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Abstract

Developing countries will face stronger headwinds in the decades ahead, both because the global
economy is likely to be significantly less buoyant than in recent decades and lhechosogical

changes are rendering manufacturing more capital and skill inteB&s&able policies will continue to
share features that have served successful countries well in the past, but growth strategies will differ in
their emphasis. Ultimatelgrowth will depend primarily on what happens at home. The challenge is
therefore to design an architecture that respects the domestic priorities of individual countries while
ensuring that major crogsorder spillovers and global public goods are adddesse
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Dani Rodrik

1. Introduction

The last decadeasbeenanextraordinarilygoodonefor developingcountriesand their mostly
poor citizen® so good in fact that has become commonpkato look upon them as potential
savioss of the world economyTheir economiedhaveexpanded at unprecedented ratesulting
both in a large reduction in extreme poverty and a significant expansion of the middle class.
Recently thedifferential betweeithe growth rates of developing and advanceantries

expanded to more than 5 percentage points, assispedit by the decline itheeconomic
performancef the rich countriesfigure 11). China, Indiaand a small number of other Asian
countries wereesponsible for the bulk of this superlative performaBeg Latin America and
Africa resumed growth as well, catching up with (and often surpassing) the growth rates they

experienced during the 1950s and 19@@gire 1.2)

Economic growth is a precondition for the improvement of living standards and lifetime
possibilities for the fAaverageo citizen of th
sustained intothefutue , deci si vely reversing the fgreat

and poor countries since the 19th century?

In answering this question, optimists would point to improvements in governance and
macroeconomic policy in developing countries amthe still notfully exploited potential of

economic globalization to foster new industries in the poor regions of the world by outsourcing
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and technology transfer. Pessimists would fret about the drag that rich countries exert on the
world economy, thrda to globalization, and obstacles that late industrializers have to surmount
given competition from China and other established export champions.

Figure 1.1 Growth Trends in Developed and Developing Countries, 1952011
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Source Updated from Rodrik 2011b.

The weights one places on these consideraii@m many othesd e pend on onebs vVvi
the ultimate drives of economic growth in lagging countries. Extrapolation is not necessarily a

good guide to where the world is headed.

We can also turn the question about the sustainability of growth around and pose it in a different
form: what kind of changes in thestitutional framework within countries and globally would

most facilitate rapid growth and convergence? This is a normative, rather than positive, question
about the needed policies. But answering it requires yet again a view on what drives growth. The

more clearly articulated that view, the more transparent the policy implications.



This paper provides a longarm perspective on economic growth in order to deepen the
understanding of the key drivers of economic growth, as well as the constraints traitac

Figure 1.2 Developing Country Growth Trends, by Region, 1952011
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It presentan analyticaframework thais motivated by the empirical evidenaedembedghe
conventimal approaches to economic growMithoughorthodox in many ways, the framework
highlightsa somewhadlifferent strategic emphadisat provides a better account of the

heterogeneityn growth performance around the developing world

The papeemphasizetwo key dynamics behind growtiihe firstis the development of
fundamentatapabilities in the form of human capital and institutidmsg-term growth
ultimately depends on the accumulation of these capahiligesrything from education and
health toimproved regulatory frameworks and better governance (Acemoglu and Robinson
2012; Allenand other2013 Behrman and Kohler 20).3ut fundamental capabilities are

multidimensional, have high sap costs, and exhibit complementarities. Therefore, invegtme
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in them tend to yielghaltry growth payoffs until a sufficiently broad@nge of capabilitiechas
already been accumulatedhat is until relatively late in the development processowth

based on the accumulation of fundamental capabilities is a dtawn-out affair.

The seconds structural transformati@nthe birth and expansion of ndhigherproductivity)
industriesand the transfer of labor from traditional or lowsoductivity activities to modern

ones With the exception of naturaesourcebonanzas, extraordinarily high growth rates are
almost always the result of rapstructural transformatignndustrialization in particulaGrowth
miraclesare enabled by the faittat industrialization can take place in the presence of a low
level of fundamental capabilitiepoor economies can experience structural transformation even
when skills are low and institutions wedkis processelps explains the rapid takdéf of East
Asian countries in the postwar period, from Taiwan in the late 1950ita @ the late 1970s.

The policies needed to accumulate fundamental capabilities and those required to foster
structural change naturally overlap, but they are distinct. Theyfpss of policieentail a much
broader range of investments in skiéglucation, administrative capacity, and governatige
second can take the form of narrower, targeted remaffidsout some semblance of
macroeconomic stability and property rights protecti@w industries cannot emerdgut a
countrydoes not need tattain Sweded levelof institutional qualityin order to be able to

compete with Swedish producens world market$n many manufacturegurthermoreas |

discuss below, fostering new industries often requires sewestd unconventional policies that

are in tension with fundamentals. When successful, heterodox policies work precisely because

they compensate for weakness in those fundamentals.

