especialy with respect to
quaity. using Chinese expenditure weights, which accord more weight to food and less to housing,
Chinese per capitaincome at U.S. prices was $571; using us expenditure weights it was $1818, over
threetimeslarger — quite a difference for numbers that purport to measure the samething. The
geometric average of these numbers would be $1019. Maddison's figure for 1986 is $1597, in 1990
prices ($1395 in 1986 prices), after some adjustments he made to convert to his 1990 international
dollars and to his re-estimation of Chinals GDP.

For comparing standards of living across countries, some version of ppp exchange rates for
converson of GDP in nationd currency is necessary. |If we focus on world demand, however, market
exchange rates need to be used, since they measure the ability of nationds to earn income or buy
products or investments in the world market. GDP in "purchasing power” termsis a meaningless entity,

except as an intermediate step to living standards:*

Caonvergence?

A quedtion of generd interest is whether, during this haf century, countries have converged in
their sandards of living, evidence of the "catch-up" hypothesis whereby those countries that were
initidly far from the technologica frontier and from best economic practice could in principle grow more

rapidly than those closer to those frontiers. An extensive econometric literature has developed on this



topic, essentidly testing whether countries that were relatively poor in 1960 grew more rgpidly than
those which were rdatively rich. Thisis not the place to review thet literature, except to note that the
generd finding is one of "conditiona convergence” that is, initialy poor countries grew more rapidly
than rich countries, conditional on a number of other factors, such aslife expectancy (as aproxy for
genera hedlth) or educationa attainment (see e.g., Barro, 1997).

But | would not have expected to see, over aperiod as short as 35 years (the rough time frame
of these studies), convergence in the sense sought. Many human and indeed biologica processes follow
alogidtics curve, which doesimply ultimate convergence but only after initid divergence — and only if
the most advanced parties stand still once they have made the adjustment. Buit the technologica
frontier, so far anyway, has been congtantly expanding, so "best economic practice’ is congtantly
changing — manifested concretely in the fact that real per capitaincome in the United States, the
richest large country, continuesto grow. Thusthe "convergence target” is not satic, but is congtantly
moving. This poses savere chalenges for any country to "catchrup,” even though the potentia for
catchrup is present. Initialy poor countries could still be expected to grow more rapidly, but the catch
up period might indeed be a very long one.

Figure 1 presents the distribution of nationa growth ratesin per capitaincome 1950-1998 for
128 countries or groupings of small countries, caculated from Maddison (2001). Per capitaincomein
the United States, initialy the wedthiest country (at $9561 in 1990 internationd $), grew at 2.2 percent
ayear, which can be regarded as a benchmark. Many countries grew more rapidly than the U.SA, but
more grew more dowly. Growth in GDP would show more countries growing more rapidly than the
U.S.A because of more rapid population growth, but our main concern here is with improvementsin

meaterid wdl-being, proxied by growth in per capita output. The growth rates broadly reved abell



shape, with growth concentrated in the 2.0-2.5 percent interval, and tapering away both below and
above. Eighteen countries actually showed adeclinein per cgpitaincome, athough the sharpest
declines were for Qatar and Kuwait, which as noted above experienced large increasesin red income
due to improvementsin their terms of trade. If we leave aside the oil exporting countries, the declines
areled by Cuba (-0.9 percent ayear), Niger(-0.9), Djibouti (-0.7), Madagascar(-0.7), Haiti (-0.5),
and Afghanigtan (-0.5). Fourteen countries experienced some declinein per capitaincome, if we leave
adde the ail exporters, nine of which were in sub-Saharan Africa Most of these countries experienced
condderable interna conflict, sometimes outright civil war.

At the other end of the scale, four economies recorded an extraordinary increase in per capita
income in excess of five percent ayear over hdf acentury: South Korea (6.0), Taiwan (5.9), Botswana
(5.3), and Oman (5.3), al very poor in 1950. Indeed, Botswana was the world's poorest country in
1950, with a per capitaincome of $349 (in 1990 internationa $) as calculated by Maddison, followed
by Tanzania, Burma, and the behemoth China. But per capitaincome growth for most countriesis
clustered in the intervas 1.0-3.0 percent.

While"arigng tideliftsal boats' is anice metgphor, it is not an accurate characterization of
maost human affairs, which more commonly involve leaders and followers, innovators and imitators, with
imitators demongtrating very mixed capabilitiesin following successfully, aswell as occasondly dtering
the path sgnificantly (and sometimes productively).

As noted above, growth rates declined in the later decades of the 20th century. The
digtribution of growth rates across regions dso shifted. In the 1950s and 1960s it was mainly northern
European countries that grew more rapidly than the United States; thereafter their relative growth

dowed. By the 1970s the rapid growers shifted to southern Europe and to East Asia, starting with



Japan, then to southeast Asia and more recently to India A few high growers were spread more
widdy, including Isradl and Palegting, Tunisia, and Saudi Arabia (to 1980) in the middle east, Mauritius
and Swaziland in Africa. Puerto Rico holds the record in the Western Hemisphere, followed by Trinidad
and Brazil (mainly to 1980). A host of other countries, such as Mexico, Egypt, Pakistan, Turkey, and
many smaller countries, have made steadly if less spectacular progress. Eastern Europe and the Soviet
Union grew respectably, dthough at declining rates, in 1950-1980, but then experienced declining
output for a period as their economies were transformed from central planning and control to market-
oriented, with amgor tranformation in the compaosition of outpt.

Thus on these figures, there has been both convergence (on the U.S.A, the benchmark) and
divergence. Many countries, especialy those in western Europe and east Asia, have reduced greetly
the (geometric) gap in GDP per capita. We too often forget how poor some currently rich countries
were fifty years ago. On Maddison's comparisons, Japan in 1949 had alower per capitaincome than
Indiadid in 1998, and Greece, Spain, and Portugd were only modestly richer. South Korea had a per
capitaincome equivaent to that of Indiain 1965, and only 24 percent higher than Indiain 1950.

On the other hand, many countries have falen further behind than they werein 1950. Indeed,
African countries, while poor in 1950, were on average nearly twice asrich as east and south Asian
countries (excluding Japan). But their low average growth rates have seen them recede considerably,
such that by 1998 their per capitaincome, while 60 percent higher than in 1950, was less than haf that
of the east and south Asian countries on the same comparison (Maddison, 2001, pp.305, 327). Haiti
was 36 percent richer than South Koreain 1950; by 1998 South Korea was 16 times richer than Haiti.

Figure 2 records the didtribution of nationa growth rates in per cgpitaincome, but weighted by

population in 1975 rather than smply by number of countries. Thereit can be seen that again growth



rates averaging between 2 and 2.5 percent per annum are the most common, but the distribution is
trimoda (due mainly to China and the former Soviet Union), with the preponderance of growth taking
place &t rates higher than the modd interva.

Using countries as observations, weighting by population, the income of the median world
citizen has risen sgnificantly relative to the income of those at the 90th percentile. But those at the 20th
percentile have falen further behind both (Cooper, 2002, p.133-34). This caculaion however is crude
compared with those that alow for distribution of income within as well as between countries, as
discussed below. (To compare the average income in the 20 poorest countries with that in the richest 20
countries, as is sometimes done, is of course deeply mideading, since both groups changein
composition, substantialy over long periods of time. As noted above, both Botswana and Chinawere
among the ten poorest countriesin 1950, but neither would be included in that list today.)

It should be noted that recorded GDP growth rates probably understate the true potential
growth in rich, especialy European, countries, Snce higher incomes have permitted greeter leisurein the
form of shorter-work weeks and more paid holidays. In this respect Europeans have sengibly eected
to take more leisure, which of courseis not messured in GDP, than have Americans, who in turn have
taken more leisure than Japanese, who reputedly often do not even take the paid vacations to which
they are entitled. By the same token, recorded GDP growth rates probably overstate the true potentia
growth in poor countries, as many family activities, such as making clothing, get increasingly absorbed
into the commerciad economy, and hence add to recorded GDP, whereas they were not counted before
(food sdf-sufficiency, in contrast, does in principle enter GDP, dthough how well thet isdonein
practice is open to some doubt).

At avery fundamentd level, development is moving people out of agriculture into socidly more



productive activities, as productivity in agriculture also increasses. In the poorest countries, near
subsistance, over 80 percent of the labor force is engaged in agriculture (including fishing). In therichest
countries, less than five percent is engaged in agriculture (2 percent in the United States), and sometimes
even that low share produces a surplus for export. In this smple but fundamental dimension the past
half century also experienced greet change. Twenty to thirty percent of the (rising) labor force has
moved out of agriculture between 1965 and 2000 in most developing countries for which data are
avalable. For example, the share of the [abor force in agriculture declined over this period from 84 to
63 percent in Bangladesh (a country of low growth), 49 to 21 percent in Brazil, 81 to 47 percent in
China, 55 to 29 percent in Egypt, 71 to 43 percent in Indonesia, 50 to 18 percent in Mexico, 82 to 49
percent in Thailand, to illustrate with some large devel oping countries, and from 47 to 17 percent in
Greece and 26 to 5 percent in Japan, to illustrate with some OECD countries. That paragon of growth,
South Korea, reduced its share from 55 to 11 percent over the same period, even while strongly

protecting agriculture late in the period.

Paverty

In asense, the whole point of economic growth is to reduce poverty — to create opportunities
for development of individud interests and talents which smply cannot operate when nutrition and hedth
are poor, and when one's dominant pre-occupation iswith providing sufficient food for onesdf and
family. Y et comparisons of "poverty” across countries, or even over time within countries, are fraught
with both conceptua and practicd difficulties. What exactly do we mean by "poverty,” and how
sengitive should it be to the generd economic (and socid?) conditions of the society in which one lives?

Having decided on aworking definition, how do we measure it accurately?



In terms of internationa discourse, the conceptua problem has been "solved” by the suggestion
by the World Bank in 1990 that poverty in developing countries should be defined as income below $1
aday per person, measured in purchasing power parity (ppp) dollars of 1985 — drawing on the
nationa experience of India, which adong with the United States had pioneered the officid measurement
of poverty in the 1960s. Research was subsequently devoted to discovering what poverty in many
countries was under this standard, how much it had changed over time, and what were the principa
determinants of those changes.

Much controversy surrounds the many technical aspects of these comparisons. | will draw
heavily on recent work by Surjit Bhala (2002, 2003), an Indian economist who once worked &t the
World Bank, who reviews the history and the technical controversies and provides hisown
comprehensve estimates of poverty, based on the World Bank definition, by region over the period
1950-2000. A key feature of Bhdlaswork isthat he focuses (appropriately) on people rather than
countries. To do this he needs data on the digtribution of income or (preferably) consumption within
each country, and changes in such digtribution over time. He then needs to aggregate these people-
oriented data across regions and the world for a number of years, to discover trends in world poverty.

Table 3 sats out poverty rates in what today we cdl the developing world, as caculated by
Bhalla (2002, p.148), by region for the turn of each decade from 1950 to 2000, along with a headcount
of the people who live below the poverty line. The poverty line Bhalla usesis $1.50 aday in 1993 ppp
dollars (= $547 ayear, or roughly the equivaent of $505 in Maddison'sinternationa $ of 1990), to
dlow both for inflation that occurred after 1985 and to alow for some undercounting of consumption
(or income) of high income familiesin the nationd surveys on which everyone relies for information on

income distribution.”



In Table 3 it can be seen that poverty dropped substantialy, even dramaticaly, over the haf
century, from 63 percent of the population of the developing world in 1950 to 13 percent in 2000. The
drop was particularly significant, 30 percentage points, over the last two decades, the period of so-
cdled globaization. Significant declines occurred in every region except sub- Saharan Africa, and even
there amodest decline occurred, although an increase was registered after 1980. Furthermore, the
number of people living in poverty was roughly halved, from 1223 million to 647 million, despite amore
than doubling of world population. Again, the number declined in most regions, except for amodest
increase in the Middle East and North Africa, and a dramétic increase of over 300 million in sub-
Saharan Africa, where population growth was especialy rapid.