As an economy developthe dualism between modern and traditional sectors disappears and
economic activitie®ecome more compleacross the boarcdorrespondinglythese two drivers
merge along with the sets of policies that underpin thEondamentals become the dominant
force over structural transformatidaut differently, f strongfundamentals do not eveatily

come into playgrowth driven bystructuraltransformatiorruns out of steam and falters.

This paper is organized as follows. The next section dest¢hee®nsequences of recent growth
performance on the global income distribution. The saliets$ that emerge from the analysis
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are that growth in developirgpuntries e s peci al ly China) has been a

citizeno of the worl d an éGeciion xamimescoromoew gl oba

history. It highlights the role of differenal patterns of industrialization in shaping treat
divergencen the world econompetween a rich core and a poor periph&action 4
summarizes the growth record to date in the form of six empirical reguléfites y | i 2.e d
Key amonghemis the presence of unconditioaborproductivityconvergence in
manufacturing industrie§ection Snterprets the policy experience of successful economies in
light of this empirical backgroun&ection Goresentsn explicit analytical framework that
distinguisheglistinction amonghree types oféconomicsectorsa traditional sector with
stagnant technologw modern service sectavhere productivity depends on (slanoving)
fundamental capabilitieand an industrial secttinatbenefits inadditionfrom an
unconventionatonvergence dynami&ection 7 usethe framework to present ax2 typology

of growth outcomes based on the evolution of capabilitiesre®peed of structural
transformationThe analysiyields four casesio growth, slow growt, episodic growthand
rapidsustained growtlSection 8 formally defines tHenits to industrialization Section 9
examineghe quantitative limits to industrializatioBxtensions of the framework to global
supply chaingsection 9)and natural resouecexportergsection 10pre followed by a prognosis

(section 11)and discussion of policy implicatiorisection 12)

2.HowlIlst hAvier ageo P e 6rswahanddhe Globgl Income Distribution
Thefiaverage individu@l ¢ a n b as thd pefsanithe chiddle of the global income
distributiord that is, the individual who receives the median level of income in the global
economyOne way of gauging the extent of global inequality is to compare the income of the
average individual taverage global incoe that is globalgross domestic produdsPP| per
capita).Were income distributed evenipiedian andverage incomes would coincidéne more
unequal the world econonig, the largeis the gap betweethe twa As the figures inable 21
show, thaatio betweeraverageandmedian income igery largefor the world as a whole,
roughly twice whats observe in the worlds most unequal societies (such as Bra@lpbal
inequality isthusmuch higher than withigountry inequality.

! These numbers were calculated from data put together by Branko Milanovic of the World Bank
(Milanovic 2011). Because they derive from national household surveys, they do not match (and in
general are lower than) income levels reflected in GDP per capita statistics.
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Table 2.1 Median and Average Income in World and Selected Countries, 1988 and 2005

Economy Median income Average income Ratio
World

1988 846 3,523 4.16
2005 1,209 3,946 3.26
Percentage increase 42.9 12.0 n.a.
United States

1988 12,327 14,819 1.20
2005 15,664 20,001 1.28
Percentage increase 27.1 35.0 n.a.
China

1988 310 361 1.16
2005 1,013 1,303 1.29
Percentage increase 226.8 260.9 n.a.
Brazil

1988 1,901 4,030 2.12
2005 2,107 3,890 1.85
Percentage increase 10.8 13.5 n.a.

Source Authorés calculations, based on Milano\2011
Note n.a. = Not applicable.

The good news is that this ratio Haklen significantly since the 1980s, driven by tlaet that
median incomeose much more rapidiypan average incomen L1988, the worl& median
income stood at $846 (in 20@birchasing power parityadjusted dollarsBy 2005, this figure
had risen to $209, an increase of 43 percent over the course of less than two dé@¢edes.
increasan average world incomes over th@me period was only 12 percent (from523 to
$3,946).Correspondingly, global inequality fell substantially, at least when measured by this
indicator® This happened even though withiountry inequality rose in moktrgeeconomies
such as thé&nited Statesand China (but not Brazjlas table 2.1 shows

2 Global inequality rose by some measures, as table 2.2 shows.



Figure2.1 shows the change theglobalinterpersonatiistribution of incoméeween 1988 and
20057 It showsa rightwardshift in the distribution, indicatingrise in average incomesluch
morenoticeable is the change in the shape of the distribution. In ff88@obal distribution
exhibited clear humpat eachend one for poor countries and another for rich counttles (
latterwith a much smaller masd}y 2005 the two humps had virtualljisappearedmerging in
the middle of the distributionVhat happened in betwetose dates that China, which
housed a substantial proportion of the warlgoor in the 1980s, filled out the middle of the
distribution.Since the 1980<hina hagrangormeditself from a poor countryn whichthe bulk
of its population stood below the global median, into a middieme countryin whichmedian
income has caught up with the global medseetable 21). Today, Ching income distribution
is centeredat the middle of the global income distribution. The result is that the global economy
now has a much larger middle clasgth Chinese householasaking up a large part of it
Figure 2.1 Global Income Distribution, 1988 and 2005
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Source Authorts calcuhtions, based on Milanovic 2011.