The details of Bhdlaswork are controversid, focusing particularly on his use of consumption
data from each country's nationa accounts to determine average consumption levels, which are typicaly
higher than those reported in socid surveys. Moreover, the proportionate gap seems to have risen over
time. Since at least some of this difference can be attributed to presumed under-reporting by releively
wedthy people in the surveys, Bhalla adjusts upward the poverty line from $1.30 aday in 1993 prices
(the equivaent of $1 aday in 1985 prices) to $1.50 aday to dlow for his reliance onthe nationa
accounts.

Debate has focused particularly on India, an important devel oping country where the data are
relatively rich and well-developed. Both the nationd socid survey (S) and the nationd accounts (NA)
have strong supporters, yet thereis a significant and growing discrepancy in average per capita
consumption between the two, with the S/NA ratio having falen from 93 percent in 1973 to 56 percent
in 1999, or from 71 percent to 56 percent if alowance is made for rebasing and other revisonsin the

nationa accounts (Bhdla, 2003, table 4). Thisis not the place to take a position in this debate, which



pertains dso to anumber of other countries. But if the Survey dataare vaid, it raises serious questions
about the reported growth rates for the Indian economy over the past three to five decades. If mean
consumption in the 1990s is as low as the Surveys report, unredistically low consumption levels severd
decades earlier areimplied if the reported growth rates are accurate. Mean Survey data, corrected for
Indian inflation, show a growth of only 0.6 percent ayear in per capita expenditure over the period
1973-1999, whereas per capitarea consumption from the national accounts grew by 2.6 percent
(calculated from detaiin IFS).

An dterndive explanation is that the growth in consumption India experienced accrued
overwhelmingly to therich, who are not adequately reflected in the Survey means. But thiswould have
implications for the digtribution of income that are implausible, if not literdly impossible. If thetop ten
percent accounted for 25 percent of total expendituresin 1973, as they reportedly did in 1993
(Sundaram and Tendulkar, 2003, p.333), then accuracy in both the Survey means and the national
accounts consumption would imply that the top ten percent accounted for 54 percent of total
consumption by 1999.°  We can conclude from this calculation that the Survey significantly under-
estimates the growth in average consumption over the last three decades, or that the recorded GDP
growth rates are significantly too high, or that the didtribution of income in India has become much more
unegua than is generaly acknowledged, or some combination of dl three. Such conundrumsin data

consggtency have (negative) implications for al cross-country work on growth and inequality, and on

7

poverty.
Whatever the detailed resolution of the technical disputes, it seemslikely that poverty in

developing countries has dropped significantly, especidly in the past two decades. Sundaram and

Tendulkar (20033, 2003b, Table 7), strong supporters of the Indian Survey as against the national



accounts, nonetheless report adrop in Indian poverty by 8 percentage points between 1983 and 1993,
and by afurther 5 percentage points between 1993 and 1999. Even more rapid growth has occurred in
China 1980- 2000, and while it has been uneven, it has been sufficiently widespread to reduce poverty
very substantialy. Indeed, the drop from 67 percent in 1980 to 6 percent in 2000 shown in Table 3 for
East Asaisdominated by China Given their huge populations and initidly high poverty, rapid growth in
Chinaand Indiaaone virtudly assures aworld-wide reduction in poverty, even with widening income
digtribution in each. To focus on countries rather than people, and on the poorest countries aone, is
deeply mideading for what has been happening in the world at large.

A reduction in poverty is generally associated with economic growth, not just in Chinaand
India Infact, it is difficult to find examples of sgnificant reduction in poverty thet is not associated with
economic growth, and it is difficult to find Sgnificant growth that does not reduce poverty (see Dallar-
Kraay, 20023, 2002b).

What is quite separate from the issue of poverty, athough remotely rdated, isthe claim that
inequdlity in the world digtribution of income has worsened (i.e., inequdity has increased) sgnificantly in
recent years. It isusually smply assumed that grester inequdity is undesirable, and therefore that an
increase in inequdity should be a cause for concern. Yet it is difficult to imagine economic growth
darting from a sationary condition that does not for awhile, perhaps along time, increase inequality. As
noted above, many human activities follow alogitic pettern, which implies an increase in inequdlity (of
whatever), followed by an eventua decline. The circumstances surrounding any incressed inequality are
al important in evauating whether it is desirable or undesirable.

Bhallas work on poverty aso permits him to address the issue of inequdlity, focusing again on

people rather than countries. He gets results that sharply contradict the conventiona findings, based on



countries, of growing world inequality. Using Gini coefficients as a messure of inequdity (ranging
between zero, perfect equality, and one, extreme inequality), Bhalla (2002, p.178) finds that between
1960 and 1980, when rich countries were growing rapidly, world inequality increased, but between
1980 and 2000 world inequality decreased to below whereit wasin 1960. This occurred despite an
increase in inequdity in the indudtrialized world, as Europe and Japan dowed rdative to the United
States. If Chinaand Indiaare excluded, inequality was virtualy unchanged between 1980 and 2000 in
the developing world, but with Chinaand Indiaincluded, as they should be, inequdity declined sharply.
This could occur even if, asis usudly assumed, income inequdity became less equa within Chinaand
India®

On aregiond bas's, inequdity was highest in sub- Saharan Africa, and unchanged in 1980-
2000, wheress it declined in East Asa, the Middle East (including North Africa), and Latin America,
while increasing modestly in South Asiaand sharply in Eastern Europe.

An dternative measure of inequdlity is to compare the median (50th percentile) income in the
United States, as the world's richest large country, with median income in the developing world.
According to Bhdlas calculations (2002, p.179) that ratio declined aimost steadily from 24.1in 1950
to 11.7 in 2000. In short, the median person in the developing world, while till much poorer than his
U.S. counterpart, is nonetheless catching up, having more than halved the (geometric) gap over the haf
century. A smilar result holdsif the comparison is made between those at the 20th percentile in the
United States and in the developing world. However, the median person in Africa, having been
modestly better off than his East Asian counterpart in 1960 in comparison with the median American (a
ratio of 22.8 versus 25.6), was far worse off by 2000 (38.3 versus 9.0), showing a deterioration both

with respect to the median American and especialy with respect to the median east Asian (Bhdla,



2002, p.192).