% The distribution is genated by fitting a kernel smoothing on the ventile or decile data (depending on
availability) for incomes within countries.
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The impacthatChinese economic growtiashadon the global distribution of income reflects
an important feature of global inequadétyhe fact thathebulk of global inequality is accounted
for by differences in averagecomes acrossther than withircountries The relevant numbers
are shown iriable 22, which decomposegiobal inequality into withinand betweeitountry
componentslt shows three measures of inequalitgtare based omore information than the
avaagemedian ratiothe Gini coefficient, the log mean deviation, and the Theil in@é&these,
only thelasttwo are decomposablBepending on the measure and time period, inequality
across countriés that is, differences in peapita incomes between gutie accounts for 76
80 percent of global income inequalitgequalitywithin countries is responsible for a quarter or
less of global inequality-or this reasomrapid growth in China has greatly expanded the vésrld
middle classdespite the fact th&hinas income distribution hasecome markedly less
equitable

Table 2.2 Decomposition of Global Inequality, 1998 and 2005

Log mean
Measure Gini coefficient  deviation Theil index
1988
Total inequality 0.69 1.07 0.89
Percent withircountry
inequality n.a. 19.4 22.0
Percent betweertountry
inequality n.a. 80.6 78.0
2005
Total inequality 0.70 1.04 0.95
Percent withircountry
inequality n.a. 26.5 26.5
Percent betweertountry
inequality n.a. 73.5 73.5

Source Authorés calculationsbased on Milanovic 2011
Note n.a. = Not applicable.

10



A longerterm perspective can be obtained by combining these data with the historical evidence
on globalincomedistribution provided byourguignon and Morrisson (2002), which goes back

to the earlypart of thel9thcentury.Thewithin-country component of global inequality

remained relatively stable over the long term. But the betweantry componeirosesharply,

from 5 logpoints in 1820 to 33 legoints in 1929 to 76 legoints in 2005figure 22). The

share of global inequality that is accounted for by betwoeemtry inequalityosefrom 12

percent in 1820 to 73 percent in 200Banks to differential patterns of economic growth in
different parts of the world, it is increasingly the countryhich one is born that determines

on&s economic fortune@Vlilanovic 2011)

Figure 2.2 Global Income Inequality, 18202005
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Source Authorés calculations, based on Milanovic 2011.

To drive the point homé,often ask audiensdo consider whether isibetter to be rich in a poor

country or poorinarichcountrtf.o c¢l ari fy the questi on, Il spell
i p o d tell.them that they should think of a rich person as someone in the fmydéhiof a

countryd income distributiomnda poor persoas someon@ the bottom 1@ercent Similarly,

a rich country is in the top decile of all countries ranked by average income per, pacsn

poor country is in the bottom decile of that IMthich would they choose?
11



Most peoplehavelittle hesitation in responding that theyrather be rich in a poor country

which isthewronganswef.he correct answer JdiasditBmiesen i n
close. The average poor person in a rich country, defined along the lines abavéreartimes
more than the average rich persom poor countryadjusted for differences in purchasing
power across countri¢Rodrik 201D). Disparities in other aspects of wking, such as infant
mortality, go the same wa¥he poor in a rich count have it much, much better than the rich in

the poor country.

Poor countriesof course have their own superricBut these superrich families represent a
minute share of the population in a poor couditno more tharperhaps onédundredth ofl
percen®of the populationWhen we travel down the income distribution scalmttudethe top
10 percent of a typical poor countmye reach income levels that are a fraction of what most
poor people in rich countrie=arn Disparities in income (as well as ltdeand other indicators of
well-being) are much larger across than wittdmintries The country you are born in largely

determines your life possibilities.

Another way to observe the powerful impact of aggregate growth at the country level is to
compae income levelsver timeat different points in theistribution Figure2.3 depicsincome
levelsby decile or ventile (depending on data availabilityBrazil, China, Indiaandthe Unhited
Stategn 1988 and 2005The IndiaChina comparison is espeltyetelling. In 1988, each Indian
decile was slightly richer than the corresponding decile in CBin&005, Chinese incomes had
vastly overtaken Ind@a at all pointsalongthe income distributiorSimilarly, in 1988 each
Chinese ventile was poorer thidne corresponding global ventilBy 2005, the poorer half of the

Chinese economy had become richer than the @oblottom half.
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Figure 2.3
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b. 2005
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Three conclusions can be drawn from re@dence on the global distribution of incame
1 Themiddle of the global income distribution has filled out in recent dec#ussks
largely to Chinés rise.
1 Differencesacross average incomekcountries remain the dominant force behind global
inequality.
1 Aggregateeconomic growth in the poorest countries is the most powerful vehicle for
reducing global inequalitylhe more rapid growth of poaountriessince the 1990s is

the key behind theecent decline in global inequality.

3. Growth over the Long Term: Industrialization and the Great Divergence
At the dawn of the Industrial Revolution, thap betweethe richest and poorest parts of the

world economy stoodtaratio ofroughly?2:1; the betweercountry component of global

14



inequality was tinyToday, the income gap between the richest and poorest economies of the
world has risen to more than 80What happened in between is that parts of the world economy
0 Western Europdhe United Sites Japan, and a few otheountrie® took off while the rest

of the worldgrew very slowly, when at all, oftdasingground after temporary spuffggure

3.1). Lant Pritchet{1997)has labeledhis processidi ver gence, bi g ti me.