Capital Inflows

As noted above, Arthur Lewis judged the main requirement for raising growth to be a sharp
increese in the rate of capital formation, physical and human. Investment ratios did rise in developing
countries, but they crept rather than legpt up, risng from 20.6 percent of GDP in the 1960s to 22.8
percent in the 1970s, 25.6 percent in the 1980s, and 26.3 percent in the 1990s (caculated from IFS:
Chinawas added in 1979, Russiain 1994). During the same period of time they declined modestly in
the industridized countries, from 23.7 percent in the 1960s to 20.8 percent in the 1990s.

One of the advantages of engagement with the world economy is being able to draw for
investment on savings elsawhere in the world; a country does not have to rly on domestic savings
aore. Thetransfer of red resourcesto any country can be measured through the current account in its
balance of payments. In fact, the current account deficit for developing countries as a group, as defined
in the 1980s, exceeded one percent of their GDP (measured in 1990 international $) only in 1982, a
year of world recession, and even approached one percent only in afew other years (e.g.,1978, 1991,
1993), and afew additiona yearsif the large surpluses of OPEC membersin those years are excluded.

It was well under 0.5 percent in most years. Asashare of domestic investment, these percentages
must be increased four to five-fold, but il remain remarkably smdl.

Of course, there were large variations from country to country, and even for the same country
over time. Net capitd inflows were sgnificant, for instance, for Isragl and South Koreain the 1960s
and 1970s, and represented 2 to 10 percent of GDP for Costa Rica, Chile, and anumber of smaller

countriesin the 1980s and 1990s, and 0.5 to 2.5 percent of GDP for India. Moreover, by virtue of the



internationa capita market a country could engage in intertempord redlocation of large foreign earnings
in some years.

Bilaterd and mulltilateral aid to developing countries was $6.7 billion in 1962, as recorded in the
first report of the newly formed OECD's Development Assistance Committee (DAC), or $25.7 hillion
in 1990 dollars (using the U.S. GDP price deflator), a shade over one percent of the GDP of
developing countriesin that year. It doubled in real termsto the early 1990s, and then receded by 2001
to only 20 percent above the 1962 leve, of course representing a much smaller fraction of developing
country GDP (World Bank, GDF 2001, p.87). Foreign assstance was about three times private
capita flows (at $2.2 hillion) to developing countriesin 1962, but by the 1990s was dwarfed by private
capitd flows, which exceeded $160 billion in 1996, the pesk year.

The contribution of foreign capitd inflows to development is till a source of uncertainty and
controversy (some evidenceis summarized in Cooper, 2002). Foreign direct investment (FDI) seems
to be the most potent in itsimpact, and even then seems to work best when local education is high. By
2001 FDI to dl developing countries exceeded ODA by nearly five times (GEP 2004, p.292).

Foreign aid has been the most visble vehicle for help to developing countries from rich countries
over the past four decades. It is therefore worth asking what we can say about the impact of such
assstance on economic growth. A World Bank team supervised by Lyn Squire addressed thisissuein
Assessing Aid (1998). The study correctly observes that aid isfungible, in that it may finance a project
or activity that the government would have undertaken with its own funds, so the true margina
expenditure from aid need not be the designated expenditure. Only about 35 percent of aid, on average,
incressed the investment retio in astudy of 56 countries (42 of which werein Africaor Latin America)

over the period 1970-1993; none however seemed to finance tax reductions, and some aid isinitialy



targeted on government consumption such as education, agricultural extension, or public hedth. After
controlling for other variables, the study suggested that foreign assistance as a percent of each recipient's
GDP had no discernable impact on its economic growth over this period, an gppalling result even after
dlowing for the fact that some aid was not targeted for development. However, ad interacted with
economic management (measured as aweighted average of trade openness, inflation, budget surplus,
and inditutiona qudity) in such away that growth in well-managed countries benefited from aid: on
average an increase in ad by one percent of GDP increased a well-managed country's growth rate by
0.5 percentage points. And in some well-studied cases foreign assistance was extremely important in
launching economic reform and subsequent economic growth (see e.g. Haggard/Cooper/Moon, 1993,
on South Koreain the 1960s).

It is understood these days that much, perhaps even mogt, of the benefits of foreign assstance
and FDI arise from the technical and managerid knowledge they convey rather than from the provison

of capita as such.

Growth, Development, and Freedom

"Development” was earlier associated with increasesin per capita GDP, as arough proxy for
improvements in materia well-being. A case can be made that thisisanecessary — or at least a
grongly fadilitating — condition, but not a sufficient one. If we conceive, as Sen (1999) does, of
"development” asincreasing the capability of al human beings to achieve those things they most vaue,
then development must so cover the ability of citizens to express themsdaves and to have some voicein
the policies that affect them, thet is, development involves civil and politica libertiesaswell as

improvements in materia well-being.



One of the remarkable trends of the past haf century was the extension of functioning
democracy to awider fraction of mankind, including not just northwestern Europe and North America,
but Germany and Japan early in the period, Spain and Portugd in the mid-1970s, and by 2000 included
eastern Europe, Russia, most of Latin America, much of East, South, and Southeast Asia, and parts of
Africa. Themgor remaining gaps were in the Arab world, centra Asa, China, and sub-Saharan Africa
(where the Situation deteriorated significantly since independence in the 1950s and 1960s). The
extension of democracy during the 1980s was what Samue Huntington caled the "third wave,"
suggesting that the phenomenon is episodic, not linear, and occasiondly even involves reversas.

There has been extensive scholarly discussion over the years on the relationship between
freedom, of which functioning democracy is a mgor manifestation, and economic devel opment: whether
the latter is a precondition for the former, and whether the former is a serious impediment to the latter.
Palitical scientist Huntington (1991, p.311) is astrong proponent of thefirst view: "Poverty isa principd
and probably the principa obstacle to democratic development. The future of democracy depends on
the future of economic development. Obstacles to economic development are obstacles to the
expanson of democracy.” Barro's empirica analysis (1997, ch. 2) supports Huntington's view.