Figure 3.1 EconomicGrowth since 1700, by Region

100,000

el o5t ern Europe
Western offshaots
| tin America

W it Asia
wil frica
%]
‘% 10,000
m
=
E
=
m
g
e
]
n
£
% 1,000 g -
%] H
1
[=7]
(=T

104

1700 1820 1870 1900 1913 1450 1375 1330 2008

Source Maddison 2010.

15

0



There is no better prismith whichto view this divergence than the experiendth
industrializationin different parts of the worldlable3.1 provides some interesting data from
Paul Bairoclas senmal work (Bairoch 1982)Thelevel of industrial output per capita in Britain
in 1900 is fixed at 100n order to facilitat&eomparisons across regions and over timé.750,
atthe onset of the Industrial Revolution, tmsglexstood at 10 in Britainrad at 8in todayds
developed countriesherewas virtually no difference betwedimese countrieand what later
came to be called developing countries. C@atevel ofindustrialization was comparable to that

of Western Europe.

Table 3.1 Per Capita Incex of Industrialization before World War |
(United Kingdom = 100 in 1900)

Country 1750 1800 1830 1860 1880 1900 1913

Developed countries 8 8 11 16 24 35 55
United Kingdom 10 16 25 64 87 100 115
United States 4 9 14 21 38 69 126
Germany 8 8 9 15 25 52 85
Japan 7 7 7 7 9 12 20
Developing countries 7 6 6 4 3 2 2
China 8 6 6 4 4 3 3
India 7 6 6 3 2 1 2
Brazil o} o} o} 4 4 5 7
Mexico 0 0 0 5 4 5 7

Source:Bairoch 1982.
Note 0 = Not available.

From thel9thcertury on, the numbers began to diverge in a striking fasiholustrialoutput
per capitan Britain rosefrom 10 in 1750 to 64h 1860 and 115 on the eve of World War |.
Developed countries as a whole followed a similar, if less steep, trajeBtdryhd is really
striking is not just that the gap betwdbrse countrieand the countriesf Latin America and
Asia (exceptlapan) opened widd.is that todays developingountriestypically experienced
dendustrializationIndustrial output per capita @hina shrunk from 8 in 1750 to 3 in 1913
Indiads plummetedrom 7 to 2 over the same peridchese figures fell becauselustrialoutput

failed to keep up with population growth.
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The culprit was the global division of labor that the first era of dind#on fosteredduringthe
19thcentury Cheap manufactures from Europe and later the United States, particularly cotton
textiles, flooded the markets of peripheral regjavisich specialized in commodities and natural
resourcesln the Ottoman Empitdor example, imports captut@early 75 percent of the

domestic textilanarket by the 1870s, up from a mere 3 percent in the {820suk and

Williamson 2009) This global division of labor was imposed not just by markets but also by the
forces of informaknd formal empire: European powers, and latetJthieed Statesprevailed on
India, China, Japan, and the Ottoman Empire to open their maakdtbgeir navies ensured

security for merchant and financiers.

Partsof the worldthatproved receptive to therces of the Industrial Revolution shared two
advantage$ First, theyhad a large enough stock of relatively educated and skilled waddts
up and run the new factorieSecond, thehad sufficiently good institutiods well-functioning
legal system, stable politics, and restraints on expropriations by thedstatgenerate

incentives for private investment and market expan$iith these preconditions, much of
continental Europe was ready to absorb the new production techniques developed addrappli

Britain.El sewhere, industrialization depended on 0

Intercontinental labor mobility was a tremendous advaniipere Europeans settledlarge
numbersthey brought with them both the skills and the drive foremepresentative, market

friendly institutions that would promote economic activity alongside their intefidsts.

consequences were disastrous for the native populations, who perished in large numbers courtesy
of European aggression and gerist the rgions of the world that the economic historian

Angus Maddisorf2001)has cal | ed A VBethe UmtedrStatesf Gasatap Australia,

and New Zealandl were able to acquire the prerequisitbanks tanassmmigration.

Supported by sizable capital floirem Europe, these economies would eventually become part

of the industri al Afcore. o

The impact of colonizatioon other parts of the world was quite differahen Europeans
encountered inhospitable conditions that precluded their settlement in lendpers or began to

exploit natural resources that required armies of manual workers, they set up institutions that

* The rest of this section draws heavily on chapter 7 of Rodrik (2011b).
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were quite differenfrom those in the Western offshoolsh es e pur el y fAextractdi

were designed tdeliverraw materials to th core as cheaply as possifilbey entailed vast
inequalities in wealth and powerith a narrow elitd typically white and Europe@nruling

overa vast number of natives or slavE€slonies built on the extractive model did little to
protect general propigrrights, support market development, or stimulate other kinds of
economic activityThe plantatiorbased economieasf the Caribbean and the mineral economies
of Africa were typical example&tudies by economists and economic historians have
establishedhat this early experience with institutional developréeot lack theread produced

a debilitating effect on economies in Africa and Latin America that is still felt tiiagerman
and Sokoloff 1997; Acemoglu, Johnsamd Robinson 2001).

Once the lines ere clearly drawn between industrializing and commeglibducing countries,
strong economic dynamics reinforced the demarcaiommoditybased economies faced little
incentive or opportunity to diversifyAs transport costs fell during ti®thcenturyand growth

in the industrial core fed demand, these economies experienced commodity Doesesbooms
werevery good for the small number of people who reaped the windfall from the mines and
plantations that produced these commoditiesywerenot verygood for manufacturing
industries whichwere squeezed as a restiternational trade worked just as in textbook
models: profits rose in economic activities in which countries had comparative advamiage
fell elsewhere.

International trade inducedduastrial countries to keep investing in skills, technol@md other
drivers of economic growtlit also encouraged families to have fewer childaed to educate
them morein light of the high returns to skills that modern manufacturing industries liroug
These effects were reversed in the developing countries of the perippecyalization in
primary commodities did not encourage skill accumulatomlit delayed the reduction in
fertility and population growthbirth rates remained high in the déwging world well into the
20thcentury, unlike in the industrialized countri@dich experienced sharp declines in fertility
toward the end of th&9thcentury.In the words of economists Oded Galor and Andrew
Mountford (2008) commodityexporting counies gave up productivity in exchange for

population.Developing countrieare still trying tobreak free othe longterm consequences of

18



this division of laborThat escape is possible was shown by the experience of the first non

Westerncountryto industialize before 1914Japan.

In the middle of théd.9th century,Japariookedno differentfrom othereconomies of the
periphery.t exported primarily raw materiadsraw silk, yarn, tea, fish in exchange for
manufacturesThis commercéboomed in the afterath of the opening to free trade imposed by
Commodore Perry in 1854eft to its own deviceghe economy would likelhavefollowed the
same path as so many others in the periplryJapan had an indigenous group of well
educated and patriotic businegn and merchants, and even more important, a government,
following the Meiji Restoration of 1868, that was singliendedly focused on economic (and
political) modernizationThe government was little movéxy the laisseZaire ideas prevailing
among Westm policy elites at the timdapanese officials made clear that the state had a

significant role to play in developing the economy

The reforms introduced by the Meiji bureaucrats were aimed at creating the infrastructure of a
modern national economy:uaified currency, railroads, public education, banking and other
legislation.Considerable effort also went into what today would be called industrial dolicy
state initiatives promoting new industridhe Japanese government built and ran stateed

plants in a wide range of industriescluding cotton textiles and shipbuildingven though

many of these enterpris&sled, they produced important demonstration effects and trained
many skilled artisans and managers who subsequdr@titheir trade irprivate establishments.
Stateenterprises were eventually privatized, enabling the private sector to build on the
foundations established by the statbe government also paid to employ foreign technicians and
technology in manufacturing industries anebficed training abroad for Japanese studbnts.
addition, as Japan regained tariff autonomy from international treaties, the government raised
tariffs on many industrial products to encourage domestic produ@t@se efforts paid off most

in cotton texites: by 1914 Japan had establishadvorldclass industry that was able to displace

British exports not just from the Japanese markets but from neighboring Asian market as well.

Japai@s militarist and expansionist policies in the4umto World Wairll tarred these
accomplishments, but its achievements on the economic front demonstrated that an alternative

path was availabldt was possible to steer an economy away from its natural specialization in
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raw materialsEconomic growth was achievable, even dountry started at the wrong end of
the international division of labor, iff combined the efforts of a determined government with the

energies of a vibrant private sector.

The Japanese experience would become a model for other countries in Exstittiedst Asia.
Althoughspecific policies differed, these emulatorsegbn the same model of expatiented
industrialization, achieved through a combination of prigaigtor entrepreneurshgmd
government inducements and cajoli(ibhe sole exceptn was Hong Kongwhere government

intervention in industry remained minimal.) | have more to say on these growth strategies below.

4. Six Stylized Factsabout Economic Growth

The success of Japan and other Asian growth miracles has produced a seamimdjygu
debate. Are these countries examples of successfuldstatted industrialization, or are they
examples of what reliance on markets and globalization can pfdHtamed this way, the
guestion generates more heat than light. Wnaiksin practieis a judicious combination of

markets and government encouragement, rather than a choice of one at the expense of the other.

But why is such a combination needeigthe what ex
notionoperationalizd? To answer thesquestions, it is helpful to start with some basytized
factsabouteconomicgrowth This sectiondocument six stylized factghat are particularly

relevantto the policy contexiThe following sectiomprovides an interpretation that is informed

by these stylized facts and try to make sense of success and failure around the world against this

empirical background.