Modern India, with afunctioning, indeed raucous, democracy since its beginnings in 1947, of course
dtands out as aleading exception to this generdization, as do afew Latin American countries, but a
generdization does not have to be universa to have some vdidity.

Has democracy been an impediment to economic growth? In astudy of 18 developing
countries during the 1970s and 1980s, Little et a.(1993) found no relationship between economic
performance and democracy or the Freedom House ranking on freedom for each country. Helliwell

(1994) supports that conclusion on the basis of wider country coverage over alonger period of time.



Barro (1997, ch.2) finds awesk curvilinear relationship, with growth depending postively on what he
cdlsan "index of palitica rights’ up to the leve achieved by Mdaysiaand Mexico in 1994, and
negatively for higher levels of rights.

Whileit istrue that examples can be found in which authoritarian government seems to facilitate
economic reform and subsequent economic growth — South Koreain the 1960s and 1970s comes to
mind — it dso true that many authoritarian governments have neither the desire nor the capacity to
undertake economic reforms leading to higher economic growth. Democracies are usudly more hestant
and less comprehensive in adopting economic reforms, but also steadier in responding to various forms

of turbulence in the process.

L essons| earned from 1950-2000

What conditions are epecidly conducive to growth, and what conditions are especidly
detrimental? Geography, inditutions, openness, market-orientation, rule of law, government micro-
engagement, heavy taxation, corruption, and macroeconomic management have al been put forward as
serious explanations for inter-country differences in economic growth. Often the debate has focused on
dichotomies, eg. market versus planning, or inflation versus price stability, whereas redlity was full of
grays that suggest the coarse dichotomies of public debate offer little practica guidance.

Being "geographically disadvantaged” has been advanced as a reason for poor economic
performance, especidly countries that are land-locked, such as Bolivia, Laos, Nepal, Paraguay, and
many African countries. But Botswana, far the most rapid grower in sub- Saharan Africa, isdso land-
locked, as are Austria, Czechodovakia, Hungary, Switzerland — and indeed Chicago, if the U.S.

Midwest were treated as a separate economy. Perhaps being land-locked creates some modest



disadvantage — dthough being on the sea does not ensure good naturd ports — but it can be
overcome through human agency. Chicago can now entertain oceantgoing ships (athough not the
largest) through the St. Lawrence seaway, which once presented huge natural obstacles (such as
Niagara Fals).

Note a so that the Dominican Republic and Haiti share an idand, a climate, equa accessto
foreign markets; and in 1950 they had equal per capitaincome of around $1050 (1990 internationa $).

By 1998, in contrast, income in the DR had increased by afactor of three; Haiti's had falen by 20
percent. Ingtitutions and policies played amgor rolein the difference.

The best performing economy in Latin America was Puerto Rico, with agrowth in per capita
income of 3.9 percent ayear over 50 years. It started in 1950 with a per capita income somewhat
greater than that of many of the smdler Latin American countries, but lower than that of dl the larger
Spanish-gpeaking countries. It may be dismissed as being part of the United States. Yet it grew much
more rgpidly than the United States did. And whileit is part of the U.S. currency area and customs
zone, it has wide autonomy in framing its loca policies, including education and taxation. 1ts superior
performance callsfor explanaion. Neighboring Cuba, once among the richest countriesin Latin
America, isnow one of the poorest, exceeding only Nicaragua and Haiti. Anti-growth policies
governed the country. The American embargo of 1960 was an immediate blow, but it can hardly explain
four decades of poor performance, despite Castro's continuing use of it as an excuse, not least because
no other country supported the embargo. Pairwise comparisons between East and West Germany, and
between North and South Korea, make the same point. Political stability prevailed for decades in both
pars. What differed was the incentives for individud effort and risk-taking, the mainstays of continuing

economic growth.



One important dimension of geography is the presence of disease, for agricultura products as
well as humans. While smal children can be replaced, high child mortdity involves a serious opportunity
cost to the mothers, and of course any education of the child islost. Debilitating diseases, representing
equilibrium between parasite and host, may be worse than fata disease from the perspective of
economic growth, because of its deleterious effects on productivity. Again, human agency can
overcome or greatly mitigate the impact of disease; southern Europe was once maaria, aswas
Singgpore. Smallpox was once endemic in Europe, resulting in high mortdity. The Panama Cand could
not have been built before learning that yellow fever-bearing mosquitos had to be kept at bay. But the
obstacles to be overcome are surdly higher in some places than in others.

Hong Kong and Singapore both registered outstanding growth, over 4.5 percent ayear for haf
acentury. Therelevance of their experience is often dismissed, as mere "city sates” But Hong Kong
has a population greeter than that of many European countries, such as Denmark, whose experienceis
not casudly dismissed; and Hong Kong's GDP regigters at 22nd in the world, with the vast mgority of
economies being far amaler. Their main differentiating feature is that agriculture (gpart from fishing) was
not a dominant part of either economy even when they were poor. There are however other potential
"city dates" such as Djibouti, that would be much better off if they had performed only haf aswell.
And while the transformation of agriculture is an important part of development, it is not the only
important part; lessons can be learned even from city dtates.

It has become conventiona wisdom that openness — that is, some form of serious engagement
with the world economy — isasignificant contributor to growth. Barro (1997) could not find such a
relationship for the limited measures he used, and Rodrik and Rodriguez (2000) have criticized on

methodologica grounds the severd studies usudly cited in support of this conclusion, including Sachs



and Warner (1995). Cooper (2002) arguesthat thereislittle theoretica ground for expecting a priori
that openness would contribute to growth, as opposed to a once-for-dl increase in income, but thet in
the actual post-1950 world it would be implaugible if continuing trade liberdization, in particular, had not
contributed to growth. Warner (2003), responding to the methodologica criticisms of Rodrik and
Rodriguez, has demondtrated persuasively that relative openness, measured in avariety of different ways
and formulated with a variety of specifications, was strongly conducive to growth, at least for the 61-86
countries he studied over the period 1970-1990. Put another way, those developing countries (with per
capitaincome under $5000) that remained relatively closed grew far more dowly, on average, than
those that engaged more actively with the world economy. GDP growth in the |atter group averaged
4.8 percent ayear, versus only 0.8 percent in the former group. There were no countriesin the open
group that experienced negative growth, in contrast to the relatively closed economies. After controlling
for many other variables, Warner registers the judgment that being "open” rather than "closed" isworth
3-4 percentage points of growth in GDP — a tremendous impact.