StylizedFact 1: GrowthHas IncreasedverTime

When the Industrial Revolution took hold of Britain and other early industrializersicgpn

the growth rate of economic activity and overall productivity was so gradual as to be virtually
imperceptibleTo this dayjt is not possibléo establish the timing of the Industrial Revolution

or the onset of modern economic growth with anygigien aclear break in the time series

simply does not exisEconomic historians estimate that total factor productivity expanded at an
annual rate of 0.5 percent in the century after 1T8& increasas clearly better thathe near

zero rate of teaological progress in earlier centuries, but it is a fraction of what industrial

economies experiendeén the second half of tH20thcentury.
20



Figure 41 illustratesthe increase in growth rates over time, for the world as a whole and for
countriesthatwere exceptionally successftdor each periodt shows the average growth rate of
the world economy and the growth rate registered by that @ modwth champio® the

country or region that experienced the fastest groBgforeWorld War 11, the mostsccessful
period was 1871913, the Gold Standapriod, during which the world economy expanded at
an annual average rate of more than 1 pemmentapitaThis rateis dwarfed by the post950
expansionduring which annuaglobalper capita growth rehednearly 3 percent until the mid
1970s Although growth slowed somewhat after the oil shock of the 1970s, it was stilbfar
rapid thananything experienced before World War II.
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Figure 4.1Historical Economic Growth Rates, for the World as a What and for Exceptionally
Successful Countries
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Source Maddison 2010.

What stands out particularly sharplyfigure 4.1 isthe stupendous and historically

unprecedented growth rate experienced by the growth champions of the postwaJppaadn

1950i 73, theRepublic of Korean 1973 90, and China since 1990hese East Asiatigers,

along with a few of their neighbors, grew aB7ercent yearn per capita termgxperiencing

more rapid convergence with the living standards of the West thamramgeen to datd.hese

growth miracles were based on rapid industrialization and exports of manufactures. Clearly, the

postwar global economy presented huge rewards to lagging countries that got their policies right.

StylizedFact 2: Convergencéddas Bea the Exception Rather than the Rule

As botheconomic historians and contemporarggth theoistshave arguedhere are

advantages to economic backwardngésghnologies that advanced countries have already
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developed can be imported and adapted; the hadoes not have to be reinvent&lobal
markets allow small economies to specialize in what they are gpibebyasre a source afapital
goods anatheap intermediate inputSlobal financial markets can relax domestic saving

constraints and finance instenents that would otherwise not take place.

In practice, fewdeveloping countries have been able to exph@seadvantages. The experience
of East Asian growth champions is very much the exception to theDarary to theoretical
expectations, thre is no tendency for poor economies to grow more rapidly than richer
economiesThe experiencef the last decads not at all representative tife historical record.
Over any sufficiently long time horizon, the growth rate of economies is basicatiyrelated
with their initial level of productivity or distandeom the technological frontigffigure 42). A

middle-income or rich economy is as likely to experience rapid growth as a poor economy.
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Figure 4.2 Growth Is Variable, with No Tendency forConvergence
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In the literature on growth empirics, thissultisk nown as t he absence

convergencdt stands in contrasttico n d i t i o n al avhichdsa wallestgbishet e

regularity in crossountry dataWhengrowth rates are conditioned on a small set of variables

such as human capitahvestmentjnstitutional quality, exposure to trade, and macroeconomic

stability, the growth residuals are systematically and neggtbegtelated with initial levels of

GDP per capiteEmpiricalanalysisby Barro (2012places the conditional convergence rte

about2 percent per yeaPut differently, economic convergenisa reality only among the

subset of countries that attaimngliar levels of conditioning variables.

The conditional convergence result would appear at first sight taubefalone, potentially

unlocking the secrets of economic growtimfortunately, the conditioning variables that are

typically included in growh regressions atbemselvesutcome or endogenous variables, and
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theyhave few operational implications@lt thespecific policieghat needo be pursued-or

examplejt may be helpful to know thdtigherlevels of investment and human capital ordrett
institutions are growth enhancing. But the result leaves unclear how these ends are to be
achievedls human capital increased by building more schools, reducing teacher absenteeism, or
providing better information to parents? Is private investmentteddsy reducing red tape or
providing tax incentives® governance enhanced by adopting legal and institutional blueprints
from abroad or by engineering local solutioR$8m a policy standpoint, it is these questions

that must be ultimately answered.

Unfortunately, eonometric analyseusing direct policy variables hamet yieldedusefulresults
Policy reforms are highly contextual and do not lend themselves to easy generdlizatiok
2007;Commission on Growth and Developme2@08) | elaborate o this point below.

StylizedFact 3: EconomicDevelopment Goes Hanh-Hand with Productive Diversification

Poor economies are not shrunk versions of rich economies; they are structurally diffeigent.

key insight of oldfashioned development economis®ften forgotten when modern growth

theory is applied to developing economi@sveloping countries are characterized by large
structural gaps in productivity between traditional and new economic actitigese the

essence of development is structwtaange whichentails moving workers from traditional,
low-productivity activities to modern, higbroductivity activities that are quite different in terms

of location, organization, and technological characteristics. Rapidly growing countries are bette

at removing the bottlenecks that impede this transformation.