Even if one accepts this genera dichotomous result, each country is different and the practical
details are dl important.

Remarkably many smdl economies, with populations less than one million persons, are high
income economies (GDP/P > $9266 in 2001). True, many are dependencies, adbeit localy autonomous
ones, of rich countries — Bermuda, Faeroe Idands, French Polynesia, Greenland, Guam, Northern
Marianas. Some are independent but contiguous to larger rich countries — Andorra, Luxembourg,

San Marino, arguably Bahamas. But many meet neither of these conditions — Barbados, Brund,
Cyprus, Iceland, Macao, Mata. These economies are not usudly included in anayses of economic

performance, as being beneeth notice. But why? While some are "dependencies,” they have ahigh



degree of loca autonomy in setting economic policies (e.g. taxation) and local laws that are relevant to
commerce and finance. Dependency these days usudly in practice refers to defense and foreign policy.

A few, such aslcdland and Bermuda, were relatively wdl off fifty years ago, but most were
poor. They have becomerich. Many had a colonid past, usudly but not dways British. They inherited
or developed alegd framework, inditutions, and policies that have helped them achieve rdative wedth.

All are open and many have developed close economic relations with larger rich countries.

Not dl smdl countries arerich. Among the low income countries (GDP/P < $745) are Sao
Tome & Principe ($280), Comoras ($380), Solomon Idands ($580), Bhutan ($640), and Equatorid
Guinea ($700) — dl countriesin poor neighborhoods. All except Bhutan and Solomon Idands arein
Africa But these very poor smal economies are greatly outhumbered by the rich ones. Smal countries
tend to maintain fixed exchange rates or even to use alarger country's currency and impose import
tariffs primarily for revenue, not to protect loca industry. Only Brune (oil) and Icdland (fish) arerichin
resources, although Sao Tome and Equatorid Guinea seem to be well-endowed with offshore ail, soon
to be developed. In short, many small economies have managed to grow significantly despite their small
scae, or perhaps because they were too small to entertain pretensions of economic independence.

Inflation is said to be inimica to economic growth (e.g. Fischer, 2003, ch.10, esp. p.336; dso
Barro, 1997, ch.3). That is shown by much cross-country empiricd andyss, and at least for high rates
of inflation poses no mygery: those are usudly cases in which the budget has gotten out of control and
inflation isthe resdud equilibrator; high inflation is aso dosaly associated with highly variable inflation,
rendering forward-looking finandd planning — akey and necessary feature of al modern economies
— practicaly impossible.

But it does not follow from these correct observations, asis often assumed, that moderate and



controlled inflation, eg. in the low double digits, isaso inimica to growth. For a country without awell-
developed financid market, inflation may in fact be less distorting than many other taxes the government
might impose to generate needed revenues, including high taxes on imports, and the "inflation tax can
reach parts of the population that are not otherwise reachable by the tax authorities. Whether thisis
good or bad for growth of course depends inter alia on what is done with the revenue. South Koreals
annud inflation rate averaged 14 percent during its take-off period 1966-1979, for instance. It would
require much higher confidence in one's theories than | have to argue that Korea would have grown
even more rapidly had it forced itsinflation rate into low single digits, as seems to have become the
acoepted norm, even for developing countries, in officid financid cirdles’

Most analyses of growth, as here, have been based on examination of aggregate economic
datistics and their possible determinants. McKinsey Globa Ingtitute since 1990 undertook a series of
"bottom up" industry studies in selected developing countries — mainly Brazil, India, Korea, and Russa
— aswell as developed countries, focusing on the detailed obstacles to achieving best practice
productivity in the use of labor and capita, recognizing that best economic practice will be sengtive to
relative factor prices. These studies provide the basis for Lewis (2003) unsurprising finding that thereis
no single impediment to adoption of best practice, enhancing productivity and hence living andards;
rather ahost of often-interacting obstaclesisfound. He argues, however, that serious competition in
domestic markets is usudly a necessary condition for adoption of improved techniques, and that serious
domestic competition is unlikely occur without a national mindset that accords high vaue to consumers
as opposed to producers. It isaso unlikely to occur without significant engagement with the world
economy, where best practice istypicaly generated and where it is congtantly changing, both with

regard to cost and price and with regard to product quaity. He aso argues that economicaly intrusve



government is dl-but-inevitably captured by specid (producer) interests and henceistypically a serious

impediment to competition, hence advancing productivity.

What if

Many events occurred during the past half century, or did not occur but arguably should have
occurred, which have been claimed to impede economic development in poor countries. Thisfiddisa
vast one, but afew such counterfactuas can be briefly explored, necessarily speculatively.

1) Suppose access to markets of rich countries had been easier earlier, especialy in agriculture
and gpparel, as has been urged for the upcoming Doha Round of trade negotiations; how much
difference might it have made to overal economic performance?

2) Suppose rich countries had actualy met the UN target of 0.7 percent of donor GDP for
foreign ad, set in the 1960s;, how much difference would it have made to economic growth?

3) Suppose private capita flows had been steedier; how much difference would it have made?

4) Suppose OPEC had not quadrupled ail pricesin 1974, causing the deep 1975 recession and

subsequent build-up of sovereign debt?

1) Import restrictions in rich countries have recently been portrayed as serious obstacles to the
development of poor countries, denying them both higher income and growing markets. Whileit is
difficult to defend high import regtrictionsin rich countries, the main impact of these restrictions probably
fdls on the consumers of the rich countries rather than on developing countries, with afew possble
exceptions. It can even be argued that the restrictionsin the textile and gpparel sector, envisoned in the

1974 Multifiber Agreement and invoked by the rich countries, mainly the EU and the U.SA,



contributed sgnificantly to development. The reason is sraight-forward: as each devel oping country
became successful in exporting textiles or (mainly) apparel to rich markets, further growth from the
successful country in the successful products was restrained through bilateral agreement. While growth
was permitted over time, the rate of growth was capped. This both induced the restrained countries to
move into other, unrestrained products; and created an opportunity for other developing countries to
market their comparable products successfully, even though they might not have been competitive with
products from the countries under restraint. Thus we saw appardl exports migrate from successful
economies such as Hong Kong and Korea to southeast Asia, then to central America and South Asia
Mauritius owes its successful gppardl industry directly to restraintsimposed on exports from Hong
Kong, inducing producersto find a new, attractive location. Any shopper in the United States, where
the origin of imports must be labeled, will be astonished &t the large number of countries that export
gppard to the United States. This would have been unlikely had it not been for the MFA — the
process of diffusion would have taken many more years, maybe decades.

When it comes to agricultural products, an analogous situation can be found.™® The most
competitive countries in products the most heavily restricted are often not the poorest countries. Sugar
probably holds the record as the most protected product in the EU and the U.S.A (ricein Japan). Yet
the most competitive producers of sugar on any scae are probably Austrdia and Brazil, arich and
middle income country; for rice it would be the United States, Thailand, and perhgps Vietnam — a
rich, middle-income, and poor country. Removal of U.S. and European subsidies to cotton would
undoubtedly benefit some Austrdian farmers but aso some poor farmersin Africa — if thar
governments allowed the higher prices to reach them, something we have not observed in products such

as cocoa and coffee. So the practicd issue is whether the governments would successfully devote the



proceeds of higher export earnings toward development, something that might happen, but cannot be
taken for granted. Undistorted trade in cotton might actualy hurt the gppardl industries of many
developing countries, snce world cotton prices would presumably be higher.

2) If the 0.7 percent UN target for foreign aid (to which the U.S. government never
subscribed) obtained, total foreign assistance in 2001 would be on the order of $180 billion, compared
with the $38 hillion of ODA actudly recorded (for 2001). Vastly grester officia resources would have
been available for development. In view of the growth that actualy occurred after the 1960s,
transforming some countries from poor to middle income, this aid would have been available for an ever
shortening list of countries (augmented, however, by the former communist countries during the 1990s).

We commented above on the apparent ineffectiveness of foreign aid: on average it isnot
associated with higher growth &t al. In well-managed countries, however, foreign assstance evidently
increased the rate of growth. Thus the rlevant question is whether foreign aid on nearly five timesthe
actua scade would or could have been given mainly to well-managed countries. Or could the prospect
of aid on avadly greater scale have converted some poorly managed countries into well-managed
ones? Or, on the contrary, would it have induced rent-seeking within many countries on an even larger
scale than actually occurred?

3) Already by the mid-1970s private capital was moving to developing countries on ascale
comparable to ODA, and in the 1990s came to far overshadow ODA, firgt in the form of bank loansto
governments, then as bond purchases and (in emerging markets) purchases of private equity. This
generdly rising trend was punctuated with severe reversds, firgt in the early 1980s, then in the late
1990s. It would have been less disruptive if the trend rise had been much smoother. How could that

have been brought about, given that private investors are broadly subject to smilar incentives and



information during each interval? I both borrowers and lenders had been more prudent in the late
1970s and in the early 1990s, the debt crises of the early 1980s and the mid- to late 1990s might have
been avoided, and with that the sharp reduction in output, followed (especidly Latin America) by a
prolonged period of relative stagnation. Governments of capital-importing countries could have
resrained their borrowing, and arguably could have limited private capita inflows through controls or
other inhibitions on the inflows of capital. But that would have presupposed both a higher degree of
fiscd discipline and awillingness to buck sentiment in financid circles of the rich countries which few
developing countries have. However, thereislittle doubt that financia crises, made possible or even
inevitable by over-indulgence in imports of capitd, set back economic growth, rdatively briefly in some
countries, but for a prolonged period in others.

4) In December 1973 OPEC ministers, hosted in Tetvan by the Shah of Iran, decided to
increase the posted price of crude — most ail at that time sold on contract at posted prices — by
nearly afactor of four, sarting in January 1974. 1t was probably the largest financid shock the world
economy has ever experienced. It led directly to "stagflation” — economic contraction combined with
generd increasesin prices — in the rich countries, and to the recesson of 1974-75, the deepest in the
post- 1945 period. It dso led to extensive build-up of debt, as ail-exporting countriesinitidly "recyced”
their higher earnings into the world banking system, and many oil-importers borrowed to pay their
higher import bills. Ironicaly, severd oil-exporting countries dso borrowed heavily, excessvely it
turned out, againgt their new oil wedth — Indonesiain 1974-75, Mexico and Nigeriain 1980-82. The
depth of the recession and the extensive borrowing, hence the debt crisis of the early 1980s, arguably
could have been avoided if oil prices had not been increased so steeply and so abruptly. World

economic growth, including in developing countries (despite increased foreign aid from some OPEC



members), was undoubtedly set back by this event.

The second oil shock of 1979-1980 was more complicated in origin, semming from the
revolution in Iran, and some OPEC minigters actudly tried to restrain the increase in oil prices.
However, the Iranian revolution may itsdf have had its origin in the large oil price increase of 1974,
which was prompted by the Shah in order to generate the revenue he desired to modernize Iran — to
make it, on his explicit conception, the Germany of continental Asia. The attempt &t rapid
modernization antagonized the mullahs and disoriented many Iranians, creating the conditions for a
conservative religious backlash. Human events are complicated, and unintended consequences often

thwart ambitious plans.