One can document this structural transformation in a number of differentAvagsticularly
important resultvasestablished bymbs andwacziarg(2003) who show thaéconomies
progressivel become less specialized and more diversified as they get idw@reconomies
produce a relatively narrow range of commodities and services; as they grow, the range of
economic activities expandBasta certain pointdiversification ceases, and them@ hints of
greater specialization at high levels of incoiBet the turning point comes quite late in the

development process, roughly at the income level of a country such as Ireland.
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From the standpoint of structuralist development thinking, the-lavhsziargresult is not
surprising.However, it does stand in some tension vagiproaches that emphasize the role of
trade and comparative advantage in spurring economic developgkftentall, the central insight

of classical trade theory is that couesrgain from trade by specializing in product lines they are
comparatively good aComparativeadvantagebased specialization may therefore seem to be a
potent avenue for growdhand is ofterpresenteds such in policy discussions that emphasize
the benéts of globalization Whatever the benefits of trade, specialization is not the route to

riches; quite to the contrary.

Stylized Fact 4: Historically, Industrializatiorand Manufactured Exports Have Been the Most
Reliable Levers for Rapid and Sustain€itowth

Thegrowth miracles of JapaKoreg and China were all based on rapid industrializafldre
point generalizes tothercases of catchip as well With the exception of a few small countries
that benefited from natural resource windfalls (and mada®t to squander them), virtually all
countries that have sustained high growth ridedecadeslid so on the back of manufacturing.
Industrialization is how Britain and other early emulators entered modern economic drasvth.

also what has enabladiccessful latecomers to catch up.

Table 41 lists all cases of sustained, very high growth in history.def i ne fAvery high
annualper capita growth oft leas#.5 percentl define growth agi s u s t ait ismeidtained f
for at least thredecadesThereare not many such instanéefewerthan30, in fact. But the

composition of such Agrowth miracleso is tell
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Table 4.1EconomiesThat Grew by at Least 4.5 Percent a Year per Capitaver a Period of30 Years or More

Before 1950

Afterl 950

Fastesannual
growth rate
achieved over
three decades

Fastesannual
growth rate
achieved over
three decades

Country (percent) Period Country (percent) Period

Before 1900

Australia 5.8 182353 Greece 7.3 194575

New Zealand 7.1 184070 ltaly 5.9 194575
Spain 4.9 194980
Portugal 4.6 195080
Yugoslavia 49 195282

Between 1900 and 1950 Israel 4.7 195383

Venezuela 55 190739 Ireland 4.6 19762006
Iraq 5.3 195080
Libya 7.4 195080
Saudi Arabia 6.1 195080
Oman 7.4 195585
Botswana 7.3 196091
Equatorial Guinea 9.3 19742004
Cape Verde 5.5 19772007
Japan 7.4 194575
Taiwan 7.2 194676
Korea, Dem. PedplRep 4.7 195181
Hong Kong 6.0 195888
Singapore 6.7 196495
Republic of Korea 7.3 196595
Indonesia 4.7 196797
Malaysia 51 196797
China 6.7 19762007
Myanmar 4.9 19772007

Souce: Rodrik 2011based oiMaddison 2010.



Two important trends are evidenbm table 4.1First, virtually &l growth miracles took place since

1950. There were only three instances before 1950: Australia and New Zealand (two Western offshoots
that benefited from extensive resource bolem immigration waves during the 19th century) and
Venezuela (which experiead an oil boom in the first half of the 20th century). Since 1950, by contrast,

there have been 24 distinct instances of growth miracles. This pateonsistent with the increase in

growth rates over time noted in stylized fact #1.

Second, most of thpost1950 growth miracles were rapid industrializers. As table 4.1 indicates,
they came in two clusters. The first cluster includes countries like Italy, Spain, Portugal, and
Greece, countries on the periphery of Western Europe that benefited fir&dropean

reconstruction in the immediate aftermath of World War Il and subsequently from the European
integration process. For the most part, these growth episodes ran their course by the late 1970s.
The only exception is Ireland, which was a late blooamer experienced its boom after the

1970s.

The second cluster comprises the vikelbwn East and Southeast Asian tigegnomiesuch

as JaparKorea Taiwan, Singapore, Hong Kong, Malaysia, and CHiidike the first cluster,
thesecountries did noshare (at least initially) a geographic advantdget the example of

prewar Japanese industrialization, as well agamptiorduring the 1956, provided an

important demonstration effect in the regi&ioreas strategy was directly influenced by

Japai@s, and Chiné was influencedy the precedents of Hong Kong and Taiw&outheast

Asian countries such as Malaysia and Indonesia explicitly targeted industrialization after
observing the successes of thecaled Gangof Four(Koreg Taiwan, Hong Kongard
Singapore)Almost all of these economies built highly competitive manufacturing industries and

experienced very rapid penetration of export markets in manufactures.

The third set of post950 growth miracles itable 41 are countries such as SaudaBia, Iraq,
and Botswanavhich benefited from sustained booms in natural resolodlesnd diamonds
Thesecasesare reminiscent of the few pi@®50 cased discuss these successful instances of

resource booms later in the paper.