Condusion

Performance in the period 1950-2000 can only be described as fantastic in terms of the
perspective of 1950, in the literdl sense that if someone had forecast what actualy happened he would
have been dismissed by contemporaries asliving in aworld of fantasy. One would not get this
impression from recent discussion, which (correctly) focuses on unfinished business, but in so doing
erroneoudy gives the impression that actud performance has been poor. Humans are chronicaly
dissatisfied; expectations rise with success. And some individuals and ingtitutions have a stake in down-
playing good performance. Thereis, to be sure, much work to be done, since too many people il live
in poverty. But it isaso necessary to note success when there has been success, to avoid drawing
erroneous conclusions. The post-1945 internationa economic system has in genera served mankind

widl.



Table 1
Some Indicators of the Human Condition

1960 1980 2000
Infant Mortality® 140 80 52
Life Expectancyb 43 59 64
llliteracy® 53 43 28

" Deaths per 1000 births
® Years from birth

“ Percent of adults

Source: World Development Indicators

Table 2
Annual Increase in Per Capita GDP (percent)

Region 1950-60 1960-70 1970-80 1980-90 1900-2001 1950-2001
U.S.A, Canada, Australia 1.7 2.9 2.1 2.2 2 2.2
\Western Europe 4.2 4 2.5 1.9 1.7 2.8
Eastern Europe 3.8 3.4 3 -0.6 0.7 2
Former U.S.SR 3.3 3.5 1.5 0.7 -3.5 1
Latin America 2.2 2.4 3 -0.7 1.3 1.6
Asia 3.8 4.1 2.9 3.2 3.1 3.4
Africa 1.9 2.5 1.2 -0.7 0.2 1
'World 2.8 3 1.9 1.3 1.5 2.1

Source: calculated from Maddison, 2001, p.330; and Maddison, 2002, p.39




Table 3 Poverty in the World, 1950-2000

Region and Measure

Poverty line (PPP, $1.50 a day)

Source: Bhalla (2002) p. 148

1950 1960 1970 1980 1990 2000
Head count ratio (percent)
East Asia 86.6 77.5 71.1 67.2 31.3 6.0
South Asia 44.3 37.2 32.1 34.4 18.5 7.8
Sub-Saharan Africa 59.3 53.2 52.2 49.9 55.3 54.8
Middle East and North Africa 26.3 24.3 13.4 4.3 5.2 7.8
Latin America 22.0 16.0 9.4 3.6 5.3 5.2
Eastern Europe 17.8 9.2 3.3 1.7 0 0
Developing world 63.2 52.5 46.4 435 254 13.1
Number of poor people (millions)
East Asia 830 729 833 955 521 114
South Asia 208 209 229 310 207 105
Sub-Saharan Africa 104 118 150 188 279 362
Middle East and North Africa 27 32 23 10 16 29
Latin America 36 35 27 13 23 27
Eastern Europe 49 29 12 7 0 0
Developing world 1223 1131 1262 1479 1056 647
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Endnates

1. Interegtingly, W&W project adecline in oil and gas consumption from 0.875 to 0.4 btce,
presumably reflecting exhaustion of proven reserves.

2. Kahn and Wiener predicted Africawould do relatively badly, but were more optimistic about the
prospectsfor Latin America. Bell, p. 461.

3. The Geary-Khamis approach used by Maddison is designed to achieve trangtivity and additivity, by
choosing asweghts internationally standardized prices for selected goods and services. For a
discussion, see Maddison, 1995, p.163. Maddison judges Chinds officia figures for growth to be too
high for avariety of reasons, including under-estimetion of inflation and under-egtimation of GDPin the
earlier years. Hisrevisons place Chinas 1952-1995 GDP growth at 5.6 percent a year, compared
with 6.7 percent on officid figures. During the post-1978 transformation period the difference
exceeded two percentage points. See Maddison (1998), Tables C.8 and C.10.

4. In recent years, "world economic growth" caculated with nationa GDP at ppp weights has been
about one percent higher than world economic growth at market exchange rates rates, eg. 3.0 and 1.9
percent respectively in 2002. See Global Economic Prospects 2004, p.3. The latter concept is
appropriate for macroeconomic analys's, measuring the change in effective demand and supply, whereas
the former concept is appropriate as a rough indicator of improvement in materid well-being in the
world.

5. For reasons unexplained, the World Bank adjusted the dollar/day standard to $1.08 a day in 1993
prices (see WDR 2003, p.246); but thiswas well below inflation in any country; the us GDP deflator
rose by 27 percent.

6. Even if income distribution had been perfectly equa in 1973, which it was not, the income of the top
decile would have been significantly above 25 percent by 1993 if the two growth rates were both
accurate.

7. In 2001 Ethiopia was the world's poorest country, according to WDR, with aper capita GDI of
$100. At ppp, its per capitaincome was $710, with five countries being poorer — Sierra Leone the
lowest at $480. But only 31.3 percent of Ethiopians were recorded as being below the international
poverty line, with a poverty gap, reflecting the depth of poverty, amounting to 8 percent. India, with a
per capitaincome of $460, over four times greater ($2450 in ppp terms) recorded 44.2 percent of its
population below the international poverty line, with a degper poverty gap of 12 percent. (Comparable
relationships hold if the poverty lineistaken a $2 aday.) This difference could occur only if Indiahad a
subgtantidly less equa digtribution of income than did Ethiopia. But the expenditure digtribution Gini
coefficient recorded for Ethiopiawas 40.0, greater (i.e. further from equality) than that recorded for
India, 37.8 percent, contrary to what is required to reconcile the other figures.

8. Indeed, it islogicdly possble that inequdity could increasein every country, and yet still declineon a
global basis, provided poor countries are growing more rapidly than rich ones.

9. Barro (1997, p.98) finds no datisticaly significant relationship between inflation and growth for rates
of inflation below 15 percent.

10. An excdlent discussion of agriculture in the Doha Round can be found in Global Economic
Prospects 2004, ch. 3.
11. Oil-exporting countries that experienced large financid windfals from the two large oil price



increases of the 1970s typically spent their increased revenues poorly; they encouraged more intense
rent-seeking rather than productive entrepreneurid activity, and are not reflected in higher growth rates
despite the potential. SeeLittleet a., 1993, ch.10.
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