StylizedFact 5: Manufacturingl ndustri es Are fASpecial o in That
Unconditional Convergence

| noted in stylized fact #2 that there is no tendency for developing economies to converge toward
the productivity levels that prevail in rich economi€se modernindustrial parts ofleveloping
countrie®economies seem to be quitéfelient however Formalmanufacturing industries

reveala surprisingly strong convergence relationgRpdrik 2013. Each dot irfigure 43

represents the experience over a rececad of gwo-digit manufacturing industry in a
particularcountry. As the negative slope of the scatter plot makes ahelastries that start
fartheraway from thdabor productivityfrontier experiencgsignificantly faster productivity

growthd even wihout conditioning on thasualvariables such as human capital or institutional
quality.

Figure 4.3 There Is Unconditional Productivity Convergence in (Formal) Manufacturing
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The convergence rateadout2 percenta year similarto the conditional convergence rate for
aggregate GDP per workemndit seems higher the motiee data areisaggregat This result
appears to be robust to a wide variety of specificatiome periodsand samplegThe
benchmark sample in Rodr#013covers 118 countries and more than 2,000 observations for
two-digit industries.)The main shortcoming of the data (which come ftbemUnited Nations
Industrial Development OrganizatiodiNIDO]) is thattheyexclude the smallest or informal
manufacturingenterprisesn most of the poorer economiddis convergence resultusapplies

to only the organized, formal parts of manufacturing.

This caveat notwithstandinthis finding is remarkablelt doesnot denigrate the role of good

policies or favorablexternal circumstances: as documented in Rodfk 3, the rate of

conditional convergence is even more rapid, meaning that countries with better institutions and
policies experience faster rates of productivity growth in manufact(inngarticular, coatries

with better trade links and higher levels of financial developraegitkely to provide a better

context for manufacturing convergend8ut it does suggest that formal manufacturing
industries are natur al i e anceeohomy forwadd, évenchthe t r i e s
presence of bad governanbadpolicies, anda disadvantageousontext (The countries

included in Rodrik013range from Ethiopia, Malawi, and Madagascar at the low end to Japan

and theUnited Statest the high end Praductivity convergence seems to be considerably easier

to achieve in this part of the economy than in offgts,such as traditional agriculture or most
servicesAt least some of the reaspresumablyhas to do with the tradable nature of
manufacturingndustries and the relative ease of technology transfer across béitdbessame

time, manufacturing convergence does not seem to have picked up speed in more recent decades,
under greater globalization and wider use of outsourding.data indicate thaates of

convergence in the late 1960s and 1970s are statistically indistinguishablatieesince the

1990s.l return to these issues in the context of the analytical framework below.

This finding raises a puzzle. If manufacturing exhibits uncanit convergence, why isnot
sufficientto generate aggregate convergente€ formal manufacturing sector tends to be small
in low-incomecountries, employing less than 5 percent of the labor farttee poorest among

them Still, one would expect aovergence to aggregate up to the national level, as labor and
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other resources move from technologically stagnant parts of the economy to the escalator

industries

The difficulty is thathe requisite structural transformation is not autom&uchtrangormation

is a process that is fraught with both government and market fajRoesik 200®). In practice,
theexpansion of formal manufacturing is blocked both by government polstiel as entry
barriersandhigh taxes on formal enterprises) and ket imperfections (such as coordination
problems and learning externalifieboth of whichpush the return to investment in modern
industries below the social retufFherelativeweight of these factors depend on the country

and the context.

Manufaduring productivitythustends to converge almost everywhaMhatdistinguishes
successful countrifsom others is their abilityo expand manufacturing employment and output
rapidly. Successful developing economies undergo both manufacturing conveageinepid

industrialization Underperforming economies make do witnufacturing convergence alone

Stylized Fact 6: The Most Successful Economies Have Not Been the Ones with the Least State
Intervention

Figure4.4 summarizes the economic policies ofif key developing countrieBrazil, China,

India, and MexicoAmong these, the Asiatountriesperformedsignificantly better than the

Latin Americancountriesover the last couple of decadés the Heritage Index ratings make

clear, the Asiarcountriesare also characterized by significantly greater government

interventio® in international trade, international finane@ddomestic markets.
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Figure 4.4 The Most Successful Countries Are Not the Least Interventionist

Source Heritage Foundatiorh(tp://www.heritage.org/index/

It is difficult to find a strong correlation, in either direction, between standard measures of
government activism (such as tax rates or indices of market restrictions) araf estesomic
growth. It is easy to conclude thatteeme controls of the central planning typédnichsuffocate
the private sectoare bad for growthBut for countries that lie between central planning and
laissezfaired that is, almost all countries indtworldd less intervention is not necessarily good

for performance.

5. The Strategy of Reform

Obstacles tstructural transformatiotake the form of both government and market failufés
relevant government failures are well known: excessive regulatidmed tape, high taxes,
corruption, restrictive labor laws, financial repression, insecure property rights, poor contract

enforcement, and macroeconomic instability. &fIthesefactorsstifle entrepreneurship,

33


http://www.heritage.org/index/